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Summary 

The Debl Crisis al th e Turn of th e Decad e 
Jolm lI'il!itllll.fOlI 

J o hn Witi iOlnlson's p:lpcr examin es the Il rady Plan and il s 
implementat ion. il1lhc conlc .~1 ardebl management si nce 
the carly 1980's. II makes scvcf<J1 proposals \0 improve [he 
crrccl ivcncss or lhe Bradv Plan. so Ihal it c;lIllcad \0 more 
debt reduction. These include propos:lI s to llIodif,' P:1fis 
Club reschedulin g and to change banking rcgul'Hlons. 

Del'e lopmenl \'s D ebt : Pas! and Future 
Richard POr/I'.t 
Ri chard Portes· .. rtiek e .~ amines the lesso ns which the (leot 
crises Oflhc 19)O's have for the 1980's. The arlicle ;'I lso 
c:,wmines :1 rece nt e\,cnt - changes in Eastern Europe ­
;'Ind an:llyscs the possible l ikel~' erfeCl s it ca n have on Llt in 
Amerie'lIl eOlllllries ill the ne .~t decade. 

The Men u Appl"o:l ch 
RobeN /){'l'/il1 

Rober! D cvli n's article looks in SOl11l' detail at the stage 
before the Brady Pbn was imp lcmented, ([he market ;llenu 
approach). in ,('hieh the eoneepl of debt reductio n was 
informall y gradually ushered in. Amongst others. il 
describes and evalua t\."s in some dctailthe 1988 Me.~ie:lIl 
Azt<'e bond scheme, the Bo livian buyback. th l.' BraziH'111 
1988 financial pac\.:agl' -that incl uded:lll 'exit' option­
apd the morc limit ed Chi1e:l1l buyb:lek, 

The S h:lping o f th e Bra dy Proposa ls 
Mike Fabt,,, 
Mike Fa ber's artiek examines the reaso ns for [he liming of 
lhe Brady proposals, 11 Ihen looks at bo th lhe s imil:lrilies 
and differences between the Brady stratl.'£Y and the 
previous phases of debt managel1lent. emphasising the 
signifie:lllce of debt reduction in lhe nell' phase, It evalual es 
the li kely overall m;\gnilude of thc impact of the Brady 
Pl an, Fill:ll1y, it eX;l 1l1 incs the evoll'in!! struc[ure of the 
debt, cmphasising the declining import:lncc or priv;]te bank 
debt, 

Th e Ren egotiati on of !Vlexico's Extern:ll Debl 
Pedro AspC' I Irlllclla 
Pedro Aspe's article c ,~all1ines in delailtl1e recent Mexican 
deal under Brady. It ~tresses the net savin gs in intercst 
payments aehi cI'ed :IS wc!! as Ihc reduction of th e to tal 
debt: Th c :lrtiele :llso examines projccled indirect benefit s 
of the Sr:ldv a greelTlen L in forms o f renewcd confidence in 
the Mexic;"!;l cconom~' , The paper in cludes official Me .~iean 
govern mcnt fi gurcs and projcctio ns o n thc impact o f the 
Brady agreement. 

Brady and th e Philillpines : Whal Pro gress? 
Rl'gil1ald I/erbold GreC'n 
Rcginald Green's paper eXill11ines lhe Philippines de:ll in 
the eonte .~ t of the Brady Plan, emplli1sis ing that (kbl 
rcduetion in the Philippines package - thollgh pos it ive in 
it self - nceds to be assessed agains t thc fin:lncing g:l p. 
with 'Ilew 1I10 ncy' in adequ:ltc to eovcr the ga p. 

The Costa nic:11l D c bt D C:l I: Is S malll1eauliful? 
Sll'pirml.l' G1"(/fiII1 . .JonC'J 
Stephany Grifri th·J o nes· p:lper examines the Costa Rican 
<lca l, reached in th c context of th e Brady PI :ln: this package 
has substan tivc debt and debl service reduction ekment s, 

with IlO 'nc'I' mom,'y' frllm the pri \":ul' banks. The paper 
cxami nc~ Ille p:lr ti eu1:1I" kaillfl's nfCosln Rica, (stich as Ihe 
10lal small ~ i7<.' o f il ~ dcbl and il s gl'o' po1ilica l impo rlan ce 
to the US). which, togclher with the gO\'e rnmcnl's 
b:u'ga in iug sk ills, Sl'em~ tn explain Ihe high <juality of Il l<: 
pacbge, 

T he New nol es an d r:1cililies of the IMF 
Rnll('r/ Rll m'lI 
IZ obe n Ru sse ll's article e ,~al1lim'~ Ihe IUl ern<lti on :11 
r.,'lone lary r:und's ro k in Ihe deht IIl:1nagenh'nt strate!!v. II 
fllr11wr de~eribl.'s Ihc hroad rUI1l:li{1I1S performed bl' t]; l' 
111-1 F, parti cularly in rel:l[ion W de\'c1n ping cO lill trles, 

The New Holes and Facilil ies of t he Worl d Bank 
~tllll/OIIY TI!(I 
Anthony T oft 's :lI'ticlc e .' p l:l i n .~ I hI.' participatio n o fth\." 
World B:ll1k in debl 1l1:111:1g~Il1~I1t. and p"ts il in Ihe 
eonlext o f lhc Worl{l Bank·s bro:td~ r role tn enCOUf;ll!.e 
struclural ildjll ~ lmelll in de,·eloping cOllntrics, ~ 

The P aris C luh anll A fr ica n D ebl 
Pl'l l'r M (JIIII(/ichl 
Peter Mou nd"idd's ar ti cle prOl' idl" ;111 ins idcr's historica l 
aecoll nt of hoI\' lI'orking prot'edurl.'s c,·oh·ed in th t' Paris 
Clllb, It ;llso desc ri b~'S Ih L' main rt';llurcs or a P:His Club 
agree ill en t. as wdl ;IS th l' proc~'eding~ of h OIl" !Iii: P;l ris 
Club Cllrrentl,\' opera tes, Sonll' ~ \l gge~ ti ol1~ foll ow 011 

CUrrl.'lll i ,~S Il CS :mel on propos:lls to deal wilh thell1, 

The D ebt Proh lelll ;11 th e C rossro ads 
Will;all/ RlwdC\" 
Willi:1Ill RIJI)d c~ ' :lrtick gi"e:;;l positive evaluat io n of [he 
Br;"!dy proposal s: il put s forward the 1I 1c,ican pack;"!g~ as 
an e~am p!e of the gain~ to be m:ld t, by th~ impk mentalion 
nf the Brady I'I ;ul, 

H Ol\':1 MajO r" Credito r V iews the New Propos als 
Jn~I'ol/ Larkl//{/1/ 

J o int MCll1 o r ' lll du m 10 the Trea sul"\" :tnd C il' il Ser" l" ice 
C ommitt ee . 
Sir A·;I MeMal/OI/(llIdS;; . .ll.rl.lII.1" illont' 

The a rtick,~ by J olynn L;lrk man. Sir Kit Mc1I Iahon alld Sir 
Jeremy Morse :lll ('\';,Iu:ll e crilie:lll y thc Brady propo5ab. 

The Time is Rip e 
A((fI'd /-Icrrllfill ,I{'" 
Alrred I·krrhallsen\ ;lrticle emphas i ~es Ih t' need for 
import:lllt ch:lIlj!cs to Ihl' tkhl st ratl'gy, 11 also presents his 
o\\'n propos:1I ror dealing lI'ilh the d~b[ p roblem , 

S upe rriso ry A llitudes in the USA 
r:, (;craltl Corrigall 
Gerald Corrig'lIl's :lnicle pre~en l s Ih \." changes already 
impkmi'llt\."d b~' the US regulatory ;lluiloritii's and Ilwkes 
further propos;d s to fa cilitate the implemcnlatiol1 of thi' 
Br;\cly proposals, 

Th e Nell" Bank o r E ng 1:111d Ru les for Prol'is io nin g 
SII'ph(II1.1' GrOfilh • .Iollc.( 
StephallY Griffith· J one,' article presenl S in so me delailthe 
nell' 1990 Ibnk o f England l1l:ltri .~, whi ch prol' ides dc1:likd 
rules fo r Briti sh l>:lnk s' provisio ning against possi bl e Third 
World loss~s. 

SOllie Accountin g :1IId Ta x Aspects of LD C Debl 
Mil dll'll Hogg 
Mi[ ehclll·logg's article la kes a detailed look a t ta .~ and 



rol'isionin,!; rcqllirclllellls frolll Ihe point of view o f an 
CCOtintarll :u1<1 b:lrlk audil or. 

'hc n o lc of Exporl C redit Insuran ce 
';rrafd I1I'('ach 
icra ld I3 rcach's :irlidc discusses the effect of the debt crisis 
n Briwin's EeGD and giws a detaih:d account of hOIl" the 
:CGD is responding. 

"'apa n' s Allitud e Tow:t nls EX lcrn nl D ehl s of 
) e\'elopin g C o u ntries 
'(f/,\'oldko Ag{{/a 
,jaSlIhiko Agata's article discusses Japan's rapidly growing 
ole in facilitating and helping fund schemes of debt 
e<iuelion, p3rticularly in the context or the Brady Plan, 

'he C ha ng in g Secondary Market 
70rdOll Wl)I){f 
J6rdon Wood's :trticle descrjbe.~ the o peration o f the 
econdan' m:trkel for trading Thir<1 World debt. It analyses 
ome of the maill determinants for Ihe le\'els of prices in 
hose markets. 

)ebl Re li ef fo r C hild De\'elolHlt enl 
"rp11(1I/Y Gr!((iII,-)OIlC,f 
aephany Griffit h-Jones' article e,~;unines the donations of 
;ud:l1lese debts 10 UNI C EF bv Mrdland and olher ba nks, 
md their usc bl' UNICEF to expand it s spending on dean 
I'ater :1I1d reforeslation projects in Sud:m, The a n icle also 
'sami nes:l nell' Inter-American De\'cln]lmem 
l ank/Uio.J tC EF scheme for swap~ in Latin America, 

rile NCO Allilude to Debl Reduclio n 
'0111/ Drllllflm 
!olm Denham 's :1 nick tkscribes II'h~' Europ~an non­
:DI'ernnu'nta l or":tn iS:lIions fNGO's ) gil'e so I1meh 
ill ent ion to the debt problem :1I1d it s llegatin: effects on 
10l'erty in develo pin£! COllntries, It also describes the 
: ufOpe:1n NGO's campaign on debt. 

Resume 

La crise dclicila ir t:' a u lournalll de 101 dccelt lt; e 
l ohll l!lil/iall/Joll 
l'anicle dl' J ohn Wil1i:lIl1Son fait 1'~lUde dll Plan Br:ldy et 
de ses applications d:1I1S Ie contexte de b gestion des de ll~ 
depuis Ie debut tlt-s annees [980, C(' plan fait plusiellrs 
proposition.; pour al11cliorer I'erricacite du Plan Brady, :tlln 
d'arriver:i une pillS grandc reduction des dencs, Ces 
PlPposi ti(lIIs comprcnnent des proposi ti nllS dc 
modille<ttion d ll Club de POlris et de ch:1I1gcl11ents de.~ 
rcgle111eH ts b"ncaires, 

Le dCI'eloP ll elll ent cont re Ie dH ici l : Ie passe cl Ie rulur 
RIr/lOnl POr/I'.r 
L'ar ticl(' de Richard Portes fait l'ctmk dl'S le,ons a ret enir 
de In crise d es annees 19)0 et :'t tuiliser pou r les annees 
1980. l':trt ick fa it eL!alement I'etude d'url ed:nernent recent 
_ Ies boulel'erscme'lts dan s ['Europe de r Est - el fait 
I'nn,:llyse des conseq uences possibie.~ po ur l'Amerique 
Lalllle d Ur:1I1\ la prochaine decennie, 

L' a l'p roche ""'Ienu" 
U O/J('r/ DI'I'/ill 
L'article (Ie Roben Del' lin eludic en det:lils la periodc 
prccedan l l'imp]ant:ttiun (iu PI:lll Brady (l'ap prochc de 
marche "i'l la c<lnc" ), durant laquclk Ie concepl de 
reduction d('s dellcS " etl' introduit pftlgressivcmenl el de 
fa~on non-omciette_ Entre :W lres, il decri t et etudie en 
detai l k projet de liaison ro.'kxicain Aztcque de 1988. Ie 
mchat bolivien, Ie marche financier bresilien de 1988 - qui 
avait une poss ibilite de " sortie" - el Ie r:lclw t du Chili 
plus limile, 

La form a tio n d es proJlos it ions Orady 
Ali!.;1' Fab/'/' 
l'aniele de Mike Faber (tudie les raisons de choix d e 
temps des propositions Brady. II elUdic ensui te:'t b fois [es 
sirni larites et les differences entre la ~trateg ic Brady ct lcs 
periodl'S precec.kntes de gestion dcs delll'S, en insistant su r 
I' imporlance de]a reduction des delles lhlrant la nouvelle 
phase, II hallie l'etendue possible <les consequences du 
Plan Bnldl', Enfin. il ewd ie I'e\'o lution de 1:1 sl ructuration 
du deficit:en in sistan t sll r l'impo rt.lIlce reduite des dell es 
dans lcs banqucs privccs. 

Trois dcscript ions dc trans ac tions de fo rm c Orady 
Pl'firo Aspc Al'lIIrlfll 
L'article de Pedro Aspe l'tudie en detailles r(eentes 
tr:tnsactions rnc .~ic'linl's SOliS Ie Plan Orady, II soul igne les 
econom ies nelles obtenues dans les pa~' lllents i'l inle~i:tS , . 
;ti nsi (I "e [a reduction du defi cit tot:ll. l'arliele et ud lC aussr 
les benefices indirects de r acco rd Br"dy, sous for me <k 
con fiance renou\'clee dans I'economie mex icaine, L 'article 
indue lcs ch iffres officicls du I!Olll'ernement mexicain et les 
predictions sur lcs consequcn~es de J'accord Brady_ 

Rrgilla/d U ('r/Jo/d Gr('rll 
l'arlicle d e Regina ld G recn cltldie Ie marche d es 
Ph ilippines dans Ie contexte dll Pl an O r:1d~' , insistant sur Ie 
fait que la reductio n des dettes au .~ Philippines - bien quc 
constrllcti f en soi - cst d'un ordre pratiquement 
negligeable en com l>araison dll dellci t financie r, avec de 
"no ul'elles Ilnanees" ine;1p:1bles (Ie com bier ce d':ficit. 

SII'/,IIall." Gri(filh-.IfIllI'J 
l'ar tide de Stephany Griffith-J ones ewdie Ie marchf de 
COSt:1 Rica_ da ns Ie contexte d ll Pl an Bradl': cc marche a 
des delles impo rtantes et comprend de~ e t~nlen t s d'u n 
sl's tcme de reduction cle ell'lIes. S:Uh "noul'elles finances" 
prm'enant d es b:1IlC[ ues privees_ l'art icle e\lldie les 
caracleristiq lles part icu lieres de Cost a Rica (tellcs que b 
petite laille de son dfficit et son importance geo- po[itique 
pom les Etat s- Unis), qu i, a\'ec !l's taient s dll go ul'ernement s 
en matiere de negot i:ll ions semblent expliqtler la halite 
qllalite de Ct' marche_ 

L e rolc Gil IMF 
Robl'rl Ie ll,urll 

L'artide de Rubert Russell ctudie Ie r61e tics Fonds 
Moni:tai res IntcTrlati onau ,~ dOlns la ~ Ifll c t llrc de gesl ioJl dll 
deficit - il decrit i1ll.~s i Ics fonc tio ll ~ g~ n~ralcs dll [MF, 
particulieremelll en rapport "vec les pays en I'oie de 
del'elo ppelll t nt , 

L e ro le d e la O:tnqu e Mondiale 
Alllhony Toft 
l 'article d'i\nthony Toft ex pliqlle la participation de la 
l3anque MoncJialc dans 1;, gestion (il:s delles. et replace 
cclt e part icipation dans Ie conte .~ l e <lu rlile pillS g': n':ral de 
la Banq lle 1'.·Io ndialc qui ellCOUr:1ge Il11e ildnplHtion 
s trll clurelle dans Ics p:l ys en voie de d i'l'elu ppelllcnt. 

• 

Le dub d e Paris 
Pr/cfllfmlll(fidd 
l 'nrticle <Ie Peter Mou ntfield pr':scntc un compte-rend\! 
historique \'u de rinterieur sll r l'l'\'o illtio n dt'S procedures 
nctucllement en cours dans Ie C lu b dc Paris. II decrit 
egalemelltles principales C<l r<tcteristiques d'un accord al'ec 
1(' Cl ub de Paris, ainsi qu(' k'S procedes ('mplo),es et la 
fa~on dont Ie Club de Paris fo nctionne. Des suggestions 
sont proposees pour les problcmes ;!ctuels et slir la fa~on 
de les :Iborder. 

Le [loinl d e ,'ue des hmHlui ers 
lflil/i(llll Rhm/C,f 

l'art iele d(.' William Rhodes presen te une el'a lll:11ion 
positll'e (Ies proposi tions Brady: il pr':~('nte Ie ma rche 
mexicain comme etant un excmple des al'alllages que I'on 
pellt obtenir gr:ice:'t l'applicntion till Plan Brady. 

.I0/yol/ l_tlr/.;/!wll, Sir "-il M Cto /llhfl/l (/Ird Sif.lel'l'lI1Y A/orJI' 

l es art icles (ic ,j o ll'on l:trkm:lll. Sir Kit McM:lhon et Sir 
Jeremy M or.~e felltt tons unc cl'<1lu:lIiorl critique de,~ 
proposilions Ilrady. 

AfJrl'(/II ('/ ''''lII/f~CII 

l'artidl' d'i\lfr.:d Herrhau~en insi~ t e ~ur k besoi n de 
changements importants d:tn~ la gt's t ioll d('s tIL-tics, II 
pr~~cn te' e!l:l!clllCllt (tcs proposi t ions Jlersonndles pour 
abmder Ie prohlem(.' du dcfic it. 

L c point tic \'ue des conlro leurs b:tncaircs 
{,('/'{//d Corrigall 

L 'article de Gerald Corri!!an prescn te les changements dej:i 
effectlle~ par les autnrite~ de con I nile des Etats- Un is (et 
pa'osente lr:1tltre~ propositions) pour r:lciliter 1;'1 mise ert 
pratiquc (I ll Pla n Brady. 

Slr/,llfll/,I' {, ,,(({ilh-.Iol/c'\· 

L'art icle de Stephany G riffi th-J ones prcsentl! en det:tilla 
nou l'dle rnatr ice d e 1990 de la Danque d'Anglcterre, qui 
fou m it (les regleml'n ts dctai !l{:s en ee qui concerne 
i'approvisionnement de capit;'lu~ ul il i ~es en cas de pertes 
fin ancicrl'S hl'ntllelles du Tie r, Monde, 

Dc nOtll'elles direclil'es pour l'allllrOl' isionn elll cnl 
/t.fiIChrlll/ogg 

l'arti cle de Mitchell Ho!!g c ,~all1ine ('n delai lles demandcs 
de taxes el d'approvisionnemenl. I ' ll pa r un com plahle et 
expert -com pI a ble. 

L e rolc dcs ass uran ces dc creilit eX [lOrI C 
C rmlt/ lln'urll 
l 'article (lc G t' ra ld Breach e~:l!ni ne les conseque nces dt' la 
crise du defici t sur Ie [ CGD Oritannique ct dOIllI(, I1n 
cornpte-rcndu detail!':' de~ react ion~ de ECGO_ 

La co ntributi oll jallonaisc 
MaWlhOw I tg(l/(/ 

l'article de M'1.~h;lhiko Aga ta e .~:l!l1ine Ie rol e grandissant 
de fa cil itation el d':lide am proje ts de reductio ns <Ill d~licil, 
en particulier dans Ie contexte du Plan Brady_ 

L e Ilmrchc seco ndaire ell 1II0U\'Clllent 
COI'(fnn Wond 

L'article (Ie G ordon Wood decri t la ra~ol1 doni opere Ie 
marchi, secondaire pom negotier Ie defic it du Tiers Mondc, 
II analyse ce rtaills ties principlln.\ a s pecl.~ determina nts 
ponr lcs l1i l'e:l1L~ <I e pri x d'lll S ces ll1archcs, 

U ne b:lisse dll d e fi ci t pour Ie d {>I'e lo l'pe me nl des e nrants 
SII'I'/IOII)' GI'((fiih-.Iom:s 
L'a rti ele de StC[jlWllY G rirfith - J one,~ exn rnine les dona ti o ns 
faites a I'UN ICEF par 1:1 Ganq ue "Midland" el d'autres 
banqllcs :HI Soudan, et I'util isation (Ill'en fait J'UN ICEF 
P O\lT Clargi r sa participation :i insta ll er I'('au potable ct II 
des projets de reboisement au Soudan _ l'article fai l 
cga lemenl ['etude d'ull projet de de\'cloppcment inter­
Americain b:mque/UNICEF pour un ech<tngc eil- deltes 
con tre dc\'doppemellt en Amerique l aline, 

L'alliludc des NGO e nl'ers 1:1 redu clion du deficit 
.101111 D I'IIIIalll 

L'artide de J o hn Denham decrit les raisons pour lesq llelles 
les organisations no n-,.:ou\,eTlle nl('nt:l les (NGO) donnenl 
:lutant d'impo r\ :1I\ce all problbne dll d eficit (' t i't des 
consequences negativcs sur ]a pauvrcte dan~ les pays en 
voie de d~l·eloppemelll. II decril egalement la c:ull p:l£ne 
europcen lle des NGO pou r la r':ductioll du deficit. 

Resumen 

La cris is de la d euda al tcrrninar la dccada 
.10"11 ' I'iIfiOIlI.\'OIl 
ESle ar ticu lo examina el Plan Il rndy y su imp1cmt'nt acion 
en el conte .~ t o dd manejo de [;1 delld:t dl'Sde com ienzos d e 
la decada de 1980. Hace un;'l serie de proposiciones para 
rncjorar 1:1 efcetivi(ta(1 de este plan, de modo que plleda 
condllcir a un n mal'or reduccion de 1;'1 deuda, Las 
proposicio nes in clliyen modificaciones (tel calcnda rio de 
pagos y d e las re!;ulacioncs bancariolS. 

Desarro llo versus t1ellda, Pasado " fuillro 
Rich(lrd Pm'll',f ' 

Este a rl icu lo exa mi na las lccciones que ptledc n obtcnerse 
(Ie la crisis de 1:1 decada de 19)0 para enfrent:1T la de [980. 
T ambil'n analiza los c;'lmbios recientes ocurridos en Eumpa 
del Este}' SllS posi bles dectos en los p,li~es de America 
l atina en 101 decada siguicntl'_ 

[ I e nfoqu e m ellli 
Rob",., D /'l'lill 

Este ilnicll io consi(le ra con algt'lIl grado de dct:t lle 1:1 etnpn 
:l1I tcrio r a In implemenlacion del Plan Brady (e nfoque 
lllerll'l <((,' merc:ldo), en la que inforrnalmente el concepto de 
reduccion de la deuda se conslituyo gradualmente en un 
gllia, Entre otrns, describe y eva hia 1.'1 cS(luema de bonos 
Azteca de M e .~ico de 1988, el de rccompra de Bo[ivia, cI 
paquetc fin anciero brasileli o de 1988 con su opcion de 
sa lida y. cl chileno de recompra, 11l;lS limitado_ 

E I Ilerfil de 101 IIfOpu es la Brady 
Mif..:t' frl/m-

Este nrticulo eXillll ina 1:1S r:tzones del cronogra ma de la 
propuesta Brady, lllego considera las similitudes y 
diferencias de la estrategia Brady, asi como laS fases 
prel'ias del manejo de la deuda, enfat izando el signi fi Lado 
de Ia reduccion de Ia deuda en b nueva etapa, Evahia la 
m!lgniwd global p robahle dd impacto del 1'1:111 Brady y 
fina liza con lin :m:l lis is de la el'olucion de la estru cturil de 
la deuda, d es tacando 1:1 d (.'clinn cio n de ]a importancia de la 
([cud" con I" ball e;! pril'nda, 
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Editorial 

Mike Faber and Stephany G riffith-Jones 

It has been said th at 'the liberty of the subject is 
sec reted in the interst ices of procedure'. In o ther 
wo rds, resounding proclama tions about the rights and 
freedoms of citizens a rc worth less unl ess procedures 
ex ist th at a rc know n, access ible and a rrordable which 
will enable the indi vid ual to exercise th ose rights 
through due process of a court of law. 

This dictul11 came sha rply to mind a year ago when 
reading an account of th e speech whi ch US Sec retary 
of the T reasu ry Nicholas Brady had give n to a 
conference of ... th e· Drookings Institution and the 
Bretton Woods Commi tt ee in Washington on 10 March 
1989. Wha t s truck us immediately about Secretary 
Brady's pro'posa ls was the extent to which their 
success or failure in achieving their declared object of 
LDC debt reduction would depend upon the decisions 
and actions of pnrties outside the US government's 
control. Those decisions and actions by foreign nnd 
US bank regulators, tax aut ho rit ies, company 
aud ito rs and lega l adv isers wi1\ establ ish ' the 
interstices of procedure' which must determine 
wlie ther indi" idu~1 ban ks in different jurisdictions wi1\ 
or will not participate in Brady-type schemes in a 
manne r that would achieve Brady's declared objective. 
One of us pred icted, based on a first tentative ana lysis, 
th at 'the Plan's ea rly resu lt s will probably give ri se to 
fru stratio n and disa ppoi ritment ' and 'the amo unt of 
debt ex tin gu ished in exc hange for th eir acce pting new 
obliga ti ons towa rds the World Bank and the IM F is 
li kely to seem to debto rs disappointingly smClI!' . r 

It was that li ne or tho ught, namel y that the success of 
any scheme of debt red uction would depend upon an 
accura te assess ment orthe reactions Clnd init iCltives of 
many types of acto rs in the Third World debt dra ma, 

. tha t gave rise to the idea behind th is Blllletill. The 
Blllletill's purposc is to enable readers to learn 
so methi ng of the conside ra tions which 'will dete rmine 
how suc h actors arc li kely to respond not just to 
Brady, but to other forms or debt reduction initia ti ves. 
For that unde rstandi ng to be complete, we have 
th ought it necessary to enable our contributo rs not 
just to talk abo ut their reaction to the Brady 
proposals, but Cl lso to exp lai n th eir pe rception of the 
role or their own institutions and their interpretCltion 
of what it was tha t gClve, rise to th e prob lems o f 

, This qllot:uion IS by Mike F:lber from 'Sl1 ece~s of Debt Plan is 
beyond Brady's COlmol' (The Independent. 28 Mardi 1989). 

excessive LDC indebtedness in the first place. 
Our schemc of presentation proceeds as fo llows: 
We sta rt with a genera l ove rview of th e LDC debt 
situ at ion ('The Debt Crisis a t the Turn of the Decade' 
by J ohn Williamso n) and then fo ll ow it with a chap tc r 
('Develo pment vs Debt: Past and Future' by Richa rd 
Po rt es) whi ch both looks back to the repudiations of 
th e 1930's and forward to the effects changes in 
Easte rn Europe may ha ve upon the position of Latin 
Ameri ca n debt ors in th e 1990's. 

Robert Devlin's chapter (,The Menu ApproClch') 
traces the in troduction of mrio lls forms of voluntary 
debt red uction during the second phase of th e Baker 
Plan whi le th e fo llowing chapter (,The Shaping of the 
Brady Proposals' by Mike Fabe r) attempts to exp lain 
how the Brady proposals evo lved out of the wide ly 
sha red perception that the Baker Plan had simply ru n 
out of credibi lity. and what the si mi larit ies and 
di fferences a rc between the two ap proaches. 

in C hapter Six the fi rst three deals to give erfec t to the 
Brady app roach are analysed. The Me:~ican Finance 
Mini ster, Pedro Aspe Armella, describes the Mexican 
dea l in terms tha t arc markedly more positive than 
th ose quoted la ter in th is Billie/iII from th e McMaho n­
Morse memorandum: Reginal d G reen assesses the 
Philippine deal in the broader cont exi of the cou nt ry's 
ove ra lt fore ign exchan ge needs if targct growth rat es 
arc to be mel. Stephany G riffi th-Jones descr ibes th e 
Cosla Ri ca deal and readers may be tem pted to 
conclud e that, in its way, it is the sweetest of the 10 1. 

In the following twO chaptcrs Robert Russell (,The 
New Roles and Fac ili t ies of the IMF') and Ant hony 
T oft (T he New Ro les and Faciliti es of the World 
Bank') explain the participat ion of their two 
instit u ti ons in sche mes of debt or debt service 
red ucti on, but both doso inlhe broade r co nt ex t of the 
fult range o f measures tha t the multilateral linaneia l 
instituti ons can employ to encourage policy reform 
and to finance stab ilisa tion , adjustme nt a nd 
deve lopment . 

Peter Mountfield's chapter (The Paris Club and 
African Debt') provides a historica l accou nt of how 
work ing procedu res evolved, inrorma lly but very 
effectively, in that very influen tial but stil1 slight ly 
mys terious association of offi cials . 'Engli sh pract ices 
run by Frenchmen' is how one diplomat has described 
it. 



The Debt Crisis at the Turn of the Decade* 

..l"ohn Will iamson 

>0 far as Lalin Ame rica is concerned, I (he dominant 
:cono mi c happenin g of th e 1980s was the debt crisis. 
:ommc rcial bank lendin g came (0 an abrupt halt 
when Mexico was forced by reserve depic ti on to 
icclarc a temporary morator illin in August 1982. 
IVithouI a now orne\\' bank loans, continued servicing 
)r- debt on the original contracllIal terms proved 
mposs iblc everywhere except Colombia. The attempt 
o maint a in debt service di ctated riscal dcnation, 
icva lualion , and the diversion of savi ngs from 
nvestm ent into CXpOri surplu ses. The result has been 
he 'lost decade': a decline in per capita income of 
tlmos! 10 pe r ce nt (in p lace ora 40 per cent risc in Ihe 
!9705), a one-third fall in gross investment, and true 
lyperinnat ion for th e firs t l ime anywhere si nce the 
lftermath of World War II. 
rhe origina l debt s trat egy was based o n a diagnosis o f 
emporary illiquidity and sought to maintain debt 
ervice whi le providi ng pa rtial interest recycling 
euphemistically term ed 'new money' ) so as to limit 
he need for perempto ry adjustm ent. The implicit 
lrem ise was that littl e was fundamentally wrong wilh 
he economic model that had produced quite 
"easo nabl e growth from the end of World War II to 
he early 1980s: once the traditional levers of fi sca l and 
:xchan,ge-rate policy had been re-se t appropriately. 
_at in America wo uld be able to generate a negative 
ransfer, which would res tore bankers' confidence, 
vhe reupon lending wou ld recommence and g rowth 
:ou ld reve rt to its previous ra te. 

By 1985 it was obvious th a t matters were no t working 
)ut Ihat way , and so a new plan, the 'Baker Plan' was 
nt roduced. This co ntained no significant cha nge in 
he financ ing provisio ns fo r debto r countries: they 
I'e re s till ex pected to pay interest service in fu ll while 
lrincipa l was reschedul ed and involun tary 'new 
noney packages' provided partial interest recycling. 
"' ha t was new was the change in rhelOric, which now 
p()ke o f restoring growth , and th e cond itionali ty, 
I'hich began to focus o n supply-side policies like 
leregulat ion and privatisation. I t was not eviden t to 

I A paper prepared ror an IDS Bllile l ill . Copyrigtll c 1989. 
r,si itute for International economi cs , Washington DC. All 
ight s reserved. 

While deb! is an impOrlnn! problem in ocher parts orthe world 
too (notably in Arriea, the !'hi1ipp in~. and pnrt of Eastern 
Europe), !hi~ paper is rCS lrie!cd 10 Llllin America. 

me at th e time(and I ha ve no idea whethe r it was clea r 
to th e pl a n's auth o rs), but in retrospect one ca n see th e 
Baker Plan as cha lleng ing th e t raditional statist model 
of Lat in American developmen t. Pol icy reform had to 
go fa r deeper than t"Hisin g taxes and resto ring a 
realis tic excha nge rate. 

J ust over three years late r, in early 1989, a new 
administration conceded that th e Baker Plan ha d not 
worked. Its successo r, th e Brady Plan, chHnged th e 
fin anci ng pa rt of the strategy, to enco mpass debt reli ef 
(which again had to be described euphemistica lly to 
make it acceptabl e to bankers' cars, as 'debt reduct ion 
and debt servi ce red uction') . T he co ndition for debt 
relief rema ined po licy reform on the lines deveioped 
unde r the Ba ker Plan, the logic being tha t po licy 
reform needed finan cial suppo rt to succeed, while 
finan cial support wi thou t po li cy refo rm am ount ed to 
throwing good money after bad. 

The key question is. of course, whether the Brady Plan 
is go ing to work - in the se nse o f a ll1 0wing the debto r 
co untri es to resu me ro bust growth - where it s 
predecesso rs failed. It is already clear that it is un likely 
to make a dramatic difference to the amount of deb t 
se rvi ce that debtors will need to pay to avoid 
confrontation wit h thei r creditors . In th e ou tline 
ag reemen t reached with its creditors, Mexico seems to 
have gai ned reli ef(i.e. a reducti on in th e prese nt value 
o f its contractual future o bligations) of about one­
thi rd of its bank debt. But a substantia l part of this 
relief will ari se only as th e debt is paid off in the distan t 
future , and Mexico's negative tra nsfer to the ba nk s 
wi ll decl ine by less th an 20 per ce nt in th e sho rt run. 
T he Ph ili ppines, the seco nd count ry to settl e, expects 
to·get even less relief. Cos ta Rica , the third country to 
reach agree ment. shou ld get debt relie f o r abou t two­
thirds as compared to its contractual obligations, but 
this wi ll actuall y bring it no cas ing to it s cas h now at all 
in the short run ; indeed , the restructuring will req uire 
so me increase in the negative transfer in the medium 
run (assuming that the economy con tinu es to perform 
well, so th a t the cont ingen t pay ments obligations arc 
act ivated). Hence , if one be lieves that th e debt 
pro blem has dama ged the deb tors primarily by 
s iphoning away funds thm would o therw ise have been 
invested prodll ct ive ly a t ho me, o ne has lit t le reason to 
be optimist ic about th e prospects or the Brady Plan. 

T he alternative vi ew is tit a l debt is important p~ i marily, 

because it is thwarting th e entrepreneurial response 
that po licy reform is in tended to elicit. Mex ico, for 
example, has undertaken an impressive range of po l icy 
refo rms during the 1980s, in terms of curbing it~ fi sca l 
deficit , achieving a competit ive exchange rate (and 
hence a rapid g rowth of nont raditiona l exports), 
liberalising !fade and fo reign direct inves tment , 
privatising a nd in ot her ways ra tiona lising the public 
sector, and deregulating [Will iamso n 1990]. Yet per 
ca pita income and rea l wages have, at least until 
receillly, continued to fall. Mex ican e ntrepreneurs 
have qui te enough night ca pita l parked abroad to 
finance an investment boom, once they are convinced 
th at Mexico has indeed turned the corner and that th e 
po licy reform s arc going to st ick. Catch-22 is that they 
will not draw that conclusion until eilher they sec Ihat 
other en trepreneurs have already drawn that con­
clusion or until they conclude that Mexico can get by 
in the medium run even without capital repatriation. 
In o th er words in order to succeed, the Brady Plan 
needed to provide. enough debl reli eflO give assurance 
that repatriati on of flight capital was unnecessa ry, 
whereupon repatriat io n could happen. 

In fact, ann~uncement of the agreement between 
Mexico and the banks last July st imulated enough 
capita l repn tri ati on to a llow the aUlh o rili es to reduce 
the do mestic interest rate by over 20 perceOlage points, 
Wili ch would have given them the chance to redirect 
so methin g like 5 per ce nt of GDP frpm internal debt 
se rvice to res to ring some of the public expenditures 
that have been savage ly squeezed in rece nt yea rs 
( inciud ing infrastru cture, hea lth, a nd education). This 
was the bes t news si nce the debt crisis s tarted . I t is a 
tragedy that subsequen t foot -dragging by the banks 
has j eo pardi sed the momentum that see med, to be 
building up, an d sent interest rat.cs in Mexico inching 
up a ga in. At this s tage o ne just has to hope that fina l 
agree ment will soon be reached and that it will turn 
out that th e ~amage is reve rsible. 

The case of Costa Rica is even clearer, inas much as th e 
agreement offers Costa Rica no cash now reliefat al l. 
It cuts co ntra ctua l obl igations to the level that Costa 
Rica ca n affo rd to pay , which is the sa me as th e level 
tha t it has bee n pay ing. The ho pe is that this will 
rem ove the th rea t o f future disruption and so rest o re 
confidence. 

Mex ico and Cos ta Rica a rc no t the on ly countries in 
La tin America that have implement ed policy refo rms 
swee pi ng enough to merit su pport through the Brady 
Plan. Bo li via and C hile have , in fact, go ne even furth er 
in mod ernising th eir eco nomic mode l. Co lombia, 
J amaica and Uruguay arc also se ri ous cand idates. 
Ve nezue la too has mad e major reforms, though it 
s tart ed o nl y a year ago. Po licy reform is even more 
recent itl Argentina, a nd its success can even less be 
tak en for granted. But th e bes t way to help policy 
refo rm th ere, as well as in countries tllat have no t yet 

started, is to show that agreed debt restru cturings th a t 
offer debt rel ic.f arc avai lable to countries that persis t 
with policy r~form. Li miti ng debt relier to th ose 
countri es with an establis hed reco rd of po licy reform 
is one key clement of the Brady Plan that mak es good 
sense. 

Another key feature o f the Brady Plan , which arises 
fro m its his torical background as an attempt to bu y 
debt relief from the banks on a voluntary basis, is its 
retenti on o f an important element of choice fo r each 
bank , notab ly a cho ice between furnishing debt relief 
and con tinuing to recycle a part of the interest (e .g. by 
'new money '). One can argu e that it might have been 
bette r to develop sanctions to fo rce banks to fa ll in line 
with official decisions on the magnitude of debt re li ef 
tlwt 11 co untry needs. If the Brady Plan fa ils , tha t iss uc 
wi ll doubtless be reo pencd in another two or three 
yea rs tim e. But in the int erim it is vastly more 
co nstruct ive to ask what changes might help th e Brady 
Plan to succeed. 
T he simp les t change would be to enlarge th e sums 
ava ilable from th e IMF and World Bank to support 
debt relief operat io ns, but th is also appears to be a 
lost, o r at least an unpromising, cause. T hree 
a lt erna ti ve, evolutionary cha nges look more ho pefu l. 

( I) At th e moment on ly the com mercial banks are 
bei ng asked to provide debt relief. There are good 
reasons for continuin g to exempt the multilateral 
development banks. But a lot o f debt is a lso owed to 
expo rt credit age ncics of th e developed countries, and 
there is no very convincing reason as to why this 
s hould be t reated more leniently than th e bank debt. 
The si mp lest a pproach would be to forgive the same 
pro po rt ion of this debt as banks choosing debt 
red uction are rcquirco to forgive. Alternatively, a 
s imilar p ropo rtion of the debt cou ld be convened into 
local currency terms, to be spen t in future years on 
projects in the environmental, educational or social 
fields ag reed to be of mutual interest to cred itor and 
debtor. 

(2) A t present th e IMF and World Bank are 
enrmarking separate funds fo r debt reducti on 
(buy backs or principal coll atera lisation) and for 
interest support ( interest collateral isa tion). Like most 
earma rking, this is leading to ineffi cie ncy: most 
immediat ely, th e Philippines is being thwart ed in its 
des ire to use th e full funds th a t it has been voted in th e 
way tha t see ms mutually most advantageous to it and 
it s creditors, which happens to be buybacks. This 
earmarki ng shou ld be quiet ly abandoned fort hwith . 

(3) There is st ill a problem of getting po tential free­
riding ba nks to part icipate in Brady-sty le debt 
restrtl cturi ngs. The mos t potent incen tive to a bank to 
participate is eli gibility fo r tax rel ief. At prese nt 
European banks are generally eligible for tax relief on 
provisions whether o r no t these arc used to grant relie f 
to the debtor, while Am crican banks get tax relief only 



when debt relief is gran ted. The European practice 
encourages provisioning but gives no incent ive to 
translate thi s into debt relief, wh il e the American 
practi ce gives no ince ntive to provis ion and therefore 
leaves banks in a less favoura ble pos iti on to grant debt 
reli ef. Stephany Griffith-Jones (1989) suggests gett ing 
th e best of both worlds by grant ing cont ingent ta x 

un less they can show somc clear results ra irly early. 
The son of definitive resolution of th e fes teri ng debt 
crisis orrered by a Drndy-s tylc restru eillring buttressed 
by the three sugges tions adv<ln ced <lbove appears 
precise ly the so rt o f resu lt that is needed to encourage 
rero rmers to persist. 

, reli ef on provisions, th e relief being wit hdrawn 
retroactively if a bank fail s to part icipa te in an agreed 
debt restru cturin g. 
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Development vs Debt: Past and Future 
----------------~ 

Richard Portes 

This paper will d e<l l in turn with th e past , th e preSe t.lt 
and the ruture. My resea rch on th e past conce rns, 11\ 

part , how Latin Ameri ca got ou t or the meSS the last 
time a round , in the 1930s a nd 1940s. My research on 
the present deal s wit h tl~ e seco nd.ary market ror LDC 
debt , in pnrticul a r th e II1ro rm a llo n co nveyed by th e 
mark et prices a nd it s relevance for policy. 

For the future , <lside rrom these lessons, I shall discuss 
the impact of recent even ts in Easte rn Europe on the 
pros pects ro r Latin Ameri.ca. H ~~e I have been 
invo lved since ,September III chalTlng a grou p of 
academic advisers to t he European Commiss io n on 
the progralll.t~lC of aid for th e restru cturing of the 
Hunga ria n .lnd Polish economics. 

Dealing with Debt in the 19305 

A few months ago, I co mpleted a resea rch project ro r 
th e Wo rld Dan k, joi ntly wit h Barry Eichengree n or 
Berkeley a nd C EPR, on dealing with de bt in the 1930s 
and 1980s. Perhaps so me of ou r conclusions should 
have in flu enced policy in the 1980s but were too late­
nevertheless , I think they arc st ill rclevnnt. 

Fi rst, we ro und that count ries which int errupted 
service on thei r ex ternal debts in the 1930s recovered 
more qui ckly rrom the Great D ep ression tha n did 
cou ntri es th at resisted derault. I t is of co urse difficult 
to iso l<lte how debt managemen t strategy arrects 
subseque nt macroeco nomic perror mance. I n th e 
19305 as in the 19805, ma intaini ng debt sen' lce was 
often associ<lted with fi sca l au sterity, import com­
press ion, and expo rt su bsidies. Conversely, ~h e 
decision to sll spend payments was oft en ncco mpa Ol ed 
by th e current ly unfashionable po licies of fiscal 
expansion, monetary reflat ion, and imporHubstilUt ing 
industria lisat ion. 

This comprehensive reorient<lti on of ma croeconomic 
stan ce tn <lkes it ha rd to d istinguish the erfects or 
ex ternal debt manage ment rrom th e entire set of 
po licies . And we would cerlilinl y not reco mmend 
th at cou ntries now co nsidering debt se rvice reduction 
shou ld couple it with irresponsible fi scal and 
mo netary poli cies o r inward-look ing tra de strategi es. 

Neverth eless, history does suggest th a t default may be 
good fo r yOll . I r creditors <I re no t goi ng to gra nt 
outr ight deb t relier, despite the exce llent advi ce they 
get from midd lewe ights like Ill e and indeed Mr Brady 

(M r Volcker is ev identl y a heavyweigh t), pe rh~ps the 
debtors will finally draw the necessa ry co nclUSIOns. 

Such conclusions a rc rein ro rced by th e ev idence thnt 
countries that de raulted in the 1930s did not surfer 
inre ri or access to the cnpital mark ets a ft er th e w<lr. The 
im port a nt condition wns to conclude negotiated 
settlements with the cred itors. Once they had done th at , 
countries which previously had sllspended debt service 
we re tre<lted by the capi ta l market just as co un tries 
that had maintained debt serv ice withollt inte rru pti on. 

Unlik e ex perience si nce 1982, int erwa r default in so me 
cases led to a substantinl reducti on of transfe rs rrom 
debt o r to credit or. \Ve mi ght c:'lll this ' selecti ve debt 
reHer. It was in ract co mpat ibl e with a reaso n<lbl e 
overa ll rate or ret urn ror creditors. The risk premium 
tlt ey had cha rged ex ollfe was enough to give them 
avera ge reali sed m tes of re turn in excess of yields on 
Bri ti sh a nd US Treasury bonds. 

Now, we observe that the ba nks have made very 
substan tial provisions ror losses and neve rtheless 
survive. This sllgges ts that ex pos t, they toO might find 
th at their 1970s lendi ng to LDCs was no t unp rofitabl e, 
eve n ir there were major defau lts tomorrow. 

Our histo rical resea rch shows th at readju slment o r 
der<l ulted debts in the 1930s and 1940s typica ll y 
in vo lved lo ng, co mplex negotia tions. We o rt en hear 
the analogy .with C hapter II corpomte bank rupt cy 
proceedings in th e Unit ed States. under w~l i ch defa ul t 
a nd re<ldjus tm ent permit a clean break Wit h the past. 
Th is a nalogy is not mo re <lpplicable to the 19305 tlmn 
to the 1980s a nd 1990s. In many cases, interrupti ons to 
debt se rvice were sporadic, nnd un ce rtai nty ove r 
tra nsrers lingered ro r decades. So in this rcg<l rd , 
look ing to the 1930s ro r more erfec ti ve procedures will 
not help. 
On Ihe other hand, we did learn something po tenti<l lly 
use ful abou t gove rnment behav iour. The st<lndard 
sto ry o r the 1930s is tl1 <l 1 credito r governm ents th en 
rerm ined rrom invol ve ment in th e crisis mll ch more 
than governme nt s and th e intern ational financial 
institu tions do today. We found , however, that 
c reditor~co ll\ltry governments were often intimntely 
involved in interwar debt readju stment. The d irrerence 
is th aI in rece nt years credito r-country government s 
a'nd their age nts have exe rt ed co ntinuous pressure 011 

th e debto rs to maintain debt se rvice. In th e 1930s and 
1940s, by contrast, th ey pressured debtors a nd 
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;reditors a like. 

History offers no encouragement to those who may 
ilill believe that so me comprehensive pl an will so rt Ollt 
:he debt crisis in the 1980s. G lobal sc hemes to short­
; ircui t protracted bi latera l negot iations proved · 
'ruitless in the 1930s. Nearly every elemen t of the 
~Ioba l plans advocated in the 1980s was first suggested 
~.1d discussed in int ernational meetings over 50 years 
Igo: a specia l internationa l lend ing facility, ma tched 
njections of private lind publi c funds, conversion of 
:xist ing assets in to new ones feat uring differen t 
:onlingenc ies. Ultimately none of the global schemes 
:oll id so lve the issues of who should fund and cont rol 
heir adm in istration. 

:'ina lly, unlike globa l pl ans, ma rket-based debt 
'eduction did make a usefu l contributi on to reso lving 
he debt cr isis of the 1930s. Debt bu y bac ks by th e 
lebtors reduced th e debt overhang and eliminated 
narginal cred itors. Secondary market prices were 
nflu enced mainly by changes in the prospects for a 
legotiated sett lement. Duybacks did ra ise ma rket 
,rices, but nowhcre ncar eno ugh 10 nullify thei r effect s 
n reducing the market va lue of outstanding debt. 
110reover, despi te th eir publ ic statements of dis­
pp rova l, cred itors were willing private ly to welco me 
,uybacks out of reserves as a part of the readjustm ent 
!rocess. 

~hc Secondar)' Market for Debt 

'hese remarks on buybacks in the 1930s lead me 
irect ly to the seconda ry marke t for LDC debt today 
nd its relevance fo r policy. Does the market offe r a 
:ns ible way ou t from und er the bu rden of debt? 

'he fundame ntal question here is what the market 
ri ces mean, what informa ti on they con tain. It is clear 
lat the discou nts in the secondary market represent 
n incrficiency. Any discrcpancy between the market 
nd the nomina l value of the debt is in itse lf a source of 
lefficiency. 

l y collaborator Daniel Cohen has put it thi s way: to 
II investors in the world , excep t one, purchasing one 
olla r of nomina l clailll s on Chile costs (right now) 
3 ccnt s. The exception is C hile itself. When C hil e 
:pays its dcb t it has to pay a full dollar fo r one dolla r 
f pr incipal or o ne dollar of int eres t falli ng due. Basic 
;onomics tells us that any price discrepancy like this 
inefficient and dislorts incen tives . 
second sou rce of inefficiency a rising fro m an 

(cessive nominal debt burden is rcnet ted in the 
:condary market pri ce. This is the 'debt overhang' 
lustrated by the so-called 'debt Laffer curve' . When 
Ie 'nolll ina l va lue of the debt is zero, the lenders 
<peCI 10 reccive nothi ng. When the debt approac hes 
lfinity, they wi ll expect to receive nothi ng 100: either 
Ie debto r wil l default or the domcstic economy will 
) lIapse to tall y and the ret urn on the debt will be 

negl igible. 

So we can suppose there is a smoo th curve reluling the 
total prcsent va lue of ex pected repayments to th e 
nominal va lli e of t he debt : it sta rt s nt zero, first 
increases wi th the nomi nal value to some maximu m 
th en start s to fa ll , ult imately to zero - just as th~ 
Laffe r curve is supposed to relate to tal tax revc nue to 
the tax rate. 

The debt Laffe r curve is in fnct renected in the 
secondary market price, if th e market prices debt 
efficiently. For in th at case, the price is justlhe present 
va lue of expccted repay ments divided by the nominal 
va lue outstand ing. So it is the average value of a dollar 
of nominal debt. If th e elas ticity of th e ma rk et price 
with respect to thc face va lue of the debt cxceeds unity, 
then Icnd ers will actua ll y increase the market va lue of 
th eir claims by wr iting off some of the debt. If Ihc 
elasticity is less than unity , then debtors can reduce the 
market value of their debt through buybacks. 

This is an cmpirica l quest ion of great practical 
re levance. For exa mple, buybacks such as those 
endorsed by th e Brady in it iative have been call ed a 
'boondoggle' for cred itors. The arguillent is th a t th ey 
will just transfe r reso urces from thc World Bank or the 
IMF. o r from debtor count ry reserves, to thc banks 
sell ing debt, wit hout any effect ive reduction in the 
aggregate market va lue of debt outstanding. 

Other pol icy questions also revo lve around what 
information is conveyed by the secondary market 
price and how it reac ts to behaviour by the debtor and 
creditors. For example, does the market price give an 
appropriate benchmark for the price at which banks 
shou ld concede debt red uct ion? Or for the price at 
wh ich the debto r o r an i nt~rnational age ncy shou ld be 
wi lli ng to pu rchase the debt? Is the pricc for a given 
country's debt determined mainly by it s own 
cconomic performance, or is it domina tcd by overall 
market condi tions and contagion effects? 

Work that I have been doing with Daniel Cohen 
throws some light on these key issues. Our preliminary 
results rclate to mont hly market price quotations for 
the debt o f 24 co untries, from February 1986 to 
Novcmber 1989. First, we find th a t the price of debt in 
thesccondary market docs not behave like the price of 
othcr assets, suc h as eq uity sha res. In particular, the 
ret urns to a ho lder of debt do not appea r to be 
significan tly co rrelated to any measure of risk. One 
inference is that the market docs not pri ce efficien tl y. 

Second, th e prices are very closely correlat cd _ 
indeed. wit h unit elas ticity -10 LIBOR. This sugges ts 
that the market price does embody information about 
the net prese nt value of expected ret urns to holde rs of 
the dcbt. 

Third, th e prices fo r a la rge debt or, such as Mex ico, 
arc very significantly correla ted 10 the weight ed mean 
of prices for o th er countries an d. l10t s igni~cantly , 

correlated to the price of it s mai n export, petroleum. 
Thissllggests there is an important sys temi c risk th ill is 
poorly co rrelat ed to a country's wealth. On th e o th er 
hand, for small er debt ors stich ;IS Ecuador, the price of 
oi l is a major determinan t o f the secondary market 
price. 
This indica tes a hie ra rchy of debtors. The large ones 
determine systemic risks, while for the sma ll debtors . 
th e market price depends on thcir wea lth . 

Th is last se t of resu lts illuminates the potentia l role of 
buybacks in getting out from und er the debt overhang. 
T o the ex ten t that sys temic risk is an important 
determinant of the price, buybacks that reduce the 
to tal Itominal val ue wi ll not signifi cant ly a ffec t thc 
average va lue, that IS, the market price. Equivalently , 
the margina l price may be much closer to the average 
pri ce than critics of buybacks have maintained. Thc 
case fo r bu y backs by thc debtors in the market is then 
mu ch st ronger. 

Lat in Americ.i··a~d Eastern Europe 

But the flltLl r~' for highty indebted Latin Ame ri can 
countries will depend not only on what they can dt? for 
themse lvcs. whether in the ir debt st rategies o r in 
changing the fundamenta ls th at dete rm ine economic 
perform ance. The East European rcvo lutions of 1989 
may have a major impact. 

Deb t is important because growth depe nds on 
investment. Debt se rvice depresses do mestic invest­
ment and discou rages foreign direct investment. The 
transforma tion of Eastern Eu rope migh t weaken 
industri al country efforts to reduce the debt burden on 
Lat in Ame rica, and it migh t a lso divert fore ign d ircct 
in vest ment that wou ld have come to Lat in America. 

Poland of course preccded Mexico in laun chin g the 
debt crisis with a morato'riumjust·over ni ne years ago. 
In writ ing about East European debt in 1977, I had 
predi ctcd this and a lso th e danger for H ungary, which 
th en also had to seck assista nce in early 1982. 

Now th ese co untries arc among th e most heavily 
indebted in thc world - $20 bn for Hungary's 10 mn 
people, $40 bn against Polnnd's less than $8 bn of 
converti ble cu rrency expo rts. By the cnd of 1989, 
Poland's an nual inflation rate had reached about 
1000 per cen t, a respectable leve l eve n by Lat in 
American standards. Bulgaria, Czechoslovakia , East 
Germany and Romania are not heavily indebted, but 
as in Hungary an d Poland, much of th eir capita l stock 
is hopelessly uneconomic. 

Ma ny billions of do ll ars wi ll be needed fo r 
recons truction in Easte rn Euro pe. Some will doubtless 
come fro m domestic sav ings. But the demand for a net 
inflow of resources is already strong and vocal. T hi s 
cou ld come fro m gran ts, debt reduction for Hungary 
and Poland, new lendi ng. or fore ign direct in vestm cn t. 

There will be some gran t element in aid, and given the 
budgetary constraint s of which all indust ri al coulltries 
are only too conscious, this must part ly diver! 
rcso urces from' a id to Lntin America. 

The pos ition o n debt re lief is by no means so clear. 
Although Hunga ry has so fa r resisted rescheduling, at 
great cost, the markct di scount is finally beginning to 
open tip. H ungary is li kely to be a cand idate for Brady 
trea tm en t afte r th e elections of 24 March, and Poland 
is a lready. The po li tica l preSsure to grant them debt 
relief may become overwhelming. 

This co uld benefit Latin America. The banks' 
emphas is on the case-by-case approach renects 
resistan ce to sett ing precedents; thus Mex ico is 
cl aimed to be uniqu e. A few mo re, like Hu ngary and 
Poland, could break down that ba rrie r. 

The Pa ris C lu b has ruled out debt reduction exce pt for 
th e poo rest coun tries. Here aga in, pressure to help 
Poland might even tua ll y bring the exception th at 
could become the rule. 

This is the opt imistic side. The negative aspect is that 
Easte rn Europc is drawing the attention and th e 
resou rces of the internat io nal lend ing agenc ies as wc ll 
as of private investors. La tin American count ri es may 
wcU envy th e amou nts of official ass istance al ready 
promised or said to be likely. True, the banks arc 
unlikely to lend signifi can tly . and even official sources 
shou ld hes itate to put substantial new money into 
overindcbted countries li ke Hu nga ry and Poland. But 
the Wo rl d Ban k will clearly lend heavil y and a lso seck 
co- financing with pr iva te investors. 

Everyone is calling fo r fore ign di rect inves tm en t in 
Eastern Europe, partl y to rcinforce the movement 
towards ca pitali st ma rket econo mics there. But FDI 
to th e LDCs from OEC D countries has been running 
at a rate less than SIS bn ann ually fo r the past few 
years _ onl); 10 per cent of total OECD FDI. So 
Eastern Europe wi ll be more compe tition for a rathe r 
sma ll pot, wh ich it is unlikely to enlarge significantl y. 

Moreove r, the East Europeans may increase the 
pressure of 't ax compet itio n' for FDI. Mexico now 
claims to offe r the bes t conditions for foreign pri vate 
in ves tors in thc world. Eas t European co untri es may 
try to match the tax breaks, and they will compete 
favourab ly in regard to skil lcd labour at low rea l 
wages. 
They wi ll also compete in goods markets with the 
industrial ising Latin America n countries. Both in 
patterns of actua l and potential trade, and in what 
they offcr to FDI , the East European cou ntri es wil l 
look to Western Eu rope, the US and Japan like 
midd le-i ncome deve loping cqunt ries. Incidenta lly , 
this is also likely to be unco mfo rtable for Southern 
Europe - in particular the Southern ti er of th e 
Euro pean Community. If Easte rn Europe docs IlIm 
ou t to be th c 'boom tow n' , the 'gold rush' that so me 
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lave called it, the La tin American count ries will not be 
he only ones to lose ou t. 

including more act ive use of the secondary mark et 
Bu t thi~ must go h and in hand with mo re widespread: 
determin ed efforts for domest ic economic reforms of 
wh ich M exico is .r~r. tl~e I~lost part a good exam~le . 
After Brady , the IIllllatlve must be taken by th e Latin 
American cou ntries themse lves. 

)veral!, the balance d oes not look favourable for 
• _at in A merica. The way forward is thus so mewhat 
nore difficult. My own view is that pro~ress will 
equi re more aggressive oct ion to och ievc debt relief, 
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The Menu Approach* 

Robert Devlin 

The Brady Plan's proposals represent an impo rtant 
ad\'ance in the conception o f how to manage the 
pro blems o f the hi ghly indebted countries (HICs). The 
pos itive. aspects of th e pro posal can be bes t 
opprcc ia tcd by first examining the scope a nd 
limitatio ns o f th e Grady Plan's predecesso r, the Baker 
Plan, and more spec ifica ll y, the second stage of that 
Pla n , the so-called Market Menu Approach. 

The Market Menu Approach emerged in 1987 on 
account of the sho rtco mings o f the Baker Plan' s 
o ri ginal formula (or restoring growt h in the highly 
indebted develop ing ' countries, which involved 
intensi fica tion.. of economic reforms in the deblOr 
countries. coup led with a redoubled effort to mobilise 
concerted loans for th em from commercial banks al'd 
offic ial , lenders: As it b ecame evident that't he 
commercial ba nks were unwilling to support the 
Baker Plan's lending co mmitment s, the o fficial focus 
shifted to the so-called Menu Approach as a way to 
overco mc the problem o f deve loping countries ' 
growing financing constrain t.1 

The Menu conce pt esse ntiall y supplemented new 
concert ed lending packages by the banks with o ther 

.. Extract from a papcr prepared for the Seminar - 'Rald 
Prebiseh's In tellectual Hcritage and the Develop ment 
Problems of Latin Americ;l'. sponsored by the I~alll 
Presbisch r oundation. in Santa Fi:. Argentina, 14- 16 Ju ne 
1989. Th e opi ni ons expressc(] here are the au thor's and not 
Ilccesstlrily those ofCE PAL. 

I The Ihker I't ~n wa.~ announced in Seplember 1985 lind 'promised' 
to mobilise U5S29bn over. lhree years for 15 heavily indebted 
devdopingeounlries (Argenlin:'!. Bolivia.llra1.i l. Chile. Colombi;I, 
Ecuador. I\'ory Co~S t , Me~ico, Morocco. Niger;:'!. Peru. Philippines. 
Urugu:!y. Vcne1.uela and Yugoslavia). Lalcr J amaic;, lind COSI:\ 
Rica were :lddcd 10 Ihe lisi. USS20 bn \\'as 10 come from commercial 
b:lnks and USS9bn from offidallcnders. However. progr:lmmed 
bank lin:'!ncing _ which reprc.~ented a modesl 2,/: per cenl :lnnll:ll 
e~pan~ion of exposure _ proved difficuh 10 mobilise. in p:'!TI 
bcc~u se b)' 1986 commcrcl:1l banb had subSl;lnliJlIy reduced Iheir 
\'ulnerabi llIY 10 dcfaull :lnd therefore h~d less 1",:emlve 10 lend in 
concerted fashion 10 problem borrower~. Indeed. World Bank dala 
suggesllhal nCllendiog by banh totalled only USS6 bn over 1986-
88 . in conlra5110 USSI j bn for offi cia l1cndcrs. Source: World Bank, 
Qllartt·rl)' R('I'/('II'. Washington DC. March t9S9. p. J. 

I Fnr a more compleled analysis of the evolution Oflhc official debl 
managem~'nl ~ I rn t egy and Ihe emergence of Ihe Markel ,,·lwlI 
Approach. see CE PAL. I.a E"olu('/on d('1 Prnh/C'lIIn dC' Itl /Jrlldo 
f.'.wrrnll rtr ,llmlrirn /.a/ina .1 ' rI ('nrihr. ESludios e Informes de 1:1 
eEI',\\. No. 72. 53nli3go. Chile. 1988 :lnd Robtn Devlin. Drill mid 
Crl.flr In /' (I/;rr Allirr/r(1: Tlrr SIII'I",!' Sillr nf 'fi r Slory (Princelon: 
Princelon University Press, Chaplers 5 ~nd 6). 

financing op tions. On the one hand, the M enu 
proposed the usc of alternat ive new money instrument s 
such as t rade and project loans, int ernationa l bond 
placement s a nd limited capitalisatio n of interes t 
paymen ts. On th e ot her , it introduced fo r the fir st tim e 
in th e management of the debt problem the p oss ibilit y 
of financing the debtor co untries through debt 
red ucti o n tec hniques such as debt-eq uity swaps, d ebt­
bond exc ha nges, and buybacks. I n the officia l sche mc, 
the items o n the Menu had to emerge voluntarily from 
th e mark et on a case-by-case bas is in negotiat io ns 
between th e debto r country and its creditor banks. 
Moreove r. the credito r governmen ts made it 
emphaticall y clear that their SliPPOr! o f the M e nu 
cou ld 1101 in volve cos ts for their taxpayers, i.e. , public 
guaran tces and the like to enhance financing packages 
we re explicity excluded from the offic ia l management 
st rategy. 

Although appearing in 1987 , the Menu did not gain 
concrete form until 1988 when an array of its market­
based o ptio ns actually eme rged from the negotiatio ns 
between d ebtors and creditors. tI.<f oreove r, financing 
schemes tended to stress d ebt reduct io n techniqu es, in 
part bec;luse net lend in g by the banks had become 
practica lly imposs ible to mobilise. Indeed, accordin g 
to World Bank estimates net ban k financing to th e 
highly indebted countries, after adjustment for the net 
move ment o f arrea rs, was only USSSOO mn in 1988, 
compared to an a lready low fi gure of USS7 bn in 
1987.' 

Event s in Latin America. where the bulk of the hi ghl y 
indebted countries arc loca l ed, were indi cat ive of th e 
general s ituation in 1988. Indeed , new m o ney 
o perntio ns were a rare eve nt. Brazil secured a 
USSS.2 bn loan in June as pa rt of a package tha t 
rescheduled USS62 bn of outstanding debt. The term~ 
were a 12-year maturity and an interest rate orO.8 1 per 
cent o"er LlBOR. Venezuela also secured some new 
money. but by exp loit ing a non-co nvent ional option 
in the menu: bond placements. During the yea r the 
cOllntry e mitt ed four bonds wo rth approxima tely 
USS3S0 mn . The notes typically had a ma turi ty of ri ve 
years and interes t rates ranging from 11.1 3 per cent 
fix ed, to 1.1 3- 1.88 per ce nt over L1BOR.~ Finally, in 
ea rly 1989 Colombia - th e on ly HI C to avoid a 
reschedulin g - secured a new money com mitm ent 

l World n:lIlk, Op.cil .. p. 3. 
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involving a US8 1.5 bn loan from it s bank cred itors 
with a 12Lh year ma turity and a 0.88 pe r cent sp read 
ove r LlBOR, co upl ed wit h a US80.2 bn bond 

-pl aceme nt carrying an eight year ma tu ri ty and a 
sp read o f 1.5 per cent ove r L1BOR. 

As ide fro m the smal lnurn berof H ICs which were able 
to secure new ba nk credit, the volume of loans for 

'~those privileged few countries was disa ppoint ing also. 
In the Brazi lian operation , nearly two-thirds of the 
loan was earmarked to liquidat e interes t arrears 
accumu lated <! year ea rl ier. Meanwhile, the two-year 
financing package for Co lombia , in addi ti on to being 
e-x treme[y difficul t to orga nise, fell short oflhe cost of 
upcoming amort isa ti on. That means that the creditor 
banks act ually will reduce th eir ex pos ure in a country 
tbat by mos t any standard is quite cred itworthy. 
Finally, th e Venezuelan issues were both small and 
extremely expens ive. Moreove r, much of th e money 
was reportedly subscribed by Venezuelan res idcnts, 
makin g the bonds more of a vehi cle for repa Hi ating 
cap'ita l Oight than an intcrnational bond placcment as 
such. 

As for the debt red uction items in the Me nu, 1988 
bcgan with an in teresti ng o peral io n in Mexico in 
which th e government proposed to trade up to 
US820 bn of rest ructu red publ ic debt fo r US$ I 0 bn of 
bonds with a single malUrit,Y of20 yca rs and an annua l 
interest rate of 1.63 pe r cen t over LlBOR (com pared 10 

0.8 1 per cent over LlBOR for the rest ructured debt). 
To enha nce the new government bond, Mexico 
indicated a will ing ness to guarantee it s principa l by 
using the count ry's fo reign exchange rese rves to make 
a para llel purchase of a specia lly issued US Treasury 
zero-co upon bond with a face value and a mat urity 
ide nt ica l to th at of thc Mexican instrumcnt.' 

T he proposed scheme at the time was hailed in some 
circles as th e so lution to the prob lem of the HICs.6 
Howeve r, the launchin g of the ope rat ion ran into a 
num be r of unex pected difficult ies. Gaining the 
necessary waivers from the banks to initiate the 
conversion operati on was not as diffi cult as it might 
have been because protracted negotia lions ove r a 
March 1987 resc heduling agreeme nt had al ready 
exe mpted public debt from jhe sharing clause, whi ch 

• Venezuela undertook ro uroperat ions in 1988: (i) a USS tOO mn note 
in February which carried a five-year mnlUrity and a fixed rate of 
11 '1. per (enL; (i i) another USSIOO mn iSS Ue in August (arr)'ing a 
five-year maturi ty and a spread over UBOR of 1'1. per (ent; (iii) a 
u1\'ISIOO mn issue in November c:lrrying a five year mnturit)· and a 
8'1. percent fixed intcrest rate and finally; (iv) a USS500 mn issue in 
December. of which only USS tOO mn was in cash. the rest being 
composed of restructured private Sector debt. ThIS latter operation 
c:1rried maturities of six. ten and t5 year!i :lnd an interest ralC of 
1'1. per cen! over LI £lOR. 

'For mOre dtLail on Lhe l\'lexican propo~al. see Ruben Lamdany. 
June 1988. 'Voluntary Debt Reduction Operations: 110livia, Mex ico 
and Beyond .. .'. Washington DC, World B'lI1k. 

f· l\I e.,ico·~ New Bond Scheme Points to Long Term Solution to 
Re~ion 's Debt Cri~i~ ' , I ! J nn unry 1988.1JIIJhl<'.u Ln/ill Amcrirn. p. 9. 
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required app rova l of 100 per cent o f the banks. The 
remaini ng obstacle was Ihe nega tive pledge clause 
which had to be waived 10 coll atcralise the new bonds. 
Since this wa iver req uired the consent o f only 51 per 
cen t of the banks, it was secured with in IWO mont hs. 
The major problems a rose o n o th er fronts. 

First, Mex ico's co ll ateral was for principal on ly, which 
represe nted jus t 18 per cen t of the discounted/present 
value o f th e 20 year Mexican bond. In o th er words, the 
banks perceived th at 80 per cent of the income stream 
on th e bond was unsecured Mexican risk. The 
Mex ican authorities tried to overcome this problem by 
assertin g that the new bo nd wou ld be se nior to ex isting 
loans, but most banks were appa rently ullcoll vinced 
about se ni orit y be in g crea ted by fi at. Second, the 
altmcti veiless of th e offe r was reduccd by a ru ling of 
th e United Sta tes Secu ri tics and Exchange Commission 
whic h stated that US banks wou ld have to write dow n 
a ll loans tendered for the exchange, eve n ifultimately 
they we re not accepted by the Mex ican government. 
Thi rd, the an nouncement of an offer to excha nge up 10 

USS20 bn of debt for USS 10 bn of bonds implied a 
d isco unt of 50 per cen t on ou tstanding ba nk loans; yet 
many inst itu tions in the US had loan loss reserves 
s uffi cient to cover discounts of only 25-30 per cent / 
while th e Japanese ban ks werc formally even less 
cove red for lOan losses.- Fourth, nat ional tax codes 
wcre such Ihat fo r many European banks the re was 
li tt le or no adva nt age 10 recognising Ihe lower value of 
th ei r assets in an exc hange. Fifth , the placeme nt 
confronted inhe rent free rider problems since certain 
banks would be tempted to withhold their panicipa lion 
in ant icipation of having the value of their loans rise as 
the abso lute amou nt of Me xican debt fell. Fina lly, th e 
exchange offe r was a very novel twi st in the officia l 
deb t manage mcnt strat egy; it is well kn own that the 
market reacts cau ti ously to new instruments and 
th erefo re conversions of this type mi ght norma lly be 
ex pec ted to start quite small eve n und er the bes t of 
circL! rnstances. 9 

T he reaction of the market to the Mex ican offer indeed 
fell far short of in itial expecta ti ons. In the aucti on 
Mex ico received 320 bids from abou t a quarter of th e 
coun try's nea rly 500 credito r banks for a tOlal va lue o f 
US86.7 bn. The governm ent accept cd jus t 95 of th ose 
bids va lued at US83.7 bn and traded them for 
USS2.6 bn o f Mex ican bonds. Th us thc ave rage 
discount all the operati on was 30 per cent and bank 
debt was red uced by USS 1. 1 bn. The govern ment had 
to expe nd about USS490 Illn of fore ign exchange 

'See CE I'AL, 28 February t989. 'E'''udio Econ6micode los E.~tados 
Unidos 1987'. Santiago, Chile. LC/G.J477, table 32. 

I Douche!. M. :1I,d Hay. J. 'The Ri~e (I f the 1\1:nkct-Dased .... ICIIll 
Approach and It ~ Linlit:lIions' . Wa~hillgtol' DC. World IInnk. 
t989. p. 19. 

• Kelleth Tdijohnnn. Junc 1987. 'A naly tita! Framcwork·. PrOJp{!(·/.I 
fa/' SI"Cllriliulli(J1l (Jf t('.1S Del'l:lopcd Cmmll)' I.(J(JII~. Nell' York. 
Salomun Brot hcrs. p. I I. I. 

reserves to eoll ate ral ise the new bonds , plus , in order 
10 avoid discri minati on, a t leas t another USSIOO mn 
had to be d rawn upon to co lla tera lisc the cou nt ry 's 
out stan ding bo nds a lready in circula tion. 

The res ult s of the Mex ican exchange o ffe r clea rly 
disappoin ted creditors and debtors al ike. Neve rtheless, 
eve n the most opti mistic scenario ofa USSIO bn debt 
reduction wo uld not ha vc prod uced dramatic relief for 
Mex ico's har ried ba lance of payments. Th is is because 
the principal on th e debt was not being pa id and there 
waS little prospect of it bei ng paid in th e foreseeable 
future. (Hence th e 50 per cen t discount on Mex ica n 
debt trading in second ary markets in early 1988.) In 
these circumstances, and with an in terest rate o n 
resc hedu led debt of LlBOR +0.8 1 per cent, every 
dollar o f dcbt redu cti o n brought with it at th at time 
o il ly 8.8 cen ts of cash now rcJief in the form of lower 
inte rest paymcnts. LO However, thi s interest savings 
waS partia lly offset by the fact th at Mexico attempted 
to enhance the new bond wi lh a higher sp read o\'er 
LlBOR than found on the old debt and also had to 
disburse upf~onl liquid imerest-earning fore ign 
exchange reserve to purchase col laleral that wou ld not 
yield a cash now fo r 20 yea rs. Indeed, in these 
circumstances a US8 I 0 bn exchange would · have 
produced onl y sli ghtly mo re th an USS650 tho us;lIld 
an nuall y in net int erest savings. compa red to an 
an nua l inte rest bi ll on the debt of nearly US89 bn. 
!\'Ioreover, in view o f the need ' 10 d isburse for 
co ll ate ra l, the net cash bnlance o n that hypot het ical 
o peration wo uld have been nega tive for Mexico for Ihe 
firs t three years. Wi th Mexico's actual volumary 
convers io n being reali sed <It a relatively low di scount 
an d low volume, net annual int erest savings will be 
ti ny and th e net cash n ow ba la nce o f th e trans acti on 
wi ll be nega ti ve for Mcx ico for most of the 20 yea r li fe 
o f th e agreement. tL 

Anoth er important dcbt reduction opera tion was 
launched in Match 1988 by Boli via. Beca use of 
eco nomic a nd polit ical prob lems. Ihi s nat ion 

'0 At Ihatlime L1nOR wa' a boUI 8 per cenl. 

II Since 1I £lOR at that time W:LS 8 percenl. the hypotheLical redUCLion 
of USS tO bn or restructured debL would have reduced annual 
inlereSt payments by USSS80 mn. On the other hand. the ne"' 
USSIO bn to'lexican bond would hnve carried an interest raLe that 
was 0.82 per cenl higher thnn Lhe rate on restruClUred debt • 
generaling additional interest COSIS of USS82 mn per annum for the 
connlry. Liquid fore ign exchange rescr\'es of USS2 bn would ha\'e 
had LO be used to pun:hasecollalCralthat would have no cash return 
for 20 years: hence. if those deposited rcserves wefe earning:L \'ery 
eonser\'aLive!y estimated 7 per annum. cash interest income of 
USSI-lO mn per nnnum would ha\'e had to be foregone. Thus net 
interest savings from the e~change ..... ould have been USS658 
thou~:Lnd annually. But since USS2 bn woutd ha\'e to be disbursed 
for collateral. Lhe cumulative nel cash now would have been 
negalive for Mexico for the firM Lhree years. The interest saving.~ :Lnd 
cash now benefits, of course. fall :L~ Ihe exchange ratio worsen~ fo r 
Lhe debtor. Using the sallle assulllpt ions about in!ere.' t rn t e~. 
Mex ico's actuat eKchnnge at a)O per ~enl discount genern!cd at t hilI 
time net nnnlln! inlere .. t savings ofnboll L USS35 nln ,1m! nn ovcnl lt 
neg:lt ivc cash nnw bnlancc tli nt would 1I0t he rectified f('l( 17 years. 

unilaterally suspended its debt service in mid- 1984. 
After resched uling it s Paris Club debt in July 1986, 
Bo li via bega tJ to actively nego tia te a buyback of its 
bank debt, worth about USS670 mn (excluding interest 
on arrears), or 15 per cent o f th e country's to tal public 
fore ign de bt. The count ry's bank debt had been 
circ ulati ng in seco nd ary markets a t about 6 cents on 
the dollar, but with news of a pOlemia l buyback, 
seconda ry market prices quickly rose to 11-1 2 cents. 

A year after in itia l contacts, in July 1987, Bolivia wo n 
waivers of the already mentio ned restrict ive clauses 
which we re contained in a 1981 rescheduling 
agree men t. Amo ng the cond itions established for the 
bu yback were th at th e resources for Ihe pllfchase had 
to come from third party donors; the con tributio ns 
had to be placed in an IMF Trust Fund, and an 
identi ca l price wou ld have to be offered to a ll the 
country's bank cred it ors. The ba nks a lso won th e 
o ption to accept, in lieu of cash, 25-year collateralised 
peso de no mina ted zero-coupon bonds, which were 
indexed to the US dollar and eligible for conversion 
into local equity at a 50 per cent premium over their 
face value.12 

The bu yback was fo rm a\1y an nou nced in January 
1988 with an offer price of II cents on th e do llar. In 
March Bol ivia announced that 53 of its 131 creditor 
banks had made bids; nearly US8270 mn o f debt was 
exchanged for cash and USS64 mn for notes. 111e 
ou tstandi ng debt was reduced by nearly ha lf. 

The buyback clea rly illustrated how ass istance from 
the international publ ic sector can accele rate a 
reduction of ou tstand ing bank debt. Indeed, the entire 
o pera ti on would not ha ve been feasible witho ll t the 
resomces prov ided QY government donors and the 
IMF's good offi ces. Nevert heless, th e ope ration was 
fa r from an unqua lified success and revealed 
sho rtco mings of the Ma rket Menu Approach as th en 
conceived. 

It is rat her slriking th a t facing an unquestionable stat e 
of insolve ncy in Bol ivia; an offer price that nearly 
doubled lhat preva il ing in the seconda ry market 
before the ann ouncement of a buyback, and the 
ava il ability of th ird party to finance a full sca le 
rep urchase, on ly 40 per cent of th e count ry's credito r 
banks ' volunteered' to part icipa te in th e o perat ion. 
The reasons for th is slu ggish response arc varicd. 
Some banks clearly preferred 10 free ride, evaluating 
th a t with a reduced debt Boli via migh t eve ntually be 
wi lling to sell Ie the remai ning outstanding obligat ions 
o n terms mo re favo urabl e to them. Other banks which 
were fUJly reserved aga inst Bolivia n portfo lio risk 
es timated little immediate lax o r account ing bene fi ts 
frolll a fo rm al recognition of a loss ; indeed, by sitt ing 
tight a bank mi ght achi eve:-t windfall benefi t fro m a n 
un expected sharp rise in th e country's terms of trade. 

II For n lIlorc dcuitcd SUIIlIllMY of the Bolivian o peratio ll see 
Lnmdnny, Op.cil. 
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Other banks, with inadequat e rese rves aga inst their 
LDC expos ure, would have wanted to :lVoid the losses 
implied by parlicipat ion in a buyback and thereby 
.keep th eir loans at book valu e. Finally, some 
instituti ons undoubtedl y prercrred to avoid the 
precedent of d ebt forgive ness. 

Another problem was the rise in the secondary market 
p rice itse lr. At 6 cents on the doll a r the secondary 
market had been va lui ng the eountry's USS670 mn 
debt at USS40 mn. However, anti cipating th e buyback 
the market price rose to roughly I I cents, meaning 
th at th e remaining un pu rchased debt of US£336 mn 
gained 11 markel va lue of USS37 mn. Thus sliglllly less 
than USS37 mn of cash and Bolivian notes bough t 
on ly a US S3 mn reduction in til e I11Mkct va lue of 
ol)t standing obligations; in o th er words Bolivia paid 
II cent s on th e dollar for a debt with a ma rgi nal value 
of less than one ce nt. l ) 

Buying back a deb t with a low marginal va lue is not 
unequi voca lly th e best a lt ernntive use of resou rces ror 
a coun try with a fore ign exchange constrnint ; indeed 
resources could conceivably be deployed more 
producti vely ror refo rms, import s, investment , and 
economic growth. Moreover, th c allocat ion or 
resources ror a partial buyback even ns Inrgeas that o r 
the Bolivian case does not necessa rily nlterdra matica lly 
private in ves tors' perception of risk; since an er the 
buyback the co unt ry was lumble to service its 
remaining bank debt, and those outstand ing 
obliga tions traded in seconda ry markets at a heavy 
89 per cent discount. poten tial new in vestors would 
undoubted ly sti ll ha ve thei r decisions nffected by 
perceptions of a long em battled queue fo r avni lable 
foreig n exchange . Nevertheless, whnl perhnps made 
th e Bolivinn operation a ttrn cti ve was tha t donor 
resources were ea rmarked so lely for th e purpose of a 
buyback and th e country already had a significant 
pipeline or comm itmen ts or foreign loans and grants 
.which it cou ld absorb on ly grad ua ll y. 

Perhaps the rul lest ex pression of th e Menu Approach 
emerged in J une 1988 when Brazil nnnou nceci a new 
finan cial package wit h it s creditor ba nks th at would 
lead th e country OUI of th e morat orium which it had 
declared in February 1987. As ment ioned ea rlier, the 
agreemen t included the traditional rescheduling of 
principa l on comme rcial ter ms nnd a new money 
commitment . However, what was notable about the 
agreemen t was the impressive nrrny or menu it ems 
incorporated into the finnncing. 

As part or new money package o f USSS.2 bn, Brazil 
offe red to issue, in lieu of new loans rrom the banks, up 

) That is, one dollar in reduc t inn o rt he face value of the debt lowered 
the markel value b)' only 0.009 Cents. This problem ha~ led some 
atlalysls 10 decl n r~ buyb3ck and cOIl\'crsions a ' OOofldoggk'. See 
Jeremy Bulow and Keflnelh Rosofl'. t9R8. 'The Buyback 
BoondOGgle'. IJ/'ookillg.f J'np('/,.r 011 J::COl/llmic A CI/vily No.2. 
pp.675-704. 
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to USS I bn of bonds in bea rer fo rm whi ch wou ld ca rry 
the same terms as the loa ns. r-.'l oreover, USS2.9 bn of 
the new money subscribed in the form orloans would 
become eligible over 1989· 1991 for conversion into 
local eq uit y nt par, up to a li mit of USSSO mn per 
month . 

Brnzil nlso offe red the ba nks an 'exit' o ption on the 
rest ruct ured deb!. In lieu of a rescheduling, the 
credito rs cou ld exc hange public sector medium term 
debt fo r ex it bonds valued at pa r with a 2S-year 
maturit y nnd n fixed, below market interest rale of 
6 per cent. The bonds we re designed to offer those 
banks which wished to avo id future reschedul ings and 
requests fo r new money a chan ce to 'ex il' rrom t·he 
process , but at the cost or accepting financial 
instr uments with lower interest rntes and longer 
maturiti es. To rurth er enhan ce the instrum ents, Brazil 
allowed th e banks to convert the exi t bonds a t par into 
cr uzndo denominated Brazilia n T reasu ry notes 
indexed, nt the choice of the ba nk , to domest ic 
inna tion or to th e dollar exchnnge rate. 

The entire new money package. ns we ll as the exit 
bonds, were additi onally eligible to participate in 
Brazil's newly ina ugu ra ted debt·equity swap auctions, 
which begnn in February 1988. Other menu it ems in 
the agreeme nt involved n rcti ming of interes t 
pnyments rro m a quarterly to se mi- ;lI1nual basis and 
rc lending provisio ns for restruct ured debt. l' 

The Brnzil ian agreement was clearly innova ti ve and 
the bes t express ion to date cr tll e Menu Approach . But 
again, as a ve hicle for deb t relief it was on ly a qualified 
success. The subscription to the new money package 
was indeed unusua ll y qu ick, abou t o ne month. Yet 
onl y 308 or Brazi l's 500 commerc ial bnnks entered into 
th e agree ment. Moreover, the pa rti cipating ba nks' 
chi ef motivatio n ror the loans was Brazi l's agreeme nt 
10 liquida te more th an USS3 bn of arrears and the 
resulting ve ry favourabl e int eres t rece ip ts/new loan 
ratio of rOllr to one over the programm e period 1987· 
1989 . L.S Indeed. the signing o r th e new loan pact in 
Brazil by itself was ex pected to increase US money 
centre banks' 1988 ea rnin g per share by between 10 
an d 40 per cent. 16 

The su bscriptio n to th e ex it bond , whil e much more 
success rul than a similar instrume nt promoted by 
Argen ti na in 1987, l1 neve rth eless only attracted 108 
banks for a totnl va lue or USS I bn , or 20 per cent of the 

" For lO lnalytical rC\'iewofthe ret imine :lnd relending provisions sec 
Ruben Lamdany, December 1988, 'The r-,'Iarket Based Menu 
ApprOleh in Action: T he 1988 Brazit Financiflg P:lckagc·. 
WashingtOrl DC, World Bank. 

I) lloudJCI and !-l ay. O{,.cil" p. 7. 

*' Peler T rudl, 23 Ju ne 1988, 'nra~iI's Proposcd Debt Pact is Expected 
10 Boost '88 Earnings o f Ilig US 1) :ln ks· . Wnll SIrI'I'I.1ollrnnl. 

t1 [n 1987 Argenlitl11 offered exi t bonds wilh n 25-ycHr matur ity and a 
fixed ·t per ce 'lt rate of inlere.s l. Only \ 11'0 ba'lk ~ subscribed. SC~ 
I. :IIn<1all)' . ·/I.·t:rrkCl Bnsed Menu ApprOllch .. :. OI'.ril.'.,P. 36. 

am ount which Brazil had origin nlly oITered to 
~xchnnge. At that time th e convers io n implied savings 
or about USS30 mn per an num in interest pay ments, 
which was far less than a bonanza in view of th e then 
USS I I bn annua l intcres t burden o n the debt. I I 

In addition, consideri ng th a t the new money eligib le 
for conversio n into equit y at face value corresponded 
closely to the amount of interes t payments in arrea rs, 
and that th e market th en va lued Brazilian obligatio ns 
a t 50 cents on th e dollar, a swap at par was an 
unusua lly ge nerous concess ion to the creditor banks. 
Moreover th e convers ions - which are to be 
ndd itiona i to th e official debt·eq uit y swap programme 
_ could make mana ge ment or the country's severe 
innationary problem mo re difficu lt. 

In April 1988 C hi le had begun negotial.ions with it s 
credi to rs to am end loan contracts In order to 
introduce more nexi bility into the country's deb t 
management. Six months la ter, in September, the 
rcq uested am endm ent s were app roved by tl~e banks to 
a llow: (i) direct'bu)'backs of the debt at a dlscolll1t for 
nn amount not to exceed USSSOO mn and to be funded 
excl usivel y ,from the country's foreign exchange 
reserves; (ii) debt exchange orfers for up to USS2 bn; 
(iii) prepayments in pesos in cases whe re recei pt s nre 
re-Ient" to new investm ent projects and (iv) the 

'nwardin g or prd erenc ial gua rantees on new debt ~I ~ to 
an amount ofUSSSOO mn. The pre-payment provlSlon 
w~s used during 1988 to extend USS3S mn in fi nancing 
to a local mining project, and in Novcmbe r Chile 
deployed USSI68 mn of its rese rves to purchase 
U5S299 mn of debt, captu rin g a disco unt of 44 pe r 
cent. l9 

The C hi lea n initiative certa inl y did introdu ce needed 
flex ibilit y into the loan agreements. Yet th e ban ks, 
fearing moral haza rd - put severe l im~ t s o.n th e 
volum e ofresources that co uld be managed III tillS new 
way. Moreover, like any buyback operation, th ere is 
th e qu estion of efficient a llocation of resources. At 
tha i time the rep urchase bought about USS l6 mn pe r 
annum in net interest savings; however, si nce the 
co untry was requ ired to make an outlay orUSS l68 mn 
in reserves the cumula ti ve net cash flow on th e 
operation ~\'ould remnin nega tive ror the next ten 
years:20 

Undoubtedly the most dynamic sou rce o r dcbt 
redu ction in developing count ries in 1988 involved 
rormal debt· equ ity swnp programmes as we ll as 
inrorma l swa ps, which arc o pera tions tha t do not 

11 E\'alunted at the lIBOR in mid-1988 (8 per cetlt) and a spread ot 
0.8 1 per Cetll 0 11 res lructured debl. 

10 Ricardo Frrctlch- Da\·is. September 1988. 'Reeompra de la Deudll 
de Chite', Sanliago. Chile. C1EI'I.AN. 

101'0 calelila te fl et inleresl savings I nppli~d NO\'emb~r'$ L11l0R or 
9 per cenl plus a spre3d of O.8 t per eefll for restru clured debt and 
vcr)' eonse rl'a tiyc!y es til1l~l ed inl eres t enrnings of 8 per cenl per 
IInllUI1\ 011 llie forcien cxch:mee reserves. 

directly involve a country's monetary authoriti es. The 
World Bank e'stimat es to tal swaps of some USS I4 bn 
in 1988, compared to USS7 bn in 1987 nnd USSI.S bn 
in 1986.2l Most of the SwapS occurred in fOllr 
cou ntri es: Brazi l, Mex ico, C hi le and Argentina. Brazil 
carricd o ut by fa r the gren test volume of swa ps; 
es tima tes place them a t USS8 bn , or which aboUl 
USS3.6 billion were in the country's rormal pro· 
gramme. Mexico also had a la rge number ofin rormal 
swaps, est imated a t USS3 billion in 1988. Mea nwhile , 
C hil e co nverted about USS2 bi ll ion of exte rnal debt 
into peso-denominated assets under it s formal 
C hapter 18 and 19 programm es. Finally Argent inn 
rcgiste red USS I bn in formal swaps, plus an 
undisclosed amount of informal transacti ons. 
Whil e the vo lume or debt -equi ty swaps has rise n 
markedly in recent years, so have the po lemics 
sur rounding th em.12 One of the major concerns raised 
by the debto r cOlllHries has been related to th eir weak 
fi scal situation and the inflat ionary effects of 
converting foreign debt inlo cu rrency and notes. These 
nnd other problems with swaps caused Mexico to halt 
it s formal program me in 1987, while both Braz il and 
Argentina temporarily suspended their opera tions in 
ea rl y 1989. On the other hand, Chile, with a re lat ively 
sou nd fi sca l situation , cont inued to aggressive ly 
promote its swa p programme. 

Finally, another impo rt ant , but informal and less 
publicised process ror reducing debt in 1988, was th e 
nccumulation ofnrren rs. This process not o nly reduces 
th e immediate out lays for debt service, bu t a lso tends 
to dri ve down secondary market prices for th e debt 
and opens up opportunities for eventua l se tt leme nt s at 
less than face value. During the course of 1988 a 
surp risingly la rge numbcr of high ly indebted count ries 
found themse lves deploy ing this non· menu op tion to 
reduce debt·servicing burdens. 21 

i ' he review of some or the major financial ope rati ons 
in heavily indebted countries hi ghlights some of th e 
short comings of th e Menu. First, th e voluntary 
response of th e banks to the debt red uction schemes 
wns ve ry poo r. Thi s was due 10 n complex 
constellation of facto rs: rrec riding, sha rp dirferences 
in the abi lity of the banks ' 10 abso rb losses, 
disincent ives arising rrom bank regu latory and tax 
codes, fears or precedent, nnd difficulties in creating 
preferentia l stat us for new debt instru ments. 

11 Wo rld Bank. Op.cil. , lable 8. 
II For an evaluation of some of lhe pOletllial flegati\'e efrects of swnps 

sec G roup of T hiny. 1987. Finanrt Jor DCI'rloping COllnlrit~, New 
York : Ricardo Ffrench-Davis. December 1987, 'Conv~rsI6n de 
Pagares de ta DtlJda EXlerna en Chile, Co/te-cion £slUdiol CI£PL~N 
11. pp. 41 -62 and Eugenio Lahera. Sepumbcr 1?87, . La Convc~16~ 
de la Deuda Externa: Antecedenles. E\'atulCl6n y Perspectivas . 
Sanliago. Chile. CE t'A1., LC/ R.6 14 . 

If In Latin America ato ne more lh3n half of the countries lI'ith bank 
debt were in arrears ifl 1988. Sec CE PA L, Decembe r 1988. ' Ilntance 
l'relimitlar d e la Economla I.alinoamericana t 988', Notas S obr'l' /0 
EC(luomfn), 1'/ /J1'Sl/r'r'ol/o, No. 470/471. SalllillgO. Chile, p. t I. 
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Second, th e ability of th e problem debtors to 
und ertake direct buybac ks, or to enhance exchange 
offers was limited by tb e sca rcity of their own foreign 
exchange resources, legit imate qu est ions about th e 

"best a lternative usc of those resources. and in the 
pa rti cu lar case of debt-equ ity swaps, the implica tions 
of those conve rsions on expanded domes tic money 
"upply and inflation. 
Third. negot iations with th e banks for volunta ry debt 
reduction were usuall y protracted , due in part to the 
'need to gain 'waive rs on restrictive 'claliics . in loan 
cont racts. This, cou pled with the uncertai n response 
of the banks to exchange offers even when they were 
app roved, created grea t uncertainties regarding the 
volume and timing of external finan ci ng via vol un tary 
debt reduction techn iques. 

F'ourth , the time path of effect ive cash flow relief 
gra nt ed by market-based volunta ry debt reduction 
techniques tcnded to be exactly th e inverse of what was 
needed for programme debtors with a very high social 
rate of discount for foreign exchange. In effec t, most 
of th e techniques stressed reduced principal, th e 
payme nt of which had a lready been pushed off into th e 
di stant future by rcstrLlclllrings or moratoria, and 
which a t the ma rgin had an extremely low expected 
va lue. The effecti ve balance of paymcnts relief 
therefore was limited to lower interest payment s; 
however these fell by on ly a tenth or less of every dolla r 
of debt reduction. 

When financ ial inst rum ent s that act more directly on 
interest payments were deployed by th e debtors, such 
as exi t bonds, int erest savings tended to be marginal. 
This was because of tbe fa ctors just cited in point one 

above, and th e fael tha t the uncert a in re (Urn of exit 
bonds had to compete with the certain return of an exit 
via a cash sa le in secondary markets (which has no 
direct benefits for the debtor). When countries tried to 
enhance the response to their exchange offe rs th rough 
self-financed eollalerisat ion. the net balance between 
the use of scarce foreign exchange and the sav in gs of 
fore ign exchange was initially . unfavourable for the 
debt or and not rectified for many yea rs. 

Fifth , new money was increas ingly difficu lt to rai se 
from the banks as they became more reserved aga inst 
loans losses and more engaged in ex posure reduction . 

Sixth , the Menu's opt ions, whet her in the form of new 
resources o r debt red uction, tended to be applied very 
un eve nly across th e debtor countries, with its limited 
benefit s being concentrated in on ly a handful of 
coun tri es. 

In sum, as CEPA L observed in 1988, the operati on of 
the Menu revea led some interest ing appetisers for 
some debtor countri es, but the 'main ent rees' simply 
were not th ere. H When left to th eir own devices, 
private marke ts typically unwind from a debt 
ove rhang on ly very slowly. Hence th e Menu Approach 
as then conce ived cou ld on ly chip away at tb e corne rs 
of th e debtors' financ ing constraint. Indeed, th e debt 
management st rategy clearly did not add ress a cent ra l 
macroecono mic problem: how to finance in a 
sustained and predictab le way th e economi c reforms 
a nd new investments that th e highl y indebted 
countries wi ll need to initiate growth now an d beg in to 
restore th eir capacity to service debts. 

lO CEPAL, £l'oluci6n d~1 Probltma d~ la D~uda E'(/~rno t'I'I Am~rico , 
op.ril., p. 49. 
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The Shaping of the Brady Proposals 

Mike Faber 

Ten Reasons for the Timing 

A vari~ty of reasons have been advanced as to why th e 
Brady proposals came when they ~id and wh.y they 
incorporated for the fir st time offiCial US backmg for 
schemes of debt reducti on that wou ld involve 
enhancements from the international financ ial 
institutions. 
First th e extant 'Baker Ill an' st rategy had run out of 
credib ility, It is important to say th a t rather than tha t 
the plan had fail ed, because an accusat ion of fail~l re 
involves an assumption about what the underlYing 
objectives cir the stra tegy a ~II1ally were . Some blam.ed 
the failure of the cOlllmercla1 banks to come l~p With 
th e amount of new fundin g which the stra tegy ha? 
req uired; some argued th at the banks had do n; their 
'bit but th e response of th e I F ls had fa llen short; some 
believed that thc majo r part o f the fai lure lay at the 
door of the LDC debtors themselves for not adjusting 
their internal policies rapidly a nd ri gorously enough. 
But ,I;he rever th e blame lay it was clear by mid- 19S8 
tha t the strategy was not enabling. most se,!erely 
indebted countries to grow OUI o f their problems and 
th at the criti cal ratios of credi tworth iness we re not 
ge nera lly improving. 
Second the internatio na l financial ·syste m was no 
lo nger relt to be vulnerable to whateve r act io ns .the 
debtors might take or, by 1990, to a more radical 
approach to the entire problem th an had been 
man ifes t in th e previous procedures fo r repetitive 
reschedu lings. 
Third. most of th e major lending ban.ks had succeeded 
in making substanti al provisions against loss of part of 
th e pr incipal owed or failur~ to rece ive . prom l~ t 
paymen t of interest as well as m strengthe nmg their 
capi tal ratios . 
fourth , the performance of th e secondary market 
where LDC loans were being traded a t deep and 
genera lly growing di scount s was assu ming increasing 
significance _ deb tors were. asking 'why arc we 
att empting to se rvice our loans m full when the r:-arket 
considers them to be wonh less than half theIr face 
va lueT and 'what can be done to enable us to capture 
the discounts?' 

! Scc Will inm Cline 'from linker 10 Brady: Managing Inlcrn:nio nal 
Debt', Amex Bank Review, Marjolin Pri1.l" Essnys. 1939. 

Fifth , a sense oftlt e lack of parity of sacrifice between 
credito r banks and th e populations of debtor 
co unt ries in the treatment of the problem since 1982 
was spreading; th is uneven impact o f th e prevailing 
strategy was even causing disquiet amongst some of 
the staff of the IF ls. 

Sixth, contributing 10 that feelin g of disq uiet. was th e 
evidence that 1FT-des igned structura l adjustment 
programm es had much less chance of wor~ing if 
resou rces needed for investment had to be contllluall y 
diverted full y to service the ever growing burden of 
commercial bank debt. 

Seventh, in a peri od of high interest rates and weak 
commodity prices the underlying quality of IMP' 
advances and of World Bank loans might themse lves 
be damaged unless the burgeoning and ultimately 
competing cla ims of the commercial banks cou ld be 
reduced. 
Eighth, certain political considerati ons ha.d .assu~led 
more immediate import ance for tlte US admInistratIOn, 
for exa mple th e need 10 come to t e~ms ~vi th a n:w 
President of l\'lex ico as o rthodox 111 Ius finanCIal 
policies as any Mexican Pres ident was like ly to be; the 
des ire to prese rve democracy in Arg: ntina; th e ~eed ~o 
respond to the antl-debl, anti-adjustment flotS III 

Venezuela ; and th e wis h to bolster Mrs. Cory 
Aquino's popularit y in the Philippines. 

Nimh, the possibilit y of getting the IFls and the 
J apanese G overnment indirectly 10 help out the more 
exposed US banks (a nd th e US Treasu ry) was not in 
it self unattract ive. 
Tenth and finally , Mr. Brady's installati on rlS US 
Secretary of th e Treasury gave his Assis ta nt Secretary 
sco pe to introduce a new poli cy that wou ld 
differentia te him from his predecessor and at the sa me 
time fit in with the more comprehensive and flexib le 
approach to the countries of Latin Ame rica favo ured 
by President ~us h . 

Similarities and Differences 

Theann oun cement ofa new poliey,like a death in th e 
family, however ex pected it may be always comes fl S a 
bit of a shock when it actually hap pens. The contents 
of the Brady proposa ls, <I S presented on March JO 1989 
should not howeve r ha ve occasioned any t rea t 
surp rise. T hey had been c irculat ed in draft form and 
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subject ed to considerab le cri ticism including some 
from instituti ons which found it necessary to we lcome 
the proposals when th ey later beca me officia l US 
policy. All the main ingrcdient s in the Brady mixture 
can be found in earlier publications or statcments by 
commentators on the Third World debt situa tion. 
Amo ngs t th e most innuelllial ofthesc wcre 'Vo luntary 
Approaches to Debt Relier by John Williamson, 2 'Six 
Principles fo r a Revit:l. lised Debt St rategy' by Moeen 
Qureshi,' and th c sta tement put out by Horst 
Schulmann of th e Institu te of International Finance 
(IIF).' 

· It can thus be argued that one part of the impact of th e 
Brady proposa ls was mainly psychologica l - th e 
ex plici t recognition th a t th e external debt of many 
developing countries had grown so large that it co uld 

-not possibly be fuJly serviced and that forms of debt 
relief were therefore un avoidable. It was not the truth 
of this proposi tion, which had been evident to many 
people for a cons idera ble time, that mattcrcd; it was 
the significance of a Sec retary of the US Treasury for 
th e first time publicly acknowledging it. 

US Government officia ls li ke to refer to th e Brady 
proposa ls as ' th e strengthened st rategy· for dealing 
wit h LDC debt and il is a usefu l touchstone fo r seeing 
whether individuals (or instit utions) feel themselves 
beholden to US innuence.to detect whether or no t they 
use this sa me nome nclature. In this a rticle it is 
sugges ted th at there a rc four significain similarities 
between the Baker and the Brady stra tegies and four 
significant poims of diffe rence. 

The similarities arc these: 

I . The Case-by-Case approac h in dea ling with 
individ ual sove reign debtors is to be prese rved 
although within a diffe ren t framework of options. 

2. Agreement by the debtor to a prog ramme of 
adjustment with the IMF remains a pre-condition of 
eligibility for the new facilit ies and full condit ionaliti es 
are to be maintained. 

3. Panicipation by commercia l banks in olle or oth er 
of til e options is to remain o n a supposedly voluntary 
basis, the usc of the word 'volunt a ry· in this co nt ext 
not being intended to inhibit gove rnment authorit ies 
from a certa in amount of necessary 'arm-twisting'. 

4. As with earl ier phases of the strategy, the proposa ls 
we re worked ou t and int roduced by US officials and 
were heavily innuenced by regional geo-politi ca l 
considerations. ~ 

I John Williamson ·Volllnt~ry Approaches 10 Debt Relief, tnSlitlile 
for Internationat EcononllcJ. September. 1988. 

; r-,·Ioeen Qureshi ·Six Princil)1es for a Revita tised Debt Strategy· in 
Adrian HelVi" and Bowcn Wells 'GrolVing Out of Debt" published 
by the Ol'erseas DC\·elopmelll Institute for the All Part)· 
Pnrliamentary Group on Overseas Development , 1989. 

• H. Sehulmann ·The WilY Forward for the Middle- Income 
COuntries·, II F, Wn~hinston DC. JanlI31)·. t989. 
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The differences nrc these: 

I. The nega ti ve pl edge and sharing clauses in the 
origi nal syndi ca ted loa n agreements shou ld be waived 
so as to a ll ow different banks to selec t different 
options in conve rting ou t of those loans. 

2. Governments are urged 10 ind uce thei r tax and 
regu lato ry aut horities 10 a mend or to interpret their 
ta x treatment and ban king regulat ions so as to 
faci litate (or even encou rage) the participation of 
ban ks in schemes of debt or int erest rate redu cti on. 

3. The IMF and the Wo rl d Bank would henceforth be 
willing to disburse the ir advances and loans in certa in 
circumstances even if tile sovereign debtor concerned 
had not reached a conclusive agreement with it s 
commercia l bank creditors - thus of course 
weakening th e power of lhose credi tors in holding o ut 
for what Ihey would regard as an appropria te 
rescheduling deal. 

4. Finance wou ld be made ava ilable by the IFIs and, it 
was hoped, by o th er sy mpathetic agencies (especia ll y 
from the balance of payments surplus countries) to 
fund schemes of debt and debt service red uction. 

It was this last meaSllre, the instrumentation for which 
will be desc ribed nex t, which has attracted most of the 
attention. But the other three dirfe rences in th eir own 
way cou ld be just as import ant in determining the 
actual impact of the new strategy. 

The Meaning of ' Credit Enhancement' 

The most spectacul a r innovation in Brady was the 
proposal for debt reduction to be achi eved within a 
framework of volun tary actions by the commercia l 
banks. The key th at was to make such voluntary 
lowerin g o f th eir cl a ims acceptable to the banks was 
the prospect of 'cred it enhancement' which would 
mean th at a lower nominal claim against a deb tor 
cou ld be of eq ual or grea ter value than (he previoll s 
higher claim because it wou ld be co llateralised or 
guarant eed with th e money ro r th e gua rantees and the 
coilateralisat io n or, in some cases, to finance debto r 
government buy~backs of their loans for cash, coming 
from the IMF, the Wo rld Bank and other we ll 
disposed govern ments. 

It has been argued, mOSI cogent ly by Lomax,' tha t it is 
an anac hroni sm to include wi thi n the same scheme for 
a single cou nt ry pro posa ls for debt and debt se rvice 
red uction with ·proposa ls that some banks shou ld 

' T his pnrt of the nnalysi~ dmws heavil)' on Robert Devlin "The New 
Internntional Mnnngemcnt of the Lntin AlIlcrican Dcbt Problcm'. n 
pnpcr prcpared for thc seminar ·Rnul Prcbisch·s Intcll~ctunl 
Herilnge and the Dcvelopment Problcm5 of Latin America·. S:HlIa 
Fe, Argentinn. J UIIC t989. 

• Sec D. 1"' . lom3x·1 nternalion311\·lonetar)' Arrangcments- Recent 
Proposals for Third World Debt ·. a paper submiued in cI'idcnce 10 
lhe 1·louse of Com mOilS Treasury and Civil Service Committee. July 
1989. :. 

simultaneously su pply what is ellphemistica lly ca ll ed 
'new money'.' Either a country should be regardcd as 
inso lvcnt, the a rgume nt goes, in which case it requ ires 
debt o r debt service reduct io n, or it is only tempo rarily 
illiquid , in wh ich case its need is fo r 'new money' (or 
tem porary ca pitalisation of pa rt of thc in terest due) 
until it can ge t ove r a sho rt- to medium-term diffi cult y 
in its balance of payments. A view needs to be taken as 
to whethe r or not th e co un try shou ld be regarded as 
effec tively insolven t; if it is nOl , deb t reducti on is 
inappropriate and , if it is, 'new money' will simply 
make the posit ion worse. 

Whateve r sympa th y o ne may feel for this line of 
argume nt, it is clear that those who des igned the Brady 
proposa ls could not afford to admit it s logic. The 
reason th ey cOltld not do so was because it was not 
anti cipa ted that sufficien t financing would be 
avai lab le to fund schemes or debt redu cti on tlnd/or 
tha! the di scounts ac hi eved in a vo luntary negotia ti on 
between Qebtor gover nments and bank advisory 
committ ees \,'ould be su fficiently deep to offer the 
required · balance of payme nt s relier unless a 
proporti(W 'of commerc ial bank creditors were willing 
and indeed preferred 10 increase their ex posure to the 
sovereign debtor by the provision of 'new. money·. 
There ma y a lso have been an app rehension th tl! some 
banks, pa rti cula rl y in the US, still cou ld not afford to 
take some of the losses resu lt ing from taki ng one orthe 
debt reducti on options eve n by the yea r 1990. 

This diagnosis , if correct, wou ld exp lain the 
emergence of th e three main options between which 
creditor banks wou ld be expected to choose in th ei r . 
nex t resched uling negotia tio ns with eli gible sovereign 
debto rs. The three op ti ons arc by now famo us but will 
be summarised here. They we re: ( 1) a given bank cou ld 
commi t it se lf to a 'new money' package that would 
in volve re~l e nding a proportion o f th e interest due on 
it s ex istin g loans thus increasing it s exposure to the 
country by an agreed proportio n over an agreed 
number of yenrs; or (2) it could con ve rt it s exis, ing 
loans into bonds that wou ld have a lower face va lue 
but th e sa me rate of interes t; or (3) it could convert it s 
exis tin g loa ns in to bonds th at would ha ve th e same 
face value bUI a lower rate of interest. In th e even t of 
the bank se lect ing either the new reduced fa ce value o r 
red uced interest bonds it wou ld benefit from the fac t 
th a t the eventua l repaymen t of the principal woul d be 
col lateralised and the interest payments wou ld be 
secured fo r a certa in period of time on a roll-forward 
basis by one of til e in terna tional finan cia l in st itutions. 

II should be stressed that these three opt ions were still 
to be accompan ied by o ther measures such as 'cash 
buy-backs up to a ma ximum amoun t', 'viable debt­
eq uit y swa p progrn mmes', provisions that wou ld 

' For:lll invc~ t iglltion orl he u~e and abme of language in the Third 
World debt debaTe. ~ee r-,m:e Faber ·Beware (If Debtspe:lk· tDS 
Di~cus~ion I'apcr. No. 25 1. 

enco urage domestic nati onals to repa tri a te their night 
capi ta l, ' conce rted lending, club loans by a gro up of 
banks, o r a range or trade, investment or o ther credi ts 
from ind ividua l banks'.' 

T he ro le o f the IMF and the World Bank, in th e view 
of the US T reasury, would continue to be to encourage 
a nd req uire debtor po li cy reforms, to supp ly fi na nce 
for stabi li sat ion and adjustment programmes and to 
cata lyse o ther forms or financial support. But und er 
the new strategy they wou ld also be asked to 'redirec t 
and increase reso urces to support debt and deb t 
se rvice red uction transactions ag reed upon by 
commercia l banks an d debtor nations as an addi ti ona l 
spur to growth in debtor nations.'9 

T he S ize of Ihe Initiative 

It is a featufe of th e Brady proposals that th e quantum 
of debt and debt se rvi ce reduction that will result from 
their im plentati on is unknown and unknowable. It is 
unkn owable beca use neither the amount o f reso urces 
to be devoted to debt red uct ion, nor the distribution of 
their application between different forms o f debt 
reduction, nor the outcome of dea ls to be struck 
between individua l debtors and their creditors can be 
known. Furthermo re there a rc a variety of different 
ways in wh ich the ex tent of debt relief can be 
measured. In these circumstances it is hardly 
surprising that estimates range from th e opt imistic to 
the pessimistic with any individual posit ion in th at 
range being determined by fact ors as di ve rse as a 
personal interest in the scheme's success, the effect of 
the proposa ls o n a bank 's' declared profit s, or 
animosi ty toward some officia ls a t the US Treasury. 

Most commenta tors however seem to be agreed on 
three things. First, that the psychological cl imate in 
which future debt rescheduling negot iations wi ll be 
conducted has been profoundly changed; second, th a t 
th e scheme will have a significant effect in some 
countries in bringing about debt service relief: and 
th ird, that the proposa ls by themselves with their 
present level of funding wil l not gel rid of more than 
part of the debt overhang. 

What is the an ticipated level of fun ding? Early 
indicat ions were that the IMF and Wo rl d Bank were 
each thin ki ng in terms of S l2 bn or so pe r inst it utio n 
ove r th e first three yea rs. Of tha t total of S24 bn, 
rough ly SIO bn wou ld be add itional resources with th e 
remaining $14 bn be ing detoured from already 
prognlmmeci po licy lendi ng. Another S4.5 bn in 
para llel lending for import su ppo rt has bee n 
programmed by Japan. 

Robert Dev lin has commented: 

I David C. Mulford ·The Brady Plan: ~treng' heninB the current 
internatiolln l debt STrategy' in Third World Or-hI: ,\IIIII(/.I':ill.l: 1M 
Cnlllr-qll(lrrr-f edited by S. Grim t h- Jone~. I I"'R Ilook~. 1989 . 

'ibid. 
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'By jus t takin g inlo acco unt the Baker 17 cou ntries, 
where there is SO me S375 bn of obligations wi th 
comme rcial credi tors, it is clear tha t th e S29 bn a lready 
~ommitted to the Brady Plan co uld suppo rt no more 
than a ve ry partial redu ct io n on the debt ove rliang . 
For exampl e if used in straight buy-back of the Baker 
17 debt at Apri l's weighted avera ge secondary market 
Plice of 36 cen ts, the a bove ment io ned public funding 
co uld reduce co mmercial debt by so me S80 bn. Even 
thi s magnitude of debt redu cti o n - whi ch in cidenw lly 
is high ly improbab le in a vo lunt ary sc heme beca use it 
ass umes no rise in seco ndary market pri ces - would 
bring a fal l in the interes t paymell ts o n the co mmercial 
j ebt of these co unt ries o f only 21 pe r ce nt ; meanw hile, 
the red uction in tota l interes t payments would be just 
16 per cent.'lO 

Devlin also point s o ul th at to the ex tent that debt 
-eduction is financed throu gh new loa ns, cash now 
-e li ef will be less th an the red ucti o n in interest 
layments to th e banks. Indeed loans from the IFl s or 
'o r tha t matter grants from bilaterals that arc used to 
'educe or extinguish debt bt!! which otherwise would 
lave been avai lable for gene ral balance of pa yments 
;upport will have a strongly nega ti ve foreign exchange 
l ow impact in the initia l year followed by a positive 

a R. Devlin. ibid. 

net foreign excha nge no w impact in a ll su bsequent 
years. T o that ex tent, as I have a rgued elsewhere , debt 
reduction expe nd itures ca n be subjec ted to a fo rm of 
cost benefi t ana lys is an d thei r projected rates ofrcturn 
com pa red with what cou ld be anticipated by 
alternative a id-financed projects. 

D evl in concludes ' I n any event, th e resou rces 
committed to th e Brady Plan sugges t a debt reduct ion 
that will be piecemea l and whi ch will fall far short of 
achi e\'ing the 50 per ce nt o r greater cut in interest 
burdens that many heav il y indebted countries seem to 
feel th ey need now to beg in to g ro w and develop. 
Indeed, eve n th e Plan's illu strative exa mple of 
a chieving a 20 per cent red uctio n in the interest burden 
of 39 deve lop ing cou ntri es ove r the next three years 
wou ld see m to require more resources than are 
currently avai lablc. Moreover s llch a modest reduct io n 
wou ld not even compensate for the 40 per cent ri se in 
UBOR over the las t 18 mo nths.'l l 

The E,'olving Composition of LDC Debt 

H owever sll ccessful th e Brady strategy turns out to be, 
it mll st s till be sel within the organic composition of 
LDC in~e bt ed n ess as a wh o lc. The structu re o f 

II ibid. 

Table I Lo ng-Term Debt Outs tanding 
All Severely Indebted Developing Countries, except lines 8 a nd 10 

(all figures and calcu lat ions based on US$, cu rrent) 

1970 

I. Long-te rm Externa l D ebt ($bn ) 31.2 
2. Average annual increase. 1970- 1982 
3. Average annua l in crease. 1982- 1988 
4. Percentage public a nd publ icly guaranteed 61. 3% 

5. Percentage owed to TTlllltilaterals 10. 1% 
6. Percentage owed to bi lat erals 23.2% 
7. Percenta ge all official credit ors 33 .3% 

s. Line 7 for all develop ing co untries n.a . 
9. Percentage of bo th public and private 48.4% 

debt owed to commercial banks 

10. Line 9 fo r all developing cou ntries 31.6% 

SOllrees: \VB World Debt Tables 1989-90, Vall. pp 122-3 and 78 -9. 

Notes: a These figures will continue to rise 
b These figures will continue to fa it 

:0 

1982 

3 I 3.5 
42 1.25% 

+9.00%b 
78.5% 

8.5% 
14.6% 
23.3% 

35.4% 
62.9% 

50.4% 

1988 

529.0 

93. 1% 

14.0%:1 

23.7%" 
37.7%;' 

45.2%;1 

50.5%h 

40.4 %1> 

credito rs is dynamic and changing quite rapidly and 
yet mllch less a ttentio n is no rmally paid to it than to 
the list of debtors and the extent of their individua l 
indebtedness. Table 1 illustrates what is mea nt by ' the 
evol vin g composit ion of LOC D ebt'; several poin ts 
tha t emerge from it dese rve commen t. 

Lines 1,2 and 3 show the lo ng-t er m externa l debt o rall 
se verely indebted develop ing cou n tries expanding at a 
co mpo und rate of 21.25 per cent a yea r over the 
12 .year period tcrminating in 1982, and at a rate o f 
9 per cent in th e six years fo ll owing . Of tha t ear lier 
period , o ne is te mpted to ask 'What did Ihe bankers 
th ink they were doing?' Part of the a nswer is 'They did 
;lO t kn o w'. Or rather , each knew ho w fast his own 
business was expa nding but was unaware that 
borrowing fr·om ot hers was expanding even fas ter. If 
th e Brady proposa ls succeed and interes t rat es fa ll , 
we may postu late th a t the successor figure to that in 
line 3 fo r the peri od 1988·1 994 may indeed beco me 
nega tive. 

Line 4 dem ons tra tes how, partly on Ihe in sistence of 
credi to rs, a ... ·higber and higher portion of each 
eountry's indebtedness has eithe r become governm ent 
debt, o r has had to be guaranteed by governm ent. 

Lines 5. 6 and 7 show how quickly the proponion of 
S"cverely Ind ebted Count ries' debt owed to th e 
rnultilat era ls (IF ls) and bilat erall y to ot her gover n­
ment s has been increasing - namely by mo re th a n 
2 per cent a yea r as a percen tage ora ll such debt si nce 
19·82. The reaso ns for this arc cl ear. While most 

commercia l banks havc been doing a ll that th ey ca n to 
reduce th eir exposure to LDC debtors , th e World 
Ba nk ha s cominued to make positi ve net transfers and 
the Paris C lub has co ntinued to do th e equivalen t of 
advancing 'new mo ney' through it s own ex tensive 
reschedu lin g arrangement s. But th e implicat ions o f 
thi s process continuing sho uld be equa ll y clear. 
A lready. as line 8 a nd 10 show, a ll deve lo ping 
cou ntri es toget her o we more med ium- and lo ng-t erm 
debt to th e bilatera ls and to the IFl s than th ey do to 
th e co mm ercial banks. If th e Brady proposa ls succeed 
thi s trend can do not hin g but accelerat e so that by 
1994 it is quite conceivable th at up 10 three-quarters of 
a ll medium- and lo ng-term sove rei gn deb t of a ll 
develo ping countries will be owed to official cred itors. 

A number o f di sturbing conclusio ns fo llo w from that 
predi cti o n, of which I sha ll menti o n just three: Firs t 
concl usion: it is clear that the debt overhan g ca nn o t be 
re moved simply by reducing LDC indebted ness to the 
commercial banks however large the disco unt th ey can 
be induced 10 accept in loan-bond convers io ns. 
Second concl usion (vid e line 6): an carly priority is 
goin g to be a solution to 'the Free- Rider Prob lem 
between Governments' wh ich at the mome nt is 
gm"ely impeding the introdu cti o n o f s ignifi ca nt debt 
red uction to the proceedi ngs of tile Pa ris Club. Thi rd 
conclusio n: The nex t p la n after Brady is go in g to have 
to incorpora te mo re ex tensive and mo re open 
procedures for those whose indebtedness to the IFl s 
the mse lves ( in cl udin g arrea rs) ha s grow il to a s ize that 
clearly can not be serviced o n the or ig inal contractual 
terms. 

'WOMEN, MEN AND DEVElOPMENT' 
A course for all th ose concerned with 
gender equality wi thin social change 

A 13-week Short Course will be held at 
The Inst itute of Development Studies 

• 3 January to 27 March 1991 • 

This popular course is being run for the sixth time with Naila Kabeer as tile 
Course Director. The lotal fee for 1 991 will be £6,294 to include course fees, 
accommodation wilh breakfast. and all field and sludy visits. 

Further deta ils and app li cation forms from: 
The Administrato r, SC19 

The Institute of Development Studies, 
University of Sussex, Falmer, Brighton BN1 9RE, UK 
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THREE BRADY DEALS DESCRIBED 

1. The Renegotiation of Mexico's External Debt 

. Pedro Aspc Annell a 

1. Backgrollnd 

When President Salinas gave his inaugural speech on 
December I, 1988, the Mc.~ican economy faced asla!c 
of prolonged recession, high le ve ls of inflat ion and a 

. se rioll s d ete rio rati on of standa rds of living fo r th e 
po pulation. One of th e main causes of this situation 
was th e net externa l tran sfer o f r eSOU fces, due 10 an 
excess ively hi gh exte rna l debt. In effect, between 1983 
and 1988 these tran sfers averaged 6 per cent of GOP 
and, in th e latter yenr, the lotal s tock of debt rcached 
S100.384 bn; th at is, 57 per cent of what the country 
produced in thlll year. 

In view of the sit uat ion, the President instructed the 
M inistry of Fi nance to imTllediate ly open negotiat ions 
with the international financial community with the 
following four objectives in mind: 

I. reduce the historical stock of debt; 

2. reducc the now of net e;.;terna l resource transfers: 

3. obtain a multi-annua l agree ment in order to reduce 
the uncertainty ca used by recurrent negotiations; 
and 

4. reduce th e stock of debt in rea l term s and its 
pro portion to GO P. 

Consequently, in Dece mber 1988 talks were initinted 
with Mexico's va ri ous ex tern nl cred itors in order to 
fulfil the Presidentin l in struct ions . The negotiations 
took place in twO stages. The first was with th e 
international financial institutions and the Paris Club, 
where IWO objec tives were set OU I: first ly, to reduce 10 

zero or to slightly positive levels net external transfers 
with these institutions by co ntra cting new resources 
on a multi-a nnua l basis; second ly, to count on thei r 
techn ica l and politica l suppo rt for the Mexican thesis 
that only by eli mi na tin g the debt overhang could we 
resu me eco nomic growth. I n the second stage, with the 
co mmcrcial banks. the goal was to diminish resource 
l rans fers through reduction o f debt and its service. 

2. Agreements with Officia l a nd Internat iona l 
Financial Institutions 

Among the agreements subsequent ly reached. the one 
with th e Int erna ti ona l Monetary Fund will mean 
resources total ling $4. 135 bn over three yenrs, 
extend ibl e to a fourth at Mex ico' !> option. 
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The Main Po int s o f the IMF Agreement o f (May 26, 
1989) arc: 

I . Recognit ion that ex tern al financing require~lents 
are derived from growth objectives; 

2. Acknowledgement tha t the debt overhang is an 
obstacle to sustained growth with price stability; 

3. Redu ction of net externa l tran sfers to a level 
co nsistent with Mex ico's growth objectives 
estab lished in the Nationa l Deve lopme nt Plan; 

4. Financial support for debt reduction operat ions; 

5. Financing totallin g USS4,I35 mn ove r a pcriod of 
3 yea rs, which eliminates unce rtaint y and therefore 
allows productive investment to be reactiva ted. 

Concu rre ntl y, the World Bank agreed to provide 
resources for investment amounting to S I.96 bn in 
1989 and an ave rage of S2 bn per year for th e period 
1990-92 to suppo rt structura l change a nd mode rni­
sation in key sectors of the economy. 

Bot h institutions supported Mexico's position with 
res pect to th e necessity of reduci ng th e debt burden as 
a precond ition for recoveri ng growth and. in a 
decision without preceden t, accepted that part of the 
resources they would extend to Mexico, plus th e 
prov ision of an additional one-ti me sum, would be 
used to support debt redu ction operat ions with 
commercial banks. 

An accord was reached with th e Pa ris Club under 
which principal and interest payments originally 
falling due between June 1989 and Ma y 1992, totalling 
S2.6 bn, were restructured. Access to financing for at 
leas t S2 bn per year until 1994 was a lso confirmed to 
cove r imports from th e member cou llt ries . 

Paris Clu b Agreement (f\'lay 30, 1989): 

I. Res tru ctu ring o f USS2,600 mn of principal and 
interest payments over 10 years with six of grace, 
on the following basis: 

A) Between June I, 1989 and March3 1, 1990 
100 per cent of principal and 100 per cen t of 
interest pa ymen ts; . 

B) Between April I, 1990 and March 31. 1991 
100 per cenl o f principal a nd 90 per cent o f 
interes t pay ments; 

C) Between Apri l 1, 1991 aqdMny25, 1992 

100 per cent o f principal and 80 pe r cent of 
interest payments. 

2. Credil coverage of at least USS2.0 bn per year to 
finance Mex ica n imports from the Paris C lub 
co untri es. 

In the meantime, in an act o f great sol idarity, the 
Govern ment of J a pan through the Export- Import 
Bank. offered financial support to Mex ico ofS2.5 bn, 
also to be Uli lised in the deb t rcduction package with 
commercial banks. 

3. Agreement with the Commercial Banks 

Talks were begun in April with the Bank Adviso ry 
Committee for Mex ico in orde r to make known to 
th em our economic programm e and our o bjec ti ves in 
term s o f relief from the debt burden. Aft er more than 
three months of int ense negotiat ions, an agreeme nt in 
princi pl e was reached on July 23, 1989. The 
characteristics of the Agreement were made known to 
Congress a nd to public opinion through the media and 
through th e ~erm Sheet. 

The fundan'1enta ls of the Agreement consist of three 
options nmong which the nea rly 500 credi to r banks 
represented by th e Committee can choose. Under the 
first 'Op tio n. banks exchange ex isting debt for new 

·bonds at a 35 per cent reduction; under the second, the 
excha nge is for bo nds with the same principa l amount 
but bearing a rate of interest fixed at 6.25 per cent- or 
its equivalent in other currenci es. In bo th cases, the 
final maturity of the debt was extended from 20 years 
with seve n of grace to a si ngle payment in 30 years, 
thu s elimina ting the press ure caused on the eco nomy 
by annual :lItlort isations. The third option co nsists of 
providing new loa ns over the period 1989-92 in an 
amount equal to 25 per cent ofa bank's· exist in g loans 
no t committ ed to either o f th e first two opti ons. 

Thespecia l funds from the World Bank(S2.06 bn), the 
1M F (S 1.644 bn), the Government of J apa n (S2.05 bn), 
pl us a direct commitment by Mexico (S1.296 bn), 
which lotal S7 bn , wiJ1 be destined to guarantee the 
payment o f the principal of the new bonds as well as 
18 mon ths of interest, thus improving the credit 
qu a lit y of the bonds. With a part of these funds, 
Mexico will purchase zero cou pon bonds frpm the US 
Treasu ry (and from other countries) tha t wi ll 
co nstit u te an asset of our country and which, 
rei nves ted a t a rate of 7.925 per cen t pe r year for 
)0 years, wiJ1 grow to an amount sufficient to fu lly 
cove r the principal payments on the new bonds at th e 
end of peri od. The rest of the funds, which, again, also 
constitute an asset of Mexico. will be desti ned to the 
guara nt ee of in,terest payments. Co nseq uently , these 
resources do not imply an additi ona l net cost nor do 
they represent net indebted ness, si nce Ihey ge nera te 
int erest in f"vour of Mex ico roughly equal to th eir 
ex pense by virtue of being invested. 

At the S(tl rt of the discu ss ions with the commercial 
banks . th e ' slock of debt tha t was subject to 
negot ia tion (eligible debt) amounted to approximately 
S52.6bn. During 1989, various operations we re 
ca rried ou t which red uced this tot a l to 848.5 bn. 
nam ely: 

a) cancellations of pub lic sector debt wh ich ce rtain 
public sector institutions received in pa yment for 
the sa le o f governmen t-owned ente rprises being 
di ves ted; 

b) debt-for-equ ity conve rsions (swaps) a uthorised 
before November 1987; 

c) net amortisations by the public sec tor during 1989; 
and 

d) movements of exchange rates with respect to the 
do llar. The forego ing elements all contributed to 
th e red uctio n in the stock of debt. 

The di stribution selected by the banks regnrding th e 
848.5 bn of eli gible debt was as follows: 

a} 41 per cent of the tota l will be subject to principal 
reduct ion; 

b) 47 per cent to inlerest rate reduction; an d 

c) the rema ining 12 per cent will be base for new 
money . 

The banks' choices have the following co nseq uences: 
firs t , the exchange of debt fo r bonds bearing a 35 per 
cen t d iscollnt will lead to a reduction in nominal debt 
of approximately S7 bn. Second, about S22.5 bn of 
debt will be subjec t 10 a fixed rate of 6.25 per ce nt 
in stead of th e 9 to 10 per cent that Mexico has been 
pa ying. This is equiva lent , economically, to a further 
reducti on in the no minal slOck of debt of around 
S7.75bn. Expressed· in another manner, the interest 
payment s made at a rate below current rates are the 
same as th ose res ulting from reducing the debt by 
S7.75 bn and pa yi ng market rates. T hirdl y, with regard 
to new money, the banks' choices mean that Mex ico 
wi ll receive around SI.5 bn of additional credits 
between 1990 and 1992. 

4. Effects or the Various Agreements with 
Ex ternal C reditors 

As a res ult o f the various agreem en ts with Mex ico's 
exte rnal creditors and once the Fina ncing P:lckage is 
instrumented, the tota l nominal ex terna l deb t o n 
March 3 1, 1990 is es t imated to be S93.599 btl. Now, if 
from this figure are excluded a) approx imately S7 .75 bn 
of imp licit principal reduction derived from the 
reductio n in int erest ra tes desc ribed above and b) the 
credit s des tin ed for guarantees on the new bonds (by 
virtue of the fact that th ey are o ffset by a like amount 
o f financial assets that are the property of Mexico), th e 
to tal net adjusted eco nomic stock of ex ternal debt wi ll 
ha ve bee n redllced to an equiva lent of 879.889 bn a t 
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th e in teres t rate levels· preva il ing pri o r to this 
Ag ree ment. This mea ns tha t th e s tock will have been 
redu ced by 820.495 bn with res pect to that outstanding 
in Dece mber o f 1988, when the current Ad ministra ti on 
too k omce, a nd 827.58 1 bn when com pa red to the 
ou tsta nd ing in 1987 (S I07.470bn), which was th e 
highest in Mexico's his to ry. 

• Wi th regard to the publicsecto r, the economic s tock of 
debt in March 1990 will have been reduced by almost 
$2 1.4 bn wit h respect to that out standing in December 
1988. 

The redu ction in ne t ex terna l resource tra nsfers 
resu lti ng solely .from the Agreemen t wit h the 
com mercial banks will be S4.071 bn each yea r on 
average ove r the pe riod 1990-94. Th is figure is 
co mposed of the following element s: 

a) a nnua l ave rage int erest sa vings ofS I.629 bn due to 
princi pa l and interes t reduction; 

b) new loa ns a veragi ng 8288 mn per yea r; a nd 

c) the defera l ofS2.154 bn of principa l a mortisati ons 
per yea r falling due in thi s period. 

With respect to thi s last po int, it is important to 
emphasise that a no th er benefit ste mming from the 
Agreement wit h the co mmercial ban ks is th e dra matic 
cha nge in the profil e o f p rinci pa l a mort isa tions o f 
public secto r deb t. Me:dco had 82. 154 bn on average in 
princi pal amort isa tions fa ll ing du e each year be twee n 
1990 a nd 1994 a nd 83.5 bn on ave rage betwee n 1995 
and 2006. Now, th e to tal am ount o f principa l 
pa yments on Ihe new bonds o f around 835 bn, a fter the 
redu ctions res ulting from th is exercise, have now bee n 
deferred to a single payme nt in 30 years a nd, as 
me nt io ned previous ly, will be liq uidated a t maturity 
through the in vest ment in zero coupon bo nds today. 

If to th e sums above arc a dd ed the be nefit s in terms of 
externa l tran sfers from Mexico's nego tiations with th e 
Interna ti ona l Monetary Fund, th e World Ba nk , the 
Int er-Amcrica n Develo pment Ban k a nd th e Pa ris 
Club. we have as a glo ba l rcsult o f Mcx ico's 
ng recmcn ts wi th a ll of it s ex tcrnal credito rs that net 
cx terna l resource t ra nsfcrs ;:Ire rcd uced to a round 2 per 
ce llt ofGD P onaverage betwce n 1989 a nd 1994. Thus, 
those resources whi ch prev iously we re cha nnelled 
a broad wi ll now be used to st imula te producti ve 
invcst ment. 

As a conseque nce of the ag reemen ts Obtained with th e 
in ternatio na l financ ial ins titu t io ns and with th e Pa ris 
C lub , Mex ico has ass ured itse lf offunds on nn a nnu a l 
basis until 1992, with an average am ortisati on period 
of 10 years with five o f gra ce, whi ch will permit Mex ico 
t.o have greater fl exibility in its bala nce of pa yments. 
With co mmercia l banks, apa rt fro m new loa ns 
tota lli ng 8 1.5 bn be tween 1990 a nd 1992, the 
amort isa tion o f pri ncipal on the res tructu red debt has 
been de ferred to 20 19 a nd , as menti oned a bove , is 
guara nteed through th e acquisitio n by Mexico of zero 
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COupo n bonds. 

A t the end of March 1990, th e estima ted net eco nomi c 
tota l s tock of debt will represent onl y 40 per cc nt o f 
GOP, which co mpares very favourabl y with 60 per 
ce nt in Dece mbe r 1987 a nd 57 pe r cent a t th e end of 
1988. 

Ano ther importan t clement o f the Ag ree ment is the 
fl exibilit y provided to Mexico to undert a ke more deb t­
reduci ng tran sactio ns in the future, including direct 
buy-bncks. Additi onall y, the pac kage envisages, 
fo ll owi ng Mex ico's criteria, debt-fo r-equit y co n­
versions excl usive ly for priva tisa tio n of p ublic 
enterprises a nd infrast ructure projects to ta lling83.5 bn 
over three and a hal f years, which wi ll further redu ce 
external deb t by the same amoun t. 

5, Perspectives for the Mexican Economy 

The be nefit s de rived from the Agree ment a re no t 
limited to th e d irect impact on the balance of 
pay ments. 1 nd irecI en-ec ts of grea t significa nce a rc a lso 
expec ted an d have already begun to be o bse rved. 
Am ong these we ca ll po int to th e bolstered confidence 
o f eco no mi c agen ts. This has led to a gradua l decline, 
o n ave rage , o f rea l domestic in te res t rates which, 
co mbined wit h the perm a nent auste rit y of th e public 
fi nances an d the co nt inued effo rt towa rds s tructu ra l 
cha nge a nd eco nomic modernisation, will lead to :I 

reducti on of th e public sector fi nancia l defi cit to levels 
o f a round 2 pe r" ce nt o f GOP. Th is redu ct ion of th e 
defic it is consistc nt wit h a reduc tio n o f in fl at ion to 
inte rn a tio na l leve ls a nd with an improveme nt o f ou r 
extern a l co mmercial aCCOunt s. 

All of this shou ld ge nera te a n increase in produ ct ive 
in ves tme nt, bo th int ern a l and foreig n, as well a s 
ca pital repat riat ion, whi ch reached over £2.5 bn in 
1989. 

At the sa me ti me . it wiJl be necessa ry to enco urage 
domes tic savings a nd facili ta te th e fina ncia l in te r­
media ti on process in o rder to inc rease investment to 
levels cons iste nt wit h rea ching ou r objecti ve of 6 per 
cen t GOP growth ra tes by th e end of th is 
Administrat ion. The Agree ment , by free in g resources, 
will translat e inl O the creati on o f new sou rces o f 
employ ment a nd the grad ua l recove ry o f the 
purchas ing powe r of workers, wh ile allowing 
increased pub lic spendi ng in basic se rvices such as 
educa tio n, health , socia l sccurity a nd in fras tru ct ure. 

Mexi co faces a great opportunit y to regain th e pa th 
to wards g rowth a nd sta bility. The g roundwork has 
bee n laid for conSOlidating th e recove ry and 
st re ngth ening the eco nomy, thus allo wing all sectors 
o f the pop ula tio n to be nefi t from growth. We are also 
comm itt ed to ma int a ini ng strict fi scal disc ip li ne, to 
persevere with a nd deepen our effo rt s of structura l 
chan ge, o f mode rni sa t io n o f th e eco nomy a nd of th e 
Reform of th e Sta te, while lea rn ing from · ~)lI r own, 

rece nt his to ry th at we shoul d act wi th p ru de nce and 
no t incur aga in such excessive defici t spe nding o r 
ex ternal indebtedness. 

I Table I I Sources of Variations in the Tolal Foreign Debt O utshillding 
(millions o f dolla rs) 

Public Pril'olc 
Towl SeclOr Sec/or 

O utstanding at 3 1/ 12/ 1988 100384 8 1003 6498 

- Net Borrowi ng -877 -323 - 1720 
- Varia tions due to Exchange Rates ' - 1872 -206 1 0 
- Cancella t io ns~ - 1830 -1830 0 
_ Swaps) -730 - 730 0 

Estimated Outstanding ,I t 3 1/ 121 1989 95075 76059 4778 

- Net Borrowing 123 1 0 0 
- Principa l Red uct ion from Debt Package -6820 -6820 0 , 
- New Money 576 576 0 
- Oilatera ls 15 11 15 11 0 
- World Ban k/ lADB 2 169 2 169 0 
- Bonds and O ther -1 43 - 143 0 

Estimaled Outstanding at 31/ 03/ 1990 93599 73352 4778 

- Impli cit Principal Reduction Deri ved -7750 -7750 0 
from Int eres t Rilt e Redu ction 

- Gua nillt ces' - 5960 -5960 0 

Estimated Outstanding a t 31/03/ 19906 79889 59642 4778 

Bnllk oj 
B(llIks" Mexico 

8097 4786 

863 303 
0 189 
0 0 
0 0 

8960 5278 

-229 1460 
0 0 
0 
0 0 
0 0 
0 0 

873 1 6738 

0 0 

0 0 

873 1 6738 

I This refers to the im pact on the stock of debt of move men IS in cu rrency rates vis a vis t~le~ol la r. Since approxima tely 25 ~cr 
ce nt of the extcrna l debt is denom inated in currencies ot her than the dolla r, an appreciation of the latter causes t h~.Stock. of 
non·dollardebt tofa ll when expressed in doll ars. This volatility will practica ll y dis3ppearsineea by·product of the hnancmg 
P3ckage is that 90 per cent of the new debt will be denominated in dollars. .. 

~ These operations are a consequence of reconcilirtg the pos it i oll~ ofNacional Fin3ncier3 and Banco Naclonal de ComerclO 
Ex terior as both debtors and credi tors with respect to the public sector. 

) Th ese refer to opertHions approved before Novcmber 1987, where pu bl !c sector debt is exchanged for equity investments. 
• Th is incl udes in terbank li nes ex tended to Mex ic3n bank s by foreign ba nks before 1982: Thcy a~e most ly sh? rt lerm alHt are 

renewed during the year. Also included arc credits obtained from the CCC (Com mod ity Credll Corpora tIO n). 
s The lotal amount of guarantecs is S7 ,000 mn. However, only S5,96O mn are registered as assets since the remaini ngS I,040 mn 

arc in the form of a standby credi t fac ility wi th commercial banks, which wi ll be gradually taken ou t by resources from the 
1t\'IF and Exim Bank of J apan. 

6 This figurc incl udes S7,750 mn of the principal reduction·equ ivalent of debt subject to bet~w.markct fi xed rates. It also 
excludes S5,960 mn of funds consti tuting guara ntees. as follows: World Bank 52.060. mn, EX I~.Ba n k of Japa~ 51 :40~ mn, 
and I nternat iona l Reserves S I ,]00 mn, they arc excl uded beca use these resources earn mterests 111 favour of MeXICO Sim ilar to 
thei r contractual cost. 
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Benefits from thc Hcncgoti at ion with Commcrcial 
Banks 

the period 1990·94 are deferred to 30 years . 

I. Direct Benefit s 

- The debt will be paid for at mawrity through the 
acquisit ion of zero coupon bonds. 

- External debt is red uccd by USS14,670 bn: 
- S6,820 through principal red uction 

- Annual net ex terna l transfers arc reduced by 
U5S4,071 mn on average between 1990 and 1994. 

- S7,760 through implicit princ ipa l reduction due 
10 a lower interes t mte . 

II. Indirec t Benefits 

- Inc rease in domestic sav ings. 
- Annual intercst paymen ts are reduced by 

U5SI ,629mn on average be tween 1990 and 1994. 

- USS I ,440 mn of new money to be received between 
1990 and 1992. 

- Red uction of real domestic int erest rates. 

- I ncrease in investment. 

- Capilal repatriation. 

- Annua l principa l paymcn ts of USS2,154 mn over - Strengt hening of confidence. 

Table 2 Cash Flow Sa \'ings from the 1989·92 Financing Package 

Terms Terms 

1. Principa l Discount 35.00% 1. New Mo ney Participat ion 12.00% 

2. Reduced Rate 6.25% Principal Reduction Participat ion 41.00% 

3. New Money Rate Reduction Participation 47.00% 
1989 7.00% 
1990 6.00% 
1991 6.00% 2. Base (S mil) 48044 1 
1992 6.00% 

Assumptions: 
3. Libor 1990·94 9.000% 

4. Spread ovcr Par Bonds, Outstanding New .0825% 
Money and New Money commitment s of (13/16%1 
1989·92 Fina nci ng Package 

(;l1l11i1Jioll.~ of dollflrs) AI'l!rage 
1990' 1991 199} 1993 1994 1990-94 

Interest savings frorn principal 
redu ction 10 14.8 676.5 676.5 676.5 676.5 744.2 

Interest savings from rat e reduction 1206.7 804.4 804.4 804.4 804.4 884.9 
New money cash nows 749.5 345.9 345.9 0.0 0.0 288.3 
Savings from restru cturing of 

amortisationsJ 2545.0 1873.0 243 1.0 21130.0 1492.0 2154.2 

Total Ca.sh Flow Savings 5515.9 3699.9 4257.9 39 10.9 2972.9 4071.5 

1 Th e differen ce between S48.044 and S48.483 mn ofcl igible base debt is due to a porti on of the base debt which is guaranteed 
by the World Bank :lnd is not subject to the restructuring opti ons. 

1 This includes retTo:lcti vcsa vings from Ju ly I. 1989. applictlble in 1990. 
l This includes th e defermcnt o f tlnlOrtistllions origilltllly frillin g due in this pcriod to 2019. 
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2. Brady and the Philippines: What Progress? 

Reginald Herbold Green 
'Pacta Sunt Sc rvanda' ('The Contract Must be Honoured') 

Med ieva l Domestic Private Commercia l Law Doctrine 

Ovcnricw 

The Phil ippi ne publ ic sector medium and long·term 
commercia l bank debt re negot iations concluding in 
Scptcmber·October 1989 were intended to be the 
centre pi ece of closing a 1989 external reso urce gap of 
$ 1.3 to 1.5 bn and a 1990 gap of so. I to 0.4 bn. They 
took place in the context of a rcaffirmat ion by 
President Aquino and her Central Bank Governor and 
Sccretary of Finance that th e whole. externa l debt 
could, should <i i.ld\vould be paid. 

The oU lcom'c of the negotiations was two agreed 
targets: r 

a. 8 1 bn o f ' new money' eit her as medium and. long· 
term (M L T) loans o r as 15 year nOIH eschedu lable 
bonds at 13/ 16 per cenl over Libor to be take n up 
by June 30,1991; 

b. 8 1.3 bn buyback of public sector M L T (20 per 
cent of outstanding) at 50 per cen t di scount 
finan ced by the IMF, the Wo rld Bank and th e 
Ex·Im Dank of J apa n to take place during the 
co urse or 1990. 

Dackground 

Philippine exter na l debt is in the 827.5 to 829 bn range 
as of e:1rly 1990. Of this $ 13 bn is commercial bank 
including SIO bn MLT of which $6.6 bn is public 
sector debt. 

Over 1986·88 annual net transfers of debt interest and 
principal averaged 8 1.7 bn or 5 per cent of GDP­
after a variety or partial commercial bank (C D) and 
Paris C lub rescheduling negot iat ions. 1989·92 pro· 
jections arc for Sl.5 bn annua lly assuming no Ilew 
borrowings or renegotiations. 

T he 1988 growth rate was 6.5 pe r cent. Official 1989 
project ions were: with closing of the finance gap 6 per 
cent and without 4.6 per cent. In th e eve nt tota l Paris 
C lub and regu lar rollover CB savings on outn ow and 
limited increases in trade credit may have to talled SO.3 
10 80.4 bn impl ying growth of about 5.0 per cent. 
Howeve r growth in tourism and direct foreign 
in ves tm ent (likel y to be reversed in 1990 fo ll owing th e 
November 1989 nearly succcssful coup attempt) plus 
some usc of reserves allowed 5.8 per cent (tentative 
first estim ate) growth . 

The 'pay at a1\ costs and borrow/gct ODA/ba rga in on 
US payments for bases in order to do so' stra tegy o f 
the President, Secretaries of Finance and Cen tral 
Bank Governo rs (including those appointed in the 
January 1990 reshufne) has kept Philippine ex tern a l 
debt's secondary market value to 50 per cent of face 
and been welcomed by creditors - commercial, 
bilateral ilnd officia l. I t has probably played so me ro le 
in mobi lising ODA and encouraging direct in ves tm ent 
innows, both of which are significant. It has not 
secured new funds in the sense ornet innows of overa ll 
ex terna l resources nor has it closed the financin g gap. 
The strat egy and the negotiations have been the object 
of sustai ned, widely based criticism in th e press and by 
an umbrell a Freedom rrom Debt Coalition, which 
gro ups academics, business organisati ons, church 
groups, labour and peasant bodies and support 
groups. Their main proposals have turned on gross 
debt service capping (at IO per cen! \ 0 20 per cent of 
gross visible ex po rt s or one quarter to one ha lf of 
1986·88 average gross payments), se lect ive rep udiatio n 
(of up to $6 bn o f loans inherent ly na wed by 
corrup tio n the lenders knew of or should have known 
01), bond SWtlpS or secondary market purchases at II 
high di scount and Pa ~ i s Club rcnegotiations on a nllllti 
year, lo ng grace period (inte rest and principal) plus 
long payback basi s. Legis lation on debt se rvice 
capping as a means to force sa tisractory debt 
renegotiation terms was passed by an overwhelming 
majorit y in the Senate and has majo rity support in the 
House, but th e President has made clear she wou ld 
veto it. Some Cabinet Ministers (now large ly ex· 
Ministers) favour debt capping and go ing into 
se lective partia l arrea rs on debt service. 

A Debt Counci l including some critics of the 1986·89 
stra tegy has been appointed by th e Presiden t, but has 
few powers and exhibi ts something very close to a built 
in 'pacta su nt servanda' majorit y. Some fa irly 
imaginative but small debt buybacks (nomina lly by 
gove rnment owned financial institutions, not by the 
State) ha ve bee n ca rri ed ou l. Beyond tha t pre·1989 
a.pproaches and res ults were very much like ea rly post-
1982 Latin American London and Paris Club models. 

lI in anci ng I{cq uircmcnt and Tim ing 

The init ial Nat iona l Economic Development Authority 
es timat e of th e 1989·90 ex tern a l rcsource gap was 
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S2.2 bn. The reduction to SI. 7 bn accepted in the 1989 
IMF 'Letter ofInt ent' was on ass umptions as to trade 
deficits and growth rat es inconsistent with the NEDA 
model (and on trade, at least, with reality). That figure 
was cut to SIA bn by Paris Clu b resc hedulings SO. I bn 
above estimate ( 100 per cent not 70 per cent of intercst 
rescheduled) and by £0.2 bn on CB resched uling of 
1990 principal paymen ts. The di vis ion - on the IMF 
es timat e - was S I.3 bn in 1989 and $0.14 bn in 1990. 

Conce rnin g the Olli ca me o f th e CB negotiation , two 
poin ts stand out: 

a. $ 1.0 bn of'new money' (ifachicved) and SO.078 bn 
of net interest sav in g (for one year as no funds we re 
drawab le in 1989) on buyback docs not add up to 
SIA bn (much less S l.9 bn on th e NEDA estim ate 
adju sted for other reschedulings); 

b. the timing of nows is inconsistent with that of th e 
projected gap. On reaso nable projections, as of 
October. SO would come in 1989; S250 mn mi ght 
co me in lhe first half of 1990; $400 mn in the seco nd 
half of 19.90 and S425 mn in the first half of 199 1. 

'New Money' 

The 'new money' component of the negotiated targets 
is SO .9 bn for major banks and SO. I bn for th ose with 
sma ll er exposures. This can be in normal ML Ts or in 
15 year non-rescheduled bonds at the opt ion o f the 
banks. Each bank can pick the form it prefers and the 
amount of it s additional ex pos ure, i.e. the target is a 
ceiling with no gua rantee it will be met or even 
approximated. 

As of mid-January 1990, only SO.62bn had been 
pledged or semi pledged. The new Secretary of 
Finance was on a four nation to ur to try to drum up 
the balance by a deadline ex tended from J anuary to 
th e end of Feb ruary. 

As th e 'new money' is sign ifi ca ntly less than principal 
repayments on old debt , is too late for 1989, at 
13/16 per cen t over Libor is not concessional and 
under the bond opt ion wou ld bar rescheduling, it is 
ha rd to sec this leg of th e arrangements as a great 
success even if SI.0 bn is raised. 

Secondary Market Purchases 

It a ppears that a 50 per ce nt discount has becn agreed 
· with the banks (under press ure from the IMF and 
World Bank who indicated their reluctance to finance 
buybacks at the 30 per cent discount proposed by th e 
C Bs). Voluntary offers of th e order of S l. 5 bn face 

. value, exceeded th e purchas ing power of th e $0.650 bn 
raised from a rund-Bli nk-Oillit eral co nso rtium of 
lenders who financed th e January 1990 repurchase . 

Wor ld Bank approva l of SO.2 bn excl usively for 
repurchase is the first tranche o f what tl~e out going 
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Central Bank G overn or described as a pledged 
package of SI.55 bn to retire 83 bn more of debt at 
50 per cent of fa ce va lue by the end of 1991. 

The problem with this approach -which does mark a 
breakthrough in usin g IFI and bilateral loans to a 
government to repurchase its own debt at a d isco unt 
- is that it does littl e fortheshort term finan cing ga p. 
In that respect th e debate on the relat ive merits of 
di sco unted debt buybacks versus eollateralised, 
discounted bond SWClpS is very much second ary to the 
point that the main ga ins come primarily on future 
obli gations - especially for repayment of principal_ 
rat her than on prese nt interest p'.lyments, so th ey 
cannot be the main source of plugging th e short run 
financing gap. Further if these approaches arc limited 
to CB channelled ML T loans to th e public secto r th ey 
would cover only a bout a fifth of IOta I debt. A t a 50 per 
cent discollnt th ey would th erefore reduce th e debt 
burden only by 10 per ce nt plus the am ount by wh ich 
interest on Fund-llank-Bilateralloalls used was below 
lhat on the retired debt - perhaps 12 per ce nt in tota l. 

Where Next? 

In including debt redu ct io n (appa rently on ly because 
it was stressed in th e Brady Plan), the Philippines has 
a ltered its macro renegotiation st rategy in a way whi ch 
increases pote ntial long- term gains. However th e 
am ount is marginal and th e short-term ga ins a lmost 
neglig ible when se t against th e financin g gap. 

Tt is hard to avo id co ncluding that th e present 
Phi lippine st ra tegy is unlikely to be adequa te. The 
basic target should be to reduce net debt service either 
to zero (treating gra nts as well as new loans as offsets) 
or at worst to 10 per cent of visible exports. That 
would free 5 per cen t of GOP and 20 per cent oflhe 
recu rren t budget fo r in vestment, wou ld extinguis h the 
financing gap and be roughly cons isten t wit h 6 per 
cent growth . This in turn would all ow 1980 
GNP/capita levels to be restored in the first h;-tlf o fthe 
1990s. It wou ld a lso give so me stabilit y 10 debt service 
net oUlnow projections and force longe r term, Ill ore 
realistic negoti ati ons. 

'Pacta nul serv;-tnda sunt' might - as the Freedom 
From Debt Coalition and Congress believe - be a 
beller approach th an th e present o ne. I t would fo rce 
nego tiations aim ed at reduci ng prese nt gross debt 
se rvi ce by an average of 50 per ce nt and de/aclo put the 
focus on debt redu cti on, as it wou ld be cl ear tha t 
present debt s co uld not be fully serviced within a 
10 per cent of visible export ea rnin gs net se rvice 
cei ling . Cll debt burden would need to go down by 
50 per cent, i.e. substitution of 50 per cent reduced 
principa l amount of loa ns (whether by eo ll a tera li sed 
swa p or buyback) at interes t rates no higher th a n the 
presen t ones. Act ion analogous in resu lts, albeit no t 
necessa rily fo rm , wo uld be needed on the .Paris C lub 

" . 

front. Conve rsion of all IMF drawi ngs to ESAF 
(which is beginn ing) and agreement s with the World 
Ba nk and ADS to lend at least as much as repayment s 
plus int erest arc a third compo nent with se lective debt 
repudiation of loans in which co rrupti on went to the 
heart of the tra nsact ion a fourth. 

The 1989 CO ag reement docs no t represe nt signifi cant 
movement in that direction , as well as not meeting the 
immediate need for closing the externa l resource gap. 
It is morc likely to act as a furth er impediment to 
sll sta ined rapid growth and to require further rounds 
of iriterminable negotiations with the prospect of 
furth er de lays in debt service payments but no 
adequate red uction in the ove rall burden of externa l 
debt. 
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3. The Costa Rican Debt Deal: Is Small Beautiful? 

.Stephany G ri ffith-Jones 

A. Int roduct ion 

One of the most inte res t ing deals agreed in principle 
with in the Bra dy Plan is the Costa Ri ca n one. Its two 
ma in feat ures a rc: a) the dea l has o nly the options of 
debt/ debt se rvice red uction (a nd not. a new money 
o ption) a nd b) the leve l of debt/deb t service red ucti on 
agreed is vc ry large. be ing est ima ted at a round Iwo­
th irds of cont ractual obl igat ions . As regards the latter 
point it sho ul d be st ressed that the dea l will bring 
Costa Rica no cas ing of it s cas h fl ow in the short run , 
becaus e the cou ntry has 1101 been servic ing its 
commercial debt in full for severa l years . Howeve r. the 
agreement of such a den1 will imply that Costa Rica 
has - to a n important ex tent - overcome the se rious 
deb t overha ng problem, with which it has bee n 
struggling si nce 1981. (T he Costa Rican debt crisis 
s tarted a year enrlier than Ihal of Ihe rcs i of Lati n 
Ame rica !) A major reduction of Costa Rica's debt 
overhang - if quickly final ised - should have a 
beneficia l effcct on privnle secto r expcctations and 
confidence, as thc danger arising from disruptions and 
continuous negol iations d isap pears. Costa Rica n 
sen ior policy·makers would also see a highly 
demanding and tim e·co nsuming activity such ns 
pay ment debt nego tiations disa ppear from their busy 
age nda wi th more time and energy available for them 
to concentra le on nationa l economic ma nagcmenL I 

. B. The Backgrouud 

Costa Rica has several dis t inctive feat ures which affcct 
. its debt posit ion. It is a sillall count ry; th erefore , 

tho ugh it s debt is la rge in proportion to its own 
economy (with ils per capita rati o amongst the highest 
in the wo rl d, and with a dcbt/export ratio that peakcd 
at around 300 per cent in Ihe mid·1 980s), the tOlal su m 
ofi ls debt is relat ively small for its cred itors; there fore, 
th e potential damage of arrears o r even losses o n 
b·anks' balance sheets is infin ite ly smaller tha n si mi la r 
steps taken by Mex ico Or Brazil. Th is is one of the ways 
in which Costa Rica's smallness is advantageo us to il. 

Furthcrmorc, Costa Rica has o ther special feat ures. It 

, For an inle res lin g a ccount ol"how tirn~-collsuming and di~tracting 
d ebl negolintions co uld be For a ~rnall debtor. see an account by th ~ 
Former Debl /T.l inis tcr oFCost3 Rica: E. Rodrigucz. 'Cos ta Rica: A 
Quest for Survjval' in S. Griffith·Jones {ed) "'(IIrnging World Drill, 
\Vheal~heaf(UK) and SI. M:lflin ·.~ Pre.~~ (USA). 

In.'i H,dlr l itr. 1990. ,...,1 21 no 2. l n , l i l", ~ of l)c,·do l' ",~ "r Srud io:<. SII" " 
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has a democ ratic regime (being unique in this sense in 
Central America); it neighbours with Nicaragua and 
Panama, wh ich' implies that the US government had 
particu lar moti ves to maintain frie ndly rela t ions. 
Costa Rica a lso has a h ighly sk ill ed debt barga ini ng 
tcam. A t th e sa mc lime the Costa Ri ca n gove rnm ent 
has im ple mcnt cd fai rl y sllCCCSS flt ll y an acceptab le 
adjust ment progra mme; the budget deficit has been 
sha rpl y rcdu ced , inna ti on declined from above 80 pe r 
cen t in 198 1 to a rale bet ween 10 and 20 per cent in 
recent years, the exchange rate has become competitive, 
leading to a s trong expansio n of non-traditional 
expo rt s. In th e last four yea rs GOP growth has been 
relatively good, though per capi ta GOP is st ill below 
its 1981 level. These features have allowed the Cos ta 
Rican gove rn ment to obta in valuable concessions 
from the internatio nal fi nancia l insti w tions. Fo r 
example, Cos ta Rica was th e first count ry in La tin 
A merica to get credi t fro m the IMF (un der a stand-by) 
while having q uite la rge arrea rs with the commercial 
ba nks. The diplomat ic way in which arrea rs were 
accumu lated (without any use of radical rhetoric, a nd, 
o n the contrary, with permane nt emphasis by the 
Costa Rica n aut hori ties on their WISh to reac l) an 
ag reement wi th th e commercial ba nks) was no te­
worthy. Indeed Cosla Rica followed the strategy of 
'conc il iatory defa ult', - o r pe rhaps a more mil d for lll 
of 'conciliatory debt arrears' - advoca ted by peop le 
like Ana to le Ka letsky, wit ho ut shouti ng it from the 
roof·tops. As a result , it was a ble to co ntinue a ttracti ng 
fair ly significant nc w nows from b il a teral aid agenc ies 
and mult ilatcral agencies wh ile li miting service 
payme nts o n its bank debt. Pa rtl y a lso because of the 
sma llness of its economy. such o fficial nows were not 
interrupled as a result of commercial debt arrears. 

The fact that Costa Rica was in partial arrears to Ihe 
co mme rcia l banks led to the sha rp decline in the price 
of it s debt in th e secondary ma rket (to a leve l below 
20 per cent since Dece mber 1987). In turn Ihis made it 
easier for Costa Rica to o btain such a favourab le dea l 
wit hin Ihe Brady contex t. 

C. The Costa Il ica Dea l in the Con text of the 
Brady Plan 

The agree ment reach ed between Costa Rica and il s 
Banks' Adviso ry Committee in November 1989 
cove red USS I. 5 bn of mediu tTl-t,<rm bank · debt ane.! 

USS325 mn o f arrears dating back as fa r as 1986. As 
poinled out, th is agreement p rovides for onl y t~\'O 
options: reduction of the debt or of th e s~ rv l ce 
thereon; no prov ision is made for fres h funds ~v ll hout 
a wr ite·dowll. In esse nce, th is agreeme nt gtves the 
banks the oppo rtu nity to sel1 the ir debt back to Costa 
Rica at a p ri ce of abo ut USSO. 16 on the do.lIa r. Ban~s 
choos in g to sell 60 per cent or more o f the ir portfo ito 
wi ll receive a n o ffe r to exchange the remainder of the 
debt for a 20-yea r bond ( ind uding a 10·year grace 
period) at a fixed below· ma rket inte rest rate of 
6.25 per ce nt. As a n incentive for commitmen ts ~o 
undertake large-scale buy· backs, these bonds Will 
include a re newable guara nt ee of at least 12 mon ths on 
interest pay ments. In con trast, ban ks sel1 ing less than 
60 pe r ce nt o f th ei r loans w i\[ rece ive lo nger·term 
bo nds (25 years, with 15 yea rs grace) a l a fi xed in teres t 
rate ·of 6.25 per ce nl with no such guaran tee as that 
p rov ided for in the forme r case. 

Arrears in respect o f th e debt remai n ing a fter the 
repurchase o peration arc to be settled by mea ns of a 
20 per cent casJi payments and the reprogra mmin g of 
the balance over 15 years (with no grace period) at 
0 .8 1 per cerit over Libo L Again , in orde r to encour~ge 
th e banks to undertake la rge buy· backs , banks sclilng 
60 pe r cell t o r more of the ir portfo lio will receive a 
renewable guaran lee on three years of interest 

·payments. 

T he Cos ta Rican bonds will a lso contain a co nti ngency 
cla use whereby the ba nks will be ent itled to additio nal 
payments if Costa Ri ca' s G D P exceeds 120 per :e.nt of 
its 1989 level in real terms. Howeve r, such additional 

paymen ts may under no circumstances be in excess of 
4 per cent of·the aggrega te va lue of the bonds and the 
loans involved in the rescheduling o f nrrears in 
interest. O nce these latte r loa ns have been pa id, Ihe 
ce iling fo r add itiona l payments wi ll drop to 2 pe r ce n t. 

As pa rt of this package, Cos ta Rica will a lso set up a 
debt/eq uit y co nversion progra mme invo lving a 
minimu m o f USS20 mn per a nnum for th e nex t five 
yea rs. 

Abou t USS253 mn will be needed to fi na nce the Costa 
R ica n agreemen t, of which over USS IOO mn wi ll come 
fro m t he World Bank and the IMF in the fo rm of 
loans. The remai nde r is to be obtai ned from bilateral 
sources, such as J apan, T a iwan and the USA. 

D , A Brief Assessment 

The specia l fea tu res o f th e count ry a nd th e negot iating 
sk ill o f the Cos ta Ri ca n au thori ti es have been 
co mbined for this country to ge t the best dea l in the 
contex t of the Brady Plan. Furthermore , the fact Iha t 
the country was al ready in rather substant ia l arrears 
for several years with th e commercial banks olld that it 
d id /lOl insist on new money as pa rt of the package 
clea rly seems to have co ntributed to it being abl e to 
nego tiate such a large discollnt on its debt. T here arc 
clear lessons here for other debtors, even thoug h so me 
account needs \ 0 be ta ken of Cos la Rica's spec ial 
fea tures, such as its s mall ness and its geo-po lit ical 
importance to the US. However, o lher governments 
should also learn from the Cosla Rica n governmellt 
the ski ll to a rgue that theirs is a 'special case'. 
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The New Roles and Facilities of the IMF* 

Robert Russell 

The int ern ationa l debt problem has been an evo lving 
phenomenon , invo lving a number of actors . A 
co nstructive approach to the ma tl er requi res a posit ive 
response from all thc nelOrs. in a cooperati ve effort. 
The IMF's role in lack li ng the inlcrnat ional debt 
problem must th erefore be viewed as a central element 
ilJ a wider international s trategy to address the issues 
in vo lved. 

During 1989 the fOCllS shift ed somewhat from an 
approach relying mainly upon debt reschuduling , to 
one in cluding possible debt and debt service red uction 
in suppo rt of adjust ment. In Ihis process of debt 
workout, there a re four pa rti es respo nsible fo r 
generating a coo pera ti ve approac h to the problem: the 
credi to r coun lries, th e indeb ted cou ntries, the 
commercial banks, and the in ternat ional linance 
inst itu tio ns. Each one has a specilic role to play in the 
process. 

Fi rst, th ere are th e govc rn ments o f the creditor 
cou ntries. Their role is th ree·fol d . They must adop t 
policies to achieve 'maximu m susta inable high quality 
growth',1 and to reduce trade protect io nism. 
Additionally, there is a need for them to provide 
appropriate financ ing, both multilatera l and bilatera l, 
and relief ini tiatives (as fo rm ulated at the T oronto 
su mmit) for official debt. 

Second, th e over- indebted countri es bear a 
respo nsibilit y to pursue stro ng growth·or ient ed 
adjustment pol icies, a nd to nego tia te and fulfil the 
terms of appropriate fi na nCi ng or debt rest ructu rmg 
arrangements with creditors and donors. 

T hird, the re are the commercial ban ks. Their 
. responsibility includes resc heduling debt , and agreeing 
to debt a nd debt service redu cti on where approp ri ate. 
Howeve r, they should co ntinue lending in moderate 
amount s to countries wh ich a rc embarking on, or 
al ready making steady progress on, se rious adjustment 
progrnmmes. 

FOllrth , th ere is the rol e of the interna ti onal financial 
institut io ns, and in pa rti cu la r, the Fund's specific 
responsib il ities. These arc 10 provide sou nd policy 

• portions of this anicle ha\'~ appear~d in publications of Ihe 
International Monetary Fund. 

, Opening Address by the Managing Direclor of the Internat ional 
Monetary Fund :tt the Annual Meetins of th e World Dank :tnd 
Internat ional Monetary Fu nd. September 26. 1989. 'MF Sum.,)" 
\'011 8, no 19. p.29~. 

I DS /lld/nll!. 1990. ,·ot 21 no 2. 1" ' liIUlf of Dc,,<lol'mcnl S",di!$. S""f~ 
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advice, and 10 playa part in financing, by making 
reso urces avai lable to any membe r correcting its 
balance of payments d iffi cu lties, withi n presc ribed 
limits a nd subject to cond itiona lity, There is a lso Ihe 
importan t catalyt ic effect which suppo rt from the 
Fund ca n have, and the Fund 's ongoi ng coll aboratio n 
with (he Wor ld Bank. By contributing in these ways, 
the Fund ca n further st rength en the intern at iona l debt 
st rategy. 

The O peration of Ihe Inte rnat ional Monetary 
Fund 

The prime functions o r Ihe Fun d a rc to p rovide th e 
mn chin ery fo r advice and co llnboration on inler· 
na ti onal moneta ry prob lems; to supe rvise the overa ll 
functioni ng o f the interna tional mo neta ry syste m, by 
promoting a proper balance between ndjustment and 
financing in a ll member cou ntries; and to mak e 
resources avai lable to members, in o rder to support 
th e measu res they fi re takin g to co rrec t temporary 
maladj usrme nt.s in their ba la nce of payments. 

Each member country is assigned 11 quola in relation 
to its economi c strength. The size of the qu o ta 
de term ines the member'S vo ting powers and the 
am ount of fo reign exchange or SDRs which it ca n 
'purchase' from th e Fund as well as its fina ncia l 
contribut io n to the Fund. Specia l Drawing Right s 
(SDRs) are a ll ocated to mcmbers in proportion to 
the ir quo tas. SDRs have beco mc accepted rese rve 
assets and can be exchanged for convert ible currencies 
from othe r members, but requi re payment of interes t. 
The calcu lation of the va lue ofSDRs is made dai ly on 
th e basis of a basket of currencies o f the USA, the UK, 
the Fede ral Republic of Ge rm nny, France and J apan. 

The drawings offunds to support ba lance of payments 
adj ustm ent arc limited by pro\!isions which govern the 
total am ount of the Fu nd 's holdings of the mem ber's 
currency, expressed as a perce nt age o f its quota. Those 
purchases that do not bring the Fund' s holdings of th e 
member's currency above its quota , known as rese rve 
tranche purchases, a re allowed without spec ial 
arrangeme nt . Purchases a re paid back by 'repurchases', 
in SDRs o r currencies usa ble by the Fund. 

The Fund's Policy Advisory Role 

The Fund is req uired to oversee bC;H h the int ernatio nal 

monetary system to ensu re its effective operation, and 
the obse rvan ce by eac h member o f its obligations 
under the Art icles o f Agree men t. T o do the latt er, th e 
Fund must 'exercise firm su rveillance over tb e 
exc ha nge rate policies of members', wh o are req uired 
to p rov ide it wi th th e necessa ry info rma tion a nd to 
consu lt wit h it on their excha nge rate po li cies when th e 
Fu'nd req uests the m to do so. The object ive o f 
surve illance is to encourage membe rs to fo llow 
economic polici es cond ucive to sustai ned economic 
growt h with low innation in an open world economy, 
and to avoid payments a nd exchange po licies ha rm fu l 
to ot her members. 

Survei ll ance a pplies to a ll members, but ex tra 
atten ti on is given 10 the large industrial eco no mies. 
Fund surve illance can help to reduce the incidence of 
resc hedu lings o r ex tern a l debt of developing co untri es 
in two ways: first, by contribut ing to a more stab le 
expanding global econo mic envi ronment which ra ises 
the prospects fo r a ll cou ntries to meet exte rn al 
obligations and enhance their creditwo rth iness; and, 
second, by ind.u·ci ng indebted countries to adopt more 
appropriat~. po licies than they might o therwise 
pursue. 

.Art iclclV Consulta tions 
Article IV of th e A rti cles of Agreement charges the 
Fu nd wi th reviewing the polic ies of it s members 
affecting exchange rates. This in practice has been 
interp reted to include a wide array of economic 
poli cies. Consultations are held pursuant to Article IV, 
with each of the 152 membe rs, in most cases annually. 
The Fund stafT ge nera lly co ll ect information requ ired 
fo r su rveillance during regula r consultations wit h each 
membe r and duri ng special consultat ions witb certain 
members in co nn ecti on with th e Fund's· world 
eco nomic out look exercises. Moreover, th e Fund may 
a lso decide th at develop ments in a membe r's exc ha nge 
market o r its exchange rate policies indicate a need fo r 
d iscussions with tha t mcmber. 

In app raisi ng the member's policies, the Fund sta ff 
eva luate development s in the member's balance of 
payme nts, in light of the Int ter's reserves and externa l 
deb t pos itions. This evaluat ion takes into account the 
contribution that domest ic as well as ex terna l policies 
are mak ing to ba lance of payments adj ustmen t, and 
the extent to whi ch the member's po licies arc fos tering 
th e co nditions required for stabili ty, slls ta ined 
econo mi c growth , and hi gh employ ment. T he stafrs 
report is subm itted with th e ap pro va l of th e Managing 
Director to the Execut ive Board, which reviews it 
before determ ining whet her the membe r's policies arc 
consisten t with the principles of survei ll ance and its 
obliga tions under Article I V. The Managing Directo r's 
'summing up' of tb e Boa rd di sc ussion is then 
transmitted to th e authorit ies o f th e count ry. 

M uft ilateral S un'c ill ancc 

The Fund has also been called upon to pIn y a crucia l 
ro le in multil !lteral slIrvei liance. Fo ll owing the Louvre 
and Venice agreem ent s the Fund has bee n developing 
ind icators as we ll as eco nomic analyses to ass is t the 
major ind ustria l cou nt ries in eva lutlting th eir 
econo mic policies. It has bee n fou nd that th e medium­
term scenarios, involving key ind icators, are helpfu l in 
hi ghlighting the internationa l int eractio n of economic 
po li cies and develo pments. The Fund cont inues to 
exp lore the developme nt o f crite ria th at wo uld be 
helpful injudging the s ll sta inability and desirabil it y of 
the evo lution of a limited set of key economic 
variables. 

F inancing in S upport of Growth-oriented 
Adjustment 

T he second principn l funct ion o f the Fund is to 
provide financing in support o f the bala nce of 
payments adjustment programmes of member 
count ries. As of A ugus t 1989, the Fund hnd 49 
arrange ments o f this na tu re wi th 46 countries, which 
was up from 46 in 40 co untries a year earlier. There 
were un draw n commi tments of SDR 10,232 mn , 
co mpared with SDR 3,533 mn a year ea rlie r. Because 
cou ntries undertak ing Stich programmes ofte n a lso 
requ est reschedul in g o f their external debt within 
roughly sim il ar tim e periods, it is important to iden tify 
the terms and COfldit ions of Fund lending, and th e 
linkages wh ich are often established bet wee n debt 
rescheduling and n country's rela ti onsh ip with the 
Fund. 

Fund resources a re made available to a member in 
ba lance of payments diffi cu lty, but the amounts are: 
I) limited in proportion to the member's quo ta in th e 
Fund; 2) made ava ila ble for short · to mediu nHerm 
periods, usua lly three to five years, but a s mllch as ten 
years und er certain facilities; and 3) subj ect to 
condit ions designed to assu re attainme nt of viabi lit y 
in the member's balance of payments posit ion ove r an 
appropria te pe riod. A viab le pay ments position hns 
meant - especiall y fo r developing countries - a 
current account deficit that can be financed by cnpitnl 
in now in terms th a t ca n be serviced th ro ugh th e 
growth of th e economy, a nd without resort to 
addit ional restricti ons 0 11 trade and payments (which 
would add to, rath er than co rrect , existing d istortio ns). 

Policies carried ou t in the con tex t o f a Fu nd suppo rt cd 
programme arc esse ntially designed to restore 
domes ti c and externa l balance in Ihe economy, thus 
setti ng the righl condi tions for susta inable g rowth 
over the mediulll term. Balanced economic pol icies 
include market·related levels fo r strategic prices , such 
'as interest and exc ha nge rates, which a re fundamental 
·supply·side' policies because th ey are crucial to the 
mobi lisa tion and effic icnt a lloca ti on of savings. Fund· 
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;upported programmes al so em phasise measures 
:lirected explicit ly a t improvin g supp ly conditions and 
;trengt hening the produetive base of the econo my. 

· rhe extent and pace of overa ll adju stm ent is often 
jictat ed by external reSource co nstraint. However, 
:his docs not impl y that more finan cing a nd slower 
ldjust ment would be less costly. Members have a wide 
"angc of choice over specilic adjustment measures; 
:here is no single 'b lueprint' which is app li ed by the 
Fund. Orten, the 'seal of approva l' given by th e Fund 
:0 a member country plays th e most importa nt ro le in 
)vera ll adju stments, sin ce it ca n ha ve a catalytic effec t 
in Olher sou rces of fina nce. 

The Fund provides direct financial suppor! to 
members who are undergoing econo mi c adjustme nt 
prog ramm es in a variety of ways. The usual financing 
vehicles a re th e stand· by arrange ments, and ex tended 
arra ngemen ts. Fo r low income cou ntri es, there is 
additional assist ance unde r the Structura l Adj ustm ent 
Facility (SAF) a nd th e Enhanced Structu ral Adjust ­
men! Facility ( ESA F), bot h o f which cover three year 
adjustment programmes. At th e end of the 1989 
linancia l year, th ere we re a to tal of 14 stand-by 
arrangements, two ex tended arrange ment s, 23 SAFs 
and seven ESAFs in effec t [IMP Annual Repor!, 
1989]. 

Credit Tranches , Stand-by a nd Extended 
Arra ngements 
The credi( tra nclle policy is the Fund's regular o r basic 
lending policy. A me mbe r ca n make purchases in four 
credit tranches, each equivakn! to 25 per ce nt o f it s 
quota. A first credit tranche is one that raises the 
Fund's holdings of lhe pu rchasing member's cu rrency 
in the credit lranches to no more th ;'!t 25 pe r cent of 
quota. A member may usc the Fund's resources in the 
first credit tranche - which may be appropriate ifthc 
payments deficit is relatively small - if th e member 

· demonstrates that it is making reaso nable efforts to 
overco me its difficu lt ies. 

Subsequent pu rchases arc made in success ive 
Iranches, the upper credit tranches. These drawings 

· arc subjec t to conditionality. The purpose is to ass ist 
the country while ass urin g that fund resou rces arc 
used in support o f po li cies to restore susta inable 
pay ments with economic g rowth. Such use is a lmost 
always made under stand·by or extended arrange­
ments. A stand-by or ex tended arrangeme nt enables 
tlle mem berto make purc hases from th e Fund, up to a 
spec ified amount , durin g a g iven period without 
further review of it s po licies, as lo ng as il ha s observed 
th e performance crite rin and ot her terms included in 
I'he a rrangemen t. 

The du ration of a stand-by arrangement is usually 
12 months but may ex tend to a max imum of th ree 
yea rs, with repayme llt within a pe ri od of three and 
one· folLrth to five years after purchase. Extended 
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arra nge ment s no rma lly ru n for three yea rs but may be 
leng the ned to four yea rs. The Fund's Extended Fund 
Facilit y (EFF) a nd th e Fund 's temporary poli cy on 
enlarged access allow members to bo rrow substantia ll y 
higher perce nt ages of quota than und er th e credi t 
tranche po licies. The repurchase of drawings unde r 
the E FF are made within four a nd one-half to ten 
yea rs nfter cnch purchase . Repurc hases under th e 
enla rged access po licy arc made over a pe riod o f three 
and one-ha lf to seven yea rs. 

Performance Crit eri a 

Purchases o f the a mounts ava ila ble under a s ta nd-by 
o r ex tended arrange ment are available in insta lments 
during the peri od of th e a rra ngement. However , the 
mem ber's right to draw is a lways subject to its 
obse rva nce o f performance criteria , including possibl y 
a furth er revie w of the situation described in th e 
programme. The perfo rm ance criteria typi cally cove r 
credit policy, governme nt or public sector borrowing 
requirement s, a nd policy on trade and payment s 
res tricti ons. They a lso frequently cove r the co ntr:l cting 
or net use of sho rt-, mediulll-, and long-term fore ign 
debt , :lnd chan ges in external rese rves. Performance 
cri teria a llow both the member an d th e Fund to assess 
th e member's progress in ca rrying out po li cies during 
the sta nd-by or ex tended arra ngemen t period. Fa ilure 
to o bserve a performance criterion suspends purchases 
under th e arrange ment until the Fund a nd the me mber 
reach und ers tand ings, based on consu ltations and 
Executive Board act ion, for th e res umpti on of 
purchases. 

The Fund's Execu tive Boa rd examines a ll req uests for 
the usc of th e Fund's gene ral resources (othe r th an th e 
reserve tranche purchases) to determine whether the 
p roposed usc wi ll be consistent with th e provi sions o f 
the Fund's Articl es and po li cies. 

The S tructu ra l Adjust ment and the Enhanced 
S tructural Adjustment Facility 

The SAF was established in March 1986, in order to 
provide co ncess ional financial ass ista nce to low­
inco me members who faced serious balance of 
pa yment s diffi cu lti es and who need to undertake 
programmes of structural adjustment. Financ ing fo r 
th e facili ty is bei ng provided by the SDR 2.7 bn of 
Trust Fund renows sched uled to become avai lab le 
durin g 1985-91 . Loansca rry an annual interest rat e of 
0.5 per cent, and repayment s arc made se mi-annually 
between five and o ne-half and ten ye:l rs after th e 

. disburse ment. 

The ESA F was establ ished in December 1987 to 
provide additional fin a nce to low income co unt ries in 
balance of payment s difficulties a nd undert ak ing 
stru ctural adjustme nt programmes. It deri ves it s 
finan ce Illostl y from loa ns and grants. The maturit y of 
the loans, and th e int eres t rate is the sa me as thatl!nde~ 

SAF, but access unde r the ESA F is considerabl y 
larger. Whi ls t elig ible cou ntries may cu rrent ly obta in a 
maximum o f 70 per ce nt of their quotas in three 
!ranches from th e SAF, unde r th e ESAF, access is 
ex pected to average about 150 per cent of quota over 
th ree yea rs, but may reach up to 350 per cent in 
exceptional circumstan ces . The amo unt borrowed 
under ESA F depends o n the stren gth of the country's 
adjustm ent effort, and size o f it s 'bala nce of payments 
problem'. 

An elig ible member see king SAF or ESAF funds 
deve lo ps, with the :lid o f the Fund and the World 
Bank, a med ium term po li cy fram ework for a three 
yea r adjustment programme set out in a 'po licy 
fram ewo rk paper' (PFP). This describes the macro· 
eco nomi c and st ructural pol icy prio rities and 
Object ives, as we ll as the strucwral reform and 
economic policy measures for th e three-year period. It 
also conta ins a more deta il ed description of th e 
s t ructura l refo rms and eco nomic pol icies to be 
implemented .il1 th e fir st yea r. Th is is upda ted an nu a ll y 
on a three yea r rolling basis. An addit io nal rol e 
env isaged for th e PFP is that it se rves as a basis to 
attract fin ft'ncial support fro m other sources, such as 
b ila teral dono rs, by providing a cohe re nt macro­
eco nomic and st ructu ra l fram ewo rk for such s·upport. 

Pe rformance during a programme year is monitored 
. by mea ns o f benchmarks, so me of which a rc 

qu ant ified, that renect th e prog ramme's key objectives, 
targets, and policy goa ls. Although di sburse ment s a rc 
no t directl y related to the obse rva nce of benchmarks, 
fin ancial benchm arks arc usuall y specified o n a 
qua rt erl y basis, a nd if de viatio ns occm , policy 
adju stm ents arc introduced as necessa ry, under th e 
subsequ ent a nnu al programme. 

O ther Facili ties 

Compensa tory and Contingency Financing 
Faci li ty 
The Fund also has n number of faci li ties designed to 
meet the spec ial needs of mem ber countries. T he 
Compensatory Financin g Facilit y, CFF, es tablished 
in 1963 , was the firs t special facility created by the 
Fund. I ts purpose is to prov ide finan cia l assistance to 
membe rs - particu larly primary commodity expo rting 
co untries - ex peri enci ng ba la nce of paymen ts defici ts 
resulti ng from export shortfalls. Such shortfa lls must 
be tempora ry and largely :lttributable to c ircumstances 
beyond the member's control. 

Initially, the CrF cove red on ly sho rtfalls in earn ings 
from merchandise ex port s, bu t coverage has since 
been wid ened. In M:lY 198 1, cove rage was ex tended to 
provide assistan ce to membe rs whose ba lance of 
payme nt s we re adve rse ly nffected by shnrp inc reases in 
th e cos t of cereal imports . Members may base th eir 
requests for li se of the C PF on export shortfalls alonc 
o r on a combinatio n o f export shortfa ll s an d excesses 

in the cost o f cerea l imports. 

Purchases (f.cans) made und er the C rF are add itio nal 
to those tl~ al me mbe rs may make unde r tran che 
po licies. Repurchases (repayments) under th e CFF a rc 
made in eight quarterly insta lments, beginning th ree 
a nd a quarter yea rs and endin g five years after 
purchases . 

In 1988, a further expa nsio n of this faci lit y was 
es t:lbl is hed, and it was renam ed th e compensatory and 
co ntinge ncy financing facility (CCFF). This retains 
the essential fea tures o f th e C FF, but adds a 
mecha nism for co ntin ge ncy finan cing of member 
co untries that have ente red inlo a.djustm ent pro­
grammes. The contingency mechan ism partially 
protects programme countries from unanticipa ted 
di sru p ti ve movements in key a ccount va ri:lbles such as 
export earnings, import prices and int erest ra tes. 

T he amo unts o f financing available to a member 
under th e CCrF arc up to 40 per cc nt of quota eac h on 
account of the expo rt sho rtfall and thc external 
co nt inge ncy clements, and up to 17 per cen t o f quota 
for th e excess ce real import cost. I n additi on, members 
ma y req uest to draw an optional tran che of up to 
25 per cent of quota to supplement :my one of these 
three clements. Where a member l1:1s a sati sfa cto ry 
balance of payment s posi tion - except for Ihe effec t 
of an ex pon sho rtfall o r an excess in cerea l import 
costs - a limit of83 per cent of quota app lies fo r eit her 
of these clemen ts. Fo r countries in thcse circumstances. 
a combin ed li mit of 105 per ce nt of qu o ta o n th e useof 
the ex pon sho rtfall and excess in ce rea l cos t clements 
ap plies. 

In additi on to the cumulat ive limit s o n contingency 
fin:lncing of 40 per ce nt of quota (or 65 per ce nt of 
qu o ta, including the opt ional t ranche), such financ ing 
ge nera ll y ma y no t exceed 70 per cen l of access under 
the assoc iated arrangement. There is a lso a cumula ti ve 
sublimit of 35 per cent of qu o ta for con tinge ncy 
finan cing on a ccount of deviatio ns in internationa l 
interest rates. Members are enco uraged to o bta in 
para llel fi nancing fro m commercial banks and to usc 
marke t mec han isms to redu ce their exposure to 
interest rate risks. 

Buffer Stock Fina ncing Facili ty 
The buffer s toc k finan cing facilit y was anot her faci lity 
designed to smooth ou t fluctuilt ions in prima ry 
commodity pri ces, and thus va ri a tions in ex po rt 
ea rnings. It was established in 196910 help fin a nce 
members' contributi ons 10 approved international 
co mm odity buffer s toc k sche mes . Drawings m:ly be 
made for buffe r s tock financ ing up to th e equivalent o f 
45 per ce nt of quota. As requi red for purchases under 
the e FF. the member is expected to coope rate with the 

"Fund in a n effort 10 solvc its ba l:lnce of pay men ts 
diffi cu lties. T o date, th e Fund has auth o rised th e usc 
of it s reso urces in co nnec tio n with lin, cocoa, rubber, 
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and sugar buffer stocks, but drawings have been made 
wi th respec t only to tin , rubber, and sugar. 

. Repurchase provisions are the same as for credit 
tranche and compensa tory financing purchases, 
except that rcpurchases must be made if buffer stock 
con tributions arc returned to members. No loans on 
-t his facility are now outstandi ng. 

Besides these facilities, th e Fund also prov ides 
emergency assistance to member countries to meet 
payments problems a rising from sudde n natural 
disas ters. Thus in 1988/89, SDR 7 1.8 mn was drawn 
By Bangladesh to co pe with nood damage, and 
SDR 36.4 mn by Jamaica to meet foreign exchange 
needs following hurri ca ne damage in September 1988. 

S trengthening of International Debt Strategy, 
and the Fuud's Role from May 1989 

In May 1989, the Executive Board of the Fund 
approved new guidelines for th e Fund's in volveme nt 
in helping those developing countries who a re 
members in fac ing se ri ous debt problems. The 
guidelines provide fo r Fund support for com mercial 
bank debt and debt sen ' ice reduction by member 
countries. 

All members are eligible for fin ancial support of debt 
and debt-service reduction schemes, unde r th e new 
gu idelines iss ued by the Fund, provided th at certa in 
conditions are met. The Fun d must be satisfied tha t: 

I) the member is pursuin g an economic adjustment 
programme with strong elements of structura l reform, 
in the context of a stand-by o r extended arrangement 

2) vo luntary, market-based, debt and deb t-service 
reduction will help the count ry rega in access to cred it 
marke ts and achieve ex ternal payments viability with 
economie growth 

3) finan cial support for debt and debt-service 
reduction represent an efficien t use of scarce resources. 

In reaching a judge ment on each of these po ints in a 
particular case, Ihe Execut ive Board will be guided by 
a number of considerati ons. These include whether th e 
member is pursuing policies designed to improve the 
climate for sav ing and investment , help reverse ca pital 
night , and aHract pri va te ca pital innows and direct 
investment. 

The guidelincs provide that the proportion of Fund 
rcsources eommitted under an extended or stand-by 
arra ngement that cou ld be se t aside to reduce the stock 
of debt would normal ly be about 25 percent , although 
.th e exact proportion Would be determined on a case­
by-case basis (for example, it is 30 per cent in the 
Mexican case), drawings on set aside amounts wou ld 
normall y be phased, in line with the member's 
performance under the adjuslment programme. 
However, So me fronl- Ioadingor phasing in accord ance 
with specific financing needs of the member's debt 
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reduction plan may be permitted . 

In certain cases, th e Fund would consider add itiona l 
access to its resources, provided Iha t such suPPOrt 
wou ld be decisive in promoting further cost-effective 
debt and debt-se rvice redu ct io n, and in ca la lysing 
other financia l resources. Such additio nal aecess, of 
up 10 40 per cent o f the member's quot a, can be lIsed 
for interest support in connec tio n wit h debt and debt­
se rvice redu ct ion. Act ual access will be determined 
case-by-case, in th e light of the magni tude of th e 
member's balance of payments problems, th e strength 
of it s· adjustment programme, and it s effort s to 
contribute its own resources to support debt and debt­
service reduction, 

The Fund wi ll period ica ll y review the progress of 
individual operati ons to ensure that a substanti a l 
reduction in debt or debt-se rvice reduction obligations 
is occurring, consistent wi th movement towards a 
sustainable balance of payments pos ition for th e 
deblOr. The Fu nd will not , howeve r, be direc tly 
in volved in the negotiati ons between members and 
th ei r bank cred itors. The Executive Board has stressed 
the imporl ance of close collaborat ion between the 
Fund and th e World Bank in supportin g effecti ve debt 
reduction ope rati ons by member countri es. 

Fund practices with res pec t to assurances on bank 
financing have va ri ed, depending on a va riety of 
considerat ions. The objectives of th e poli cy o n 
fina ncing ass ll rances a rc to ensure th at: adjustment 
programmes arc adequate ly financed: that financing 
helps recurn th e count ry to a viable balance of 
paymen ts pos it ion , enab ling it to repay the Fund; th e 
burden of fina ncing is shared equ itabl y; and orderly 
relat ions between the member cou nt ry and its 
creditors are maintained or re-es tabli shed, 

Tbe new guidelin es modify th e policy on finan cing 
ass uran ces, in the lighl of the changes in the finan cial 
envi ro nment , and the possibility that debt ors may 
need time to ag ree on fina ncing packagcs with their 
cred itors. These guid clines have a provision for the 
Fund to approve an arrangement before the 
conclusion of a financing package between the 
mem ber and its commercia l bank creditors. Approva l 
ma y be given where prompt fun d support is essentia l 
fo r programme implementa ti on, where negotiati ons 
with banks have begun, and where an appropriate 
finan ei ng package is ex pected to be concluded with in a 
reasonable peri od of tim e. When circumstances 
warrant , Ihe pract ice of seeking a 'critica l mass', and 
the possibility of approvin g an ar rangement in 
principle, wi ll contin ue to be foll owed. In such 
situa ti ons , a cr iti cal mass of bank commitments is 
obta ined prior to approva l of a sta nd-by o r ex tended 
arrangement by th e Executive Board, or th e 
arrangemelll is approved in principle, but docs not 
co rn e into effec t unlil a critica l mass has been secured 
by the banks. ' . 

.. 
In promoti ng o rderl y finan cial relations, every effort 
will be made to a\'o id arrea rs, which cou ld not be 
condoned or anticipa ted by the Fund in th e design of 
programmes . Nevert heless, an accum ul ation of 
arrears to banks ma y ha ve to be tolerated wh ere 
negotia tions con tinue an d th e country's financing 
situatio n docs not allow them to be avoided. The 
Fund's poli cy of non-to leration o f a rrears to officia l 
cred itors remains un changed . 

Following the adoption of the opera tiona l gu idelines 
fo r it s support of debt and debt-service redu ction in 
May 1989, th e Fund approved arrangemen ts invo lving 
such support for four count ries - Costa Rica (on 
Ma y 23), th e Philippines (on May 24) , Mex ico (on 
May 26). and Ve nezuela (on Ju ne 23). 

For the Philippines and Venezuela, the Board 
app roved extended arrange ments, and set aside 25 per 
cen t of resources approved under th e arnmgements 

for debt reducti on. A stand-by arrangement was 
approved for Costa Rica, with 25 per cent sel 'lsidc for 
debt reduct ion. All four arrangements a lso provide for 
the poss ibility of addi tional resources of up to 40 per 
cent of th e member's , quotas for debt-service 
reduction. 

Conclusion 

Thus one shou ld stress that the way forward dOes not 
lie in uni lat era l appronches, whethe r one is a credito r 
or a debtor. Rather, all actors in the situa tio n, both 
debto r and creditor cou ntries , commercial bnnks and 
the internat ional institutions themselves, Illllst 
recognise th eir com mo n interest in reaching a reali stic 
understanding of th e situ rllion. From th is, one ca n 
move towa rds a situa tion whe re an end to the process 
o f debt workout is in sigh t, and in which the poss ible 
solu tions ca n be freely negotiat ed and market based. 
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The New Roles and Facilities of the World Bank 

A nth ony Toft 

Introducliol1 

T his con tribluion aims 10 illustrate the Wo rld Bank's 
involveme nt a nd role in the changing debt workout 
process. I n o rd er \ 0 understand the \VB perspect ive, it 
is necessary to go back to March 1989, and look at the 
positi on of th e hi ghly indebted co untri es before th e 
Brady Plan. I t is appropriate \ 0 be focussing in 
part icu lar on th e co mm ercia l ba nk ing sit uation, 
befo re loo king in further detail at th e \VB' s support o f 
the pos ition that debt and debt se rvice redu cti on must 
be an essen tial compo nent o f any viable so lut ion to the 
problem o f T hird World debt. 

HIes and Their External Debt after 
Sel'cn Years 

During the 19805, the H ies sufre red from overa ll 
economic deteriora ti on, which consequent ly affected 
thei r commitment to debt repayment and se rvicing. 
For most in debted co untries, growth ra tes havc been 
negative or declini ng for much of the 1980s. pa r the 
so-ca lled Baker 17 (WB's I-lies), the rea l GOP growth 
rat e wns negn ti ve from 1982 to mid- 1983, rose slightly 
durin g th e fo ll owing two yea rs, but has sin ce been 
declining. Per capi ta cons umpti on too has no t bee n 
encouragi ng; for H ies as a gro up. co nsumpti on was 
lower in 1988 th a n in 1982. This decline has a lso been a 
feat ure of the relatively 'good perform ers', such as 
Chile and Mexico. 

Other econo mi c indicators emphasise thi s patt ern of 
decli nin g economic growth rat es. Gross domestic 
inves tment , fo r example, has shown a sha rply negat ive 
trend si nce 1982. Again, for me rchan di se imports, 
rates were negat ive during the ea rly 1980s , a nd then 
showed, on ave ra ge, a zero growth rat e between 1985 
and 1987. 

In th e face of these discouraging t rends , the debt 
burde ns of the 1-II Cs rema ined ominously high. Debt 
service rat ios ha ve been co nsisten tly highe r for the 
H ies than for LDes as a whole, bu t whilst there has 
been a sustained decline in rat ios fo r the la tter since 
1986, there h:lS been no similar pattern fo r the 1-IICs. 
S imil:lrl y with debt -expo rt ratios, wh ich reached a 
peak in I-li es of 3 10 per cen t in 1987. O vera ll debt 
owed to co mm erc ial ba nk s by th e H ICs increased 
sig ni fican tl y during th is period of 1982-87. Fo r 
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example, Chi le's debt to commerc ia l ban ks in 1982 
was USS 3.7 bn; by 1987 it ha d rise n to USS 11.3 bn. In 
Venezue la, the commercia l debt rose from USS 11.8 bn 
to USS 23.6 bn. Yet, wbile (he co mm ercia l debt 
situa t io n ha s been worsening, net fl ows fro m pri va te 
so urces have also been dramati ca lly decren sing. Thus 
the net t rnnsfer pos itio n o f the 1-II Cs has bee n 
deteri o rating s ha rp ly since 1982. 

As a res ult o f the co mb ination of th e dete rio ratin g 
eco nomic situa tion nnd th e considerable debt burden, 
th ere has been a di sce rnible strai n on the commitment , 
a nd eve n ability , of many governments to establish 
mo re ope n economies, with increased mobilit y of 
resou rces and trade. Furt hermore, governme nt s ha ve 
increasingly found themselves in a position of having 
to reso rt to nrrears to help fill financing gaps. 

Thc Commcrcial Banks and the HICs 

T he Brady in it iati ve is essent ially co ncern ed wi lh th e 
con trib utio n made to th e debt crisis by the 
internationa l commerc ial banking comm unity. Thi s is 
understandab le . given the fact that not only are some 
two th irds of the externa l cla ims on the heavi ly 
indebted cou ntries held co mm ercia lly, but th a t the 
trends concerning th e ba nks' posi tion vis"l1-l'is the 
debt crisis threa ten a major shift to public sector 
fin a ncing in the fu ture. 

Howeve r, th e present ex ternal debt burden of these 
count ries is NOT exclus ively n commercial o ne. Whi le 
it is entirely :lppro pria te that atte nti on be focused on 
the problems posed by the new realit ies of wha t cOllld 
be described as the co mmercial banking 'ma rket 
place" simi lar attention will need 10 be given in th e 
no t-t oo-distan t futu re to the burdens posed by th e 
cl aims of the officia l secto r, as represented by the Paris 
Club. 

A fundam entnl shift in commercial bank attitudes 
towa rds th e debt st rategy in rece nt yea rs can be t raced 
back to sevem l underlyin g factors. F irst ly, mos t 
commercia l banks no lo nge r viewed the debt pro blems 
of the I-II Cs ns be ing of the most press ing concern to 
them. Thi s was for a number of reaso ns. Previo usly, 
banks had ex pended co nsiderable effo rts to strength en 
balance shee ts, bllt o f len at rea l cos t to asset base, 
share ho lder equity a nd eve n staff size. Thi s is renec ted 
in th e fac t that fo r virtually a l.! banks, Lp C ex pos ure 
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has bee n declining markedl y as ' a fa cto r on thei r 
baboce shee ts. The amount owed by I-II Cs, fo r 
example, as a percentage o f total cnpita l o f US banks, 
has decl ined from 132 pe r cent in Dece mber 1982, to 
on ly 46.6 per ce nt in June 1989. T he decli ne has been 
even more pronounced for non-US banks. In add it ion, 
for many no n- US banks, the decline of th e do llar has 
helped red uce the relat ive importance of H IC assets 
vis-a-vis oth e r assets. Major rese rve increases in 
res pect o f LDC ho lding have also taken pl ace , and 
profit s from ot her ban king activities have gone up. 

Secondly most banks are more co ncerned abou t 
profiti ng from new co mpetitive cha llenges than th ey 
arc abou t the debt crisis. As a ge nera lisa ti on, in 
Europe, th e foclls in March 1989 was on the 1992 
econo mi c int egrati on within the EC. In the US, 
opportunities o ffered by the opening lip o f interstnte 
bank ing, the poss ibility of engaging in the secllf ities 
business and leveraged buyout act ion were prime 
foc uses of att ent ion. US banks were nlso interested in 
ex ploit in g the 1992 o pportunities in Europe. I n J a pan , 
deregula t! on of the financia l secto r a nd th e 
opport unities for expa nsion into th e US :lnd Europea n 
markeis through acquisit ions loomed la rge. I nd eed, a t 
the ri sk o f oversimplificat ion, it is pro babl y tr ue to say 
tha t today, the debt crisis is no lo nger viewed by the 
ba nks as a threat to the financial system, but rath er as 
a po te ntially potent force in a compe tit ive wa r. 
Dependi ng o n the particular bank in quest ion, this 
force is ei ther a wea pon which can be used to 'beat up' 
co mpet itors, o r a weak link in one's defe nsive 
a rmoury. 

Thi rdl y, :l nd probably mos t importantl y, it is dou btful 
whethe r ::I ny bank belie ved th ese countries were 
sufferi ng fro m a temporary bout ofil1 iquid ity. For th e 
mos t part, they probably saw the problem as one of 
credi tworthin ess - they bc1ieved that full recovery o f 
ex istin g claims was at best ·a long way off, with 
prog ress being uneven and subject to numerous po licy 
failures. This ha·d ram ificati ons for . th e new money 
process. If yo u ::I re convinced as a banker or a 
share ho lde r, whether rightly o r wro ng ly, that a 
bo rrower llIa y not ultimat ely be capable of maki ng 
good in fu ll o n it s debt ob liga tio ns, is the re not::l po int 
at which it ceases to ma ke sense to increase o ne's 
ex pos ure in o rder to keep those asse ts curren t, even at 
the risk of protracted arrears resulting in n number of 
c:lses? 

Fourthly, the new money process has been made less 
a ttrac ti ve fo r ba nks by the fact th at they ha ve been 
forced in to a partia l recognition of losses on their 
LDC asse ts. In the last two ·years, as we have see n, 
wh eth er as a result of regulatory pressure or 
induce ment o r because o f appropriate ba nkin g 
prudence, provisioning again st I-II C assets has" 
increased very significantly. r o r the US banks, 
provi sioning does no t t ran slnte into n writ e-down of 

regu latory ca pita l. But with the new Bank ( 
Int ernat iona l Se ttlemen ts capital adequacy rules d u 
to come into effect at th e end o f 1990, US banks ar 
likely to consider further increases in provision 
(which is probably implici t in prov iding new mone 
these d ays) as a k in to a capita l loss, becnllse til es 
provisions wi ll no longer be counted as capi tal. 

If onc adds to these facto rs the fact that ba nk s Sa w ver 
low ma rgins on their lending to debtor co untries, a n 
the increased emph as is on pro fi tabi lity and capil< 
adeq uacy standards , one can see that by ea rl y 198 
' new money' had become an increasin gly unattra cti v 
pro posit ion. The rela tive contribution of new mo ne 
to deb t reli ef decl ined fro m 1983 on, so that by 198! 
on ly a very small proportion of to ta l debt rel ief cam 
th rough 'new money' . 

T his is no t to say th at the World Dank believes th 
'new money' process dead . New money docs enabl 
banks to keep exi sting assets current, wh ich mi gl· 
o the rwise have had to be treated as no n- performin 
and written down. In general, th e conce rted lendi n 
process worked to maintain press ure o n a ll countri, 
to pay the maximum possible amount o f debt serviCL 
des pite the fact th at this process may have bee 
gene rating inadequate relief for many H ICs. I-Ioweve 
ge nerally spea king, where the losses that one impli cit l 
risks incurri ng by not providing new money al 
'managea ble' fo r a bank , the predis posit io n will be t 
accept such losses, and to try to bene fit fro m th 
compensa ti ng competitive advantage it ma y gn in ove 
ba nks who canno t extricate thelllseives, or for wh ol 
the impact of losses is mo re severe. Obvioll sly ho' 
' mana geab le' losses arc depends on th e lendin 
arrangement , but in th e case of lendin g to th e sma llc 
H ICs , the losses n rc manageable fo r mos t banks. Suc 
predispositio n towards protecti ve behaviou r is greatl 
s t rength ened when prospects for a ge nern l reso lut io 
to a country's deb t problems appear to be very di m. 

The co nseq uences o f this t re nd have been mo~ 
dramatic. W hereas in 1982 th e commercial b:lll 
di sb urse ments to 1-Ii Cs exceeded deb t se rvicing nO\\ 
back to the banks, by the end of 1986, the situntion w< 
reve rsed. Dy 1987, fo r everyone do ll ar ( 
disbursements by the banks, they we re gelli ng S4 i 
.re tu rn through deb! servici ng. Put an o ther way, i 
1986 there was n net tra nsfe r of fin a nce fro m the Hi e 
to the commercial banks o f a lmos t S20 bn. 

The 'menu' approach to debt reschedul ing is in essenc 
a refl ect ion of this tende ncy amongst ba nks to engng 
in se lf-protective behaviour. Those banks fo r whic 
th e new money process contin ued to be desira ble, C 
even indispe nsn b1e a t tim es, favoured th e men 
appro:lch in o rder to make th e overall p rocess m Ol 

attractive to as many banks as possib le. 

However, th e benefit s of the menu varied fro m on 
econo my to nnothcr. The depth of eco no mi c act ivit 
an d the sta te of so me economies d o not alwa ys len 



themselves wel1 to some menu items, such as 
rclending, or else do not a llow signifi cant relier to be 
obtaincd rrom such it ems. As a result , la rger marc 
. co mplex economies were mos t likely to benefit from 
th e menu ap proach. Olher factors a lso limited the 
adoption of thi s approach - the l ime and effort 
req uired to design such packages was of len daunt ing. 
flanks too o ften wa nted to limit the scope of some 
menu it ems. 
However, the biggest limitat ion to the menu lay in its 
most va un ted asse t: it s mark et driven nature. The 
ma rket, as represented by the banks, can be said to 
h·ave decided that self·p rese rvatio n was the safest 
course of acti on in a co mpetiti ve world. More 
important ly, co nce rted actio n was not seen as a viable 
rollte to se lf-preserva tion. The exhortations to banks 
b·y credit or governments to fend fo r themselves, and 
the regul a tors' drh'e to re- instill traditi onal prudential 
pract ices by th e banks, was taken as a signal that an 
independent CO llrse of actio n was ultimately the safest 
one. 

In summary, in Ma rch 1989 th e World Bank predi cted 
th at, in th e absence of any majo r new ini tia tive in the 
debt strategy, the number of banks part icipating in the 
new money package would be like ly to narrow rurther, 
as woul d th e nu mber of co untries benefiting fro m such 
financings. It wns th ought tha t th ere would be furth er 
effort s to broaden the so-called 'menu' of options. 
This would be ai med :I t encouraging continued 
participati on by di stin guishing new cl aims from old , 
and at extracting some financial relief from those 
ba nks unwilling to participat e in new lending. Yet , at 
the same time it was real ised th a t concerted new 
lending fo r th e HIC's would o nl y be obtai ned with 
great diffi cult y, ifat a ll. In Ma rch 1988 , a WB Board 
paper sl<ltcd that: 

'Despite the fact thaI banks continue to hold about 
two-thi rds of tota l medium and long-term claims o n 

. the heavi ly indebted countri es . . . pressures not to lend 
will grow, forcing selec ti vit y and stron g reluctance 10 
accept exposure increases th at in other circumstances 
might look quite reasona ble. All coun tri es arc thus 

' Iikely to ex perience delays in asse mbling new money 
packages, constant downward pressure o n the 
amounts to be obta ined and cont inuation of the shon­
term approach tha t has characterised the conce rted 
lending process si nce the beginning. Some countries, 
particul arl y s mall er ones, ma y be faced wi th a choice 
between either red uced growth or furth er recourse to 
a rrea rs to commercia l banks .. .' 

World Bank S upport of Deb! and Deb! 
Service Reduction 

It is rrom the trends a nd fnctors out lined above that 
the World Ban k drew the inescapable conclusion that 
debt an d debt se rv ice rcdu ction mll st be an essen ti al 
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component of any via ble solution to thc problem of 
Third World debt. The faci liti es es tablished by the 
World Bank ( 0 support this so lu ti on, were ad opted in 
May 1989, and essentia lly parallel those of the IMF . 

There a rc a number of pre-condit ions for a country to 
obtain Wo rld Dank suppo rt fo r a deb t and debt sc rvice 
reduct ion scheme. It must have a la rge debt bu rden, 
and be pursui ng a mediu m-te rm stru ctura l adjus tment 
programme which is accep tnble to the World Bank. 
The need for debt reducti on in o rde r to nch ievc 
medium-term growth and ndjustment objectives must 
be clea rl y demo nstra ted. Finally, th e country in 
qu esti on must show significant be ne fit s res ulting from 
the intended financing relief operation in terms o f 
improved growth and inves tment prospects. 

If these conditio ns can be met, th e World Bank is 
prepared to a lloca te lip to 25 pcr cent of the Worl d 
Bank's planncd adjustmel11 lending programme to a 
country ove r a th ree yen r period , to support 
operati ons invo lving significant principal reduction . 
As an a lt erna ti ve, th e Wo rld Bank will all oca te up to 
10 per ccnt o f it s ove ra ll lend ing three yea r 
programme, in th ose cases where th e World Bank's 
lending programmes a rc concent ra tcd on inves tment 
lendi ng. In additi on to th is , therc will be incremental 
resources ava ilable of an add it io nal 15 per cent of th e 
overa ll th ree year lending programme. 

Whi le these reso urces a rc in tended to be made 
ava ilable over a three year period, the need ror 
significant fro nt-l oading is of co urse recognised by 
Wo rld Bank managc ment. In the case of the Mex ico 
package, this translates into a management proposal 
to provide some SI.9 bn of debt and debt se rvice 
reduction support by J anua ry. 1990. 

Whilst the World Dank has been full y prepared to 
endo rse Secretary Brady's in iti ative and make 
avai labl e resources in support of thi s new phase of th e 
debt worko ut process, th e World Bank el1 visualises it s 
role in the post-Brndy speech worl d as something 
more spec ific. There is a conse nsus within th e Wo rld 
Bank that its prima ry contribu tion to the deb t 
wo rko ut process should continue to be what it has 
been for several yea rs now: tacklin g those institut ional 
and policy fl aws in the HICs wh ich contributed so 
sign ificant ly to the accumu lati on of huge debt burdens 
in the first place. The Wo rld Bank must continuc to 
build up assis tance to th e in ves tment process in these 
count ries , without which growth will certainly be 
elusive. I n recent years, lhe proporti on of World Bank 
co mmitments to adjustment lendin g has grown 
steadily, especia ll y in H ICs, where adjustment lend ing 
actuall y exceeded project lend ing in th e 1989 fin ancial 
year, to total a littl e over S4. 5 bn. What thi s means in 
practical terms is illustra ted with reference to the 
World Bank 's proposed policy-based work programme 
for Mexico and the Philippines in th e co min g. five 
years. 

World Ba nk Operations in Mexico and the 
Philippines 

The World Bank has now become Mexico's la rgest 
single source of new money. In the pas t yea r, three 
major adjustme nt programme operations have been 
ent ered into, including a Financia l Sector Adjustment 
Loan, a Pu blic En te rprise Reform Loan and Industrial 
Sector Policy Adjustment Loan . The policy dialogue 
with Mex ico will include: 

a) :I rev iew of the cu rrent regulatory and financial 
framework in industry and agriculture 

b) a stud y of tax reform options 

c) an intensive analys is of urban air pollution in 
coll aboration with the World Health Organisati on 

d) an assessment of infrastructure and energy sector 
issues 

c) the development of strategies for integra ted health 
and nutriti on iJli tia tives 

f) th e assessment o f improved programmes to 
ame l io rat~. rural pove rt y; and 

g) an analysis of environmental issues to COme lip 
with a set of recommendations. 

Over th e mediu m-term, the World Bank plans to 
. main ta in a lending program me for Mexico averaging 

over $2 bn a year. 

A commensurate effort is planned for the Phil ippines, 
with an overa ll lending programme running a t an 
'Ive ra ge of S700 mn a year for th e next few years: Of 
th is, 75 per cent wi ll be for investment purposes . The 
Philippines programme started in ea rl y 1989, and 
involves: 

a) continuing the process of trade libera lisat ion 

b) improving tax co llect ion and overall revenue efforts 

c) contilllling the process of privatising pub lic 
co rporati ons and government owned banks 

d) refo rming reg ulati ons governing the financial 
sector 

e) res tru cturi ng and expanding the public in ves tment 
programme 

f) supporti ng the soc ia l sector and poverty a lleviation 
programm es 

g) pursuing a major agra rian refo rm 

h) monitorin g monetary and fiscal perfo rmance to 

ass ist in meeting targets des igned to limit in fl ati on. 

Whilst th e ·approach taken by Mexi co was o ne of 
comprehens.ive debt reducti on, the Philippine pro­
posa ls place emphas is on some new money , but in 
combina ti on wi th debt buybacks. Thus the World 
Bank will continue it s emphasis o n adjustment 
lending, but ti e thi s in to suppo rt for the debt and debt 
service reduction process. 

Conclusion 

Whether the process se t in motio n by Secreta ry Brady 
wi ll mark the final sta ge in th e debt wo rk out process 
remains to be seen. In my view, we are probably 
somew here between the end of the beginning, and the 
begin ning o f th e cnd , in terms of achi eving a viable 
solution. For most of the Hie s, it is probably fair to 
say that it is:1 matter of years before the time arrives 
when they can fcel. with an y measure o f co nfidence, 
th at th eir debt problems have been overcom e. It is al so 
clear tha t we have a grea t dea l of innova ti on ahead of 
us. Neithe r the Mexican nor the Philippine proposa ls 
will necessa rily be appropria te precedent s for other 
countries. Clearly. th ere a rc other co untries fo r which 
the Philippine emphasis on new mo ney plus debt 
buybacks wi ll be approp riate. T here may be other 
countries where the comprehensive debt reduction 
approach taken by the Mexicans will prove feasible. 
But , fo r a significant numbe r or co unt ries, new money 
pros pects arc vcry dim and the necessary adjustment 
prog ramm es conducive to Mexican-type arran ge ments 
are nowhere as advanced as th ey a rc in Me xico. In 
these co untri es , ways wi ll need to be fo und to provide 
short-t erm cash now rel ief o ther than through 
conventiona l rescheduling and new money, while th e 
adjustment cffo rt is being intensified as a precondition 
for perman ent debt or debt service redu cti on. 

The fa ct is that dea ling with adjustment and 
investment iss ues arc th e World Bank's raison d'e/re. It 
is our specia l respo nsibilit y to wo rk fo r and sup po rt 
refo rm and adjustments des igned to address those 
institutional and policy fla ws wh ich contribute 
significantl y to the accumulation of debt burdens. 
However, th e res ponsibility for su pporting adjust· 
ments des igned to address Ihe consequences of such 
debt burdens lies with th e overall credito r communit y. 
The Wo rld Bank is a part o f that community, and we 
intend to play , and indeed believe tha t we are play in g, 
a respo nsible role in addressing these consequences. 
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The Paris Club and African Debt* 

. Peter Mou ntfield 

O rigins and Evolution 

It wi ll be helpful 10 sta rt with an institut io nal account 
of the Paris Club, because th ere is rclntivcly little 
written about it, and much misund erstanding. In 

_ origin , the so-ca lled C lu b goes back 34 yea rs, to the 
Argentine debt se ttl ement of 1956. Indeed, the Club 
ce lebra ted its 30th Ann iversa ry in 1986 wil h a sp lendid 
dinner at the Banquc de France. But th e 1956 
negot ia t ions were ve ry different from Ihe presen t 
sys tem. The background was, o f co urse non­
convertibi lity. And the Arge ntine ncgOl iatio,;s CO Il­
cerned the speed with which blocked accou nts would 
be freed up . Thus th e problem wa s esse ntia ll y th e 
sam e: a lack o f ha rd currency resources to meet 
exist ing ob li gat ions. But the fin ancia l framewo rk was 
com pletely different. Some of the int ell ectu al 
app.roach, and indeed the langl!age o f the p resenHlay 
Pans C lub ag reeme nl s reflects th ese ea rly o rigi ns. 
Above alt, it was a mult ilatera l solution to th e 
p roblem. One of the comemporary documents o n 
T reas ury files puts it very cl ea rl y: 

It would be surp risi ng if the Argelllines a bandon 
th eir preference ro r bi lat eral discussions. Our 
pro posa ls ror a roundtable con rere nce cl early 
:Ila rmed t h:m. They prerer to nego tia te bila tera lly 
In the belIef th at the lesso ns lea rned in one 

. encou nter may be applied to good efrect in th e nex t. 
The prospect o f si tting dow n with rcprese ma ti vcs 
o f high technica l competence rrom several 
cou ntries together is not ca lculated to attract them 
in th eir prese ~lt situati on. They a re arraid or being 
manoeuvred Into unco mrorta bl e positions and o r 
being fa ced with unpa latable decisions. This is, I 
think , th e chief reason why they cou nt er o llr 
p ro posals with p lausib le a rgu ment s tha t the 
d ispara te nature or thei r debt s and th e dissimilar 
preoc.cup~ li o ns 0: th eir cred itors make a joi nt 
eXanllnatlOn o r tillS prob lem impracticable. 

The patt ern which was es tabl ished ror Arge ntina in 
1956 has served the financ ial com munity we ll eve r 
sin ce, and I think the deb tors now accept that. 

During the 1970s, the pa ttern of mu ltilateral 
governlll~ nt debt nego ti atio ns became rel at ively 
s tnndnrdlsed. But th ere Was a significa nt s hift ove r 

*The views expressed in this article arc the author's own 
and not necessarily those of his department or government. 
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time. In. 19.72 a l~d 1974, there were two major debt 
reorsa lllsat lons IIl volv ing Ghann and Indo nes ia (the 
latter the resu lt or th e plan fo rmu la ted by Herma nn 
Abs ). These ag re~ll1ents were on a ve ry long t imesca le 
- 30 years .1 beli eve - a nd at concess ional interes t 
rates. It is. inte re~ t i ng tha t the lenders (primarily but 
no t ex.el uslvely aid agencies rath er than export credi t 
age l1 c l e~) ap~arent l y absorbed the implicit costs or 
co ncesslO nal IIl teres t rates witho ut a murmur. La le r in 
th e 1 970s.as a num ber or Arri ca n countries, 10 years or 
so a rt er IIldependence, bega n to run into pay ment 
pr.oblems - mnny or th em the res ult of ea rly eco no mic 
mIsmanage ment as mu ch as malign ex terna l co nditio ns 
- the pract ice grew up o rthe majo r c red itors mee ting 
together regularly bu t info rm a ll y. Near ly all o r the m 
were members orOECO and the meetings were nlmost 
a lways und.cr Frenc h chairmanship . There were one or 
two except lOllS: forexnmple, Britn in chaired one o f tile 
l a~er Ghnna debt conferences, an d th e negotia tions 
with Turkey, itself an OECO member, took place 
th ere rather than in the stri ct ly Paris C lub ro rm at. 
Man y or these negOl iat ions s till centred on o ld aid 
loa ns, nlthough th e UN CTAO reso lution 165 o r 1979 
recolll.mended the prog ress ive conve rsio n of such 
loans In to g rant - the process known as RTA. Partly 
as a result ~f that , and partly as n resu lt of tile cha ngi ng 
pa tt ern or IIldebted ness, th e focus has shifted rro m the 
~a rl y 80s onwa rds towa rds ex po rt credit debt _ that 
IS, loans made direct ly, by bod ies like US Exim, o r 
guar.a nteed by bod ies like ECGD. Nearly all s uch 
lendIng \,:,as o n co mme rci al terms (though mu ch o r it 
was a t s lI ghtl y concessiona l ra tes, as defi ned by the 
OECD conse nsus). From 1982 onwards, th e majo r 
debto rs moved centre-stage, bU( the pa th had bee n laid 
do wn ror them by Po land, which we nt to a Paris Club 
procedure (diplomntically given a difrere nt name) in 
198 1. • 

Since then, th e sausnge machine has become highly 
nu t omate~, and nego tiatio n rollows a rairly standard 
pa tt ern Wit h surprising speed. T he Secre tariat rece ntly 
produced SOme slart ling figu res to demo nstrat c the 
sca le o r these o pera ti ons. In 1987 alo ne, the tOl a l 
volun~e o r payments reschedul ed amO llllled to S26 bn . 
Even Ir you su btraci Po la nd a nd Yugoslavia , we re­
s~ hcd.ul ed S I8 bn or debt or 15 deve loping cOll lllrics. 
1 ha t IS S2 bn more th a n the to tal gross disbursements 
or the Wo rld Ba nk (including 101\) a nd or lhe IM F. It 
represe nt s a n eno rmous eO lltrLbution to cas ing th e 

immediate cashnow prob lems or the de btors. A nd it 
on ly involved 17 meetin gs, each one or two days lo ng, 
pl us a rew in ro rm a l technical meetings among the 
cred ito rs. Contras t this with th e weeks spent by the 
banks on each ca sco 

~ain Featurcs of a Paris Club Agreemcnt 

How does th e Par is Club ope rate? Perhaps the easiest 
way to und erstand ii , a nd the rat ionale behind it , is to 
a na lyse the ma in reatu res or an Agreed Minute - th e 
ro rma l process-ve rba Ie which reco rds the decisions o f 
a meeting. In ro rm, this is simp ly a recom menda tion to 
creditor governments by their representati ves meeting 
in Pari s inro rmall y under French cha irmanship. To 
give legal ro rce to these reco mmendat ions, they have 
to be translated into a series o r binding bi lateral 
agree men ts. T hose signed by the U K, th ough no t a ll 
the o th ers, actually take the form or interna tio nal 
treati es registered at th e United Na ti ons. Ma ny ot hers 
a rc simply a n .'exchange o f letters' . 

The Ag re·ec) · ·Mintite begins with a recit a l or the 
cou nlries/ a nd internat ional organisat ions a tt endi ng 
the mectin g, an d or th e ract that th ey lis tened to a 
presentati on by th e debtor o r his se riou s fina ncial 
pos itio n. The rormal and sligh tly stilted language 
concea ls nn important t ruth: th at th e creditors meet 
with the debtor under the shadow o r a threat o r 
imminent default , in order to pro vi de a tid y and 
mutually-acce ptable solution rather th an a n untidy 
an d acrimon ious derault. Th is criterion or'i mminent 
derault' goes right back to the Argentine a greement 
(a nd indeed, probably to pre-wa r dnys). The sa me 
parag raph solemnly ta kes note o f th e dctermin ed 
erro rt s be ing made by the debtor to pu t his hOll se in 
o rder. T his 100 has long·sla nding h istorical an te· 
cedents . But it s purpose, these days, is \0 provide a peg 
on which to hang a rererence ( 0 a n J M F-a pproved 
adjustment programme. 

The Ag reed Mi nute th en proceeds to de fin e the debt 
cove red by the agreemen t. In practice th is is very 
important. First or a ll , it a lmos t invariably excl udes 
short-t erm debt. Th is means that export cred it 
agencies can go o n providing short-tcrm cover, secure 
in the knowledge that thi s at leas t will be se rviced and 
turn ed ove r rreely. The debtor co untry is able to go on 
financin g part o flli s impo rt s, in clud ing vital rood and 
spare pa rts, o n ordinary commercia l credit terms 
without ha ving to put tip immediate rront-end cash. 
The major exception to t hi s rule wns Nigeri a, who 
bu ilt lip eno rm ous short-term arrears in 1983 which 
subseq uent ly had to be resched uled - in errect, 
capi tali sed a nd spread over th e medium-t erm . It is a 
precede nt we a re ve ry a nxious to avoid repea tin g. So 
the debts which arc cove red by the ag ree ment a re 
medium a nd long-te rm , a mi xtu re or so me o ld aid 
loans (ir no t cove red by RT A a lready) an d a lo t or 

expon credit. I nt er·gove rnm en tall O"a ns o ther tha n aid 
are very rarely included, th ough I ca n think or a rew 
cases. Very o rten , these deb ts arc sub-di vided into 
'arrears built up on recent maturities; new maturities; 
and arrears or new maturities o r previo llsly 
rescheduled debt (known in the trade as PRO). A ll 
th ose a re defined in relation to contracts entered into 
not later than a certa in da te, known as the 'cu t-orr 
date. This too has an important s trategic significa nce, 
much insisted on by the IM F. The theo ry is that ir a 
debtor country is rorced to reschedule a seco nd or 
th ird tim e, the cut-orf date will not be moved - i. e. 
cred it agencies can go on lend ing to th e debtor even 
a fter resched ul ing, o nce aga in secure in the knowledge 
that such new loans will be exempted rrom rurther 
reschedu ling. In ract, ECGO introdu ced a new facilit y 
in 1985, the so· ca lled DX rac;:ility, specifica lly to cove r 
such cases, and Ihe C hance ll or made ra th er a virt ue or 
it a t th e Inter im Committee mee ting or October 1985 . 

Having defined th e debito be covered, th e minut e goes 
on to set out the propo rtio n to be reschedu led -
ideally, a bout 85 per ce nt o f principal and no interest, 
bu t o rten, in p ractice ror the poores t countries, 100 per 
ce nt orboth. (I shou ld no te at th is point tha i wh ile the 
ban ks do no t resc hed ule interest, the Paris Club docs. 
Such rescheduling is so metimes the financia l equivalent 
or th e 'new money' increasingly rarel y being provided 
by the banks. More usua lly the banks conti nue to 
receive their interest, while the government credito rs 
reschedu le part o r alt o f thei rs, thu s in creasing their 
exposure both a bsol utely and re lat ive to th e banks.) 

Then th e minu te goes on to se t Ollt th e terms or such 
reschedu ling - th e grace period, th e ncw repayment 
sched ule, and th e timetable ro r meeting the down 
payment s ir an y (i.e. th e 15 per cent o r so which is not 
to be resc heduled, bu t which is o ft en sp read Ollt over 
12 o r 18 months). Then the min ut e spec ifics th a t such 
resc hedu led loans shall carry int eres t at 'the 
approp riate market rate', to be determined bilatera lly. 
I\fter th a t, it req uires the debtor to seek comparable 
te rms rrom o ther credi tor governments, and rrom 
o th er in st itu tions (ma inly banks, but somel imes a lso 
commercia l credito rs; thi s was pa rticula rly im portant 
in the case or Nigeria). 

The minute docs not specifica lly say th at debt due to 
the interna tional institutions will be excluded , but 
th ere is a tacit und erstanding that this is so . I imagine 
the reasons ror this exc lusio n are well understood: it is 
essenti all y becallse th e IMP was see n as a revolving 
rund, whose reso urces must be preserved and ir 
necessa ry refina nced rrom o ther so urces. The JBRO 
sees it" as in th e int erests of it s borrowe rs that it should 
cont inue to obta in the fines t poss ible terms. ror its own 
market borrowing, whi ch in turn mea ns that it must be 
exe mpted frOm resc hedulin g. 

The nex t secti on or th e Agreed Minute deals with 
cond iti o na lit y, in a rath er back-handed way. It 
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provides th nt the agreemen t con tinues to have force, 
so long as th e debtor coull try has .In arrange ment with 
the 1M F 'in the upper credi tlranches' - i.e. a sta ndby 
agreeme nt. T he wording has now been mo'dified to 
cover SAF and ESA F agreements as well. Th is clause 
co nta ins a bit ofa nuclea r deterrent in as much as, if an 
IMF agreement lapses we cannot actually afford to 

.invoke the clause , because th at would be to push the 
debtor country back into technica l default. It is the 
who le object of the Pari s Club procedure to avoid thac. 
I retu rn to this point in a momen t. Then there a re some 
technical provis ions to ensu re that the diffcrcnt 
t:;redito r governments are all trea ted on an equa l 
footin g, and tha t the refc ree - in this case, the 
Secretariat - can see fair play; and often there is a 
goodwill clause committing th e credilOrs to conside r 
in princ iple a renewa l of the agreement if the deb t 
problems continue. The whole thi ng is se t out in rat her 
sti lt cd langua ge, in two versions, Engli sh and French. 
Both are cqually unreliable. It is then signed, with a 
grea t nourish, by the Finance Minister of th e debtor 
co untry, and by all th c countries round the table. 

Proceedings of the Club 

So much for the format of the agreement. What 
actually happens? First of a ll, there is a good dea l of 
pre-cooking. We do not actually proceed to a 
negotiation until an IMF programme has been 
approved (t hough sometimes press ure of time means 
that we ha ve 10 relyon a te legram fro m Washington 10 
te ll us that this has happencd) . .In practice, when the 
IMF staff endo rses an adjustment programme, they 
have to make assum ptions about the amount of debt 
reli ef wh ich the different gro ups o f creditors will be 
prepared to offe r. This is a sligh tly chicken and egg 
5i tu a ti on, but we get round it by having a monthly 
rOllnd up in th e Paris Club of all th e debto r countries 
known 10 be in th e pipeline. By tb e time we get to a 

. formal negot iation, the IMF have a prettygood idea of 
how fa r tbe credito rs a re prepared to go. In practice, as 
I shall demonst rate, the variables in the equation arc 
rather li mited. On top of that , there is preparatory 

. :l egot ia tion, very info rma l, betwee n the chair and 
iecretariat on the one side, and the debtor gove rn ment 
)n-lhe othe r, to make sure th at eve rybody understands 
:he figu res and the procedure. Fa ilure to do this has on 
)ccasion led to an a lmost co mplete breakdown of 
lego tia tions, with some prett y hair-raisi ng late night 
;Jiff-hangers. 

rhe formal part of th e proceeding begins with a 
Jresen ta tion by th e Finance Minister of his country's 
)roblems and of it s adjustment prog ramme. Some of 
11ese presenta ti ons are awfully tcdious . All the 
:redi tors present should have had th e details long ago, 
n the fo rm of the IMF Staff papers presented to th e 
l oa rd, and th e better-orga nised debtors circul a te 
lrepared statements a few days before the mee ting, 
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often prepa red by th eir pri vate bank advisers. But 
there is no eq uiva lent procedure to 'read ing it in to th e 
reco rd' in Congress, and we have to sit through the 
whole recital. This is fo ll owed by shon , usua lly 
repeti tive, statements by th e vario us intern at ional 
instituti ons. These are often in inverse rat io to thei r 
importance. What eve ryone listens for, of course, is 
the IMF represent a tive. Again, these statements could 
and should.be provided in written form , but we have 10 

sit through th em. This process takes up much of th e 
fi rst mo rn ing, afte r which we move into a creditor 
ca ucus. The IMF observe r usuall y sits with us for th is 
stage. 

The Secre tariat prepare a 'payment ca pacity' tabl e 10 
support thi s part of the discuss ion. Usua lly, Ihis on ly 
looks one or two years ahead; the period cove red by 
th e consolidation. They also prepare ;I Tableau 
Magique, with each of the main parnmeters of the 
agreeme nt al ong one ax is, and the names of the 
cred itor coun tries along the othe r. Filling this in 
automatica ll y indica tes the lowest common 
den ominato r of agree ment, and since the Club always 
proceeds by consensus, one can see a t II glance what 
the o pening offe r is likely to be. The cha ir tries to 
fo rm ulate this fa irly, perhaps invo lving some 
bargaining if one o r more creditors holds OUI from the 
consensus. Thcn this is put to th e debto r country­
often over the lunch break o n the first day. Then 
fol lo ws a period o f shutt le dipl omacy, more o r Icss 
prot racted acco rding to the difficulty of the operation. 
The chairman moves from the debtors' room a t the 
back of the bui lding 10 the main confe rence room 
where the cred itors remain assembled. If the 
proceedings a rc more than usuall y protracted, th e 
chairman sometimes all ows time off for dinner. 
Sometimes the procedure is drawn out over more than 
o ne day , in order to give the debtor gove rnment time 
to consult it s autho rities at home. Us ually , the 
credit ors have plen ipotentiary powers a lready . 
Fina ll y, se ttl ement is reached , and th e formal 
documents ;Ire signed. A pol it e speech is made on b'oth 
sides, and appropriate ly these pay tribute to the 
creditors' ge neros ity. There is th en a bland press 
statement, which contains none of the se rious ma terial 
of the negotiation. After that, the process becomes one 
of bilateral negotiati ons, so met imes spread ou t ove r 
th e nex t six mon ths. Notably th is process puts a 
considera ble strain on the organ ising ab il ity of an 
underdeveloped African country. 

Finally, it is wo rth noting one differen ce between our 
procedures and those of the banks. The Paris Club 
does not negotiate new-money packages (though 
when it reschedules in teres t it docs provide eq uivalent 
re lier). We try to avoid bcing drawn into multi latera l 
pledging sessions, leaving that to be orga ni sed in the 
donor grou ps convened by th e World Dank. 

There are a number o f points \y.onh bringing out. 

abollt thi s procedure. One is the key role played by the 
chair and the Secreta riat - full-time officials of th e 
Direct ion dll Tresor. pan o f the Ministry of Finance 
roughl y eq uiva len t to th e home and ove rseas fi nance 
sides of the Dritish Treasury. T he cha irman of the 
Paris Club is the Direc teur du Treso r himse lf, J ean 
Claude Triche!. His immediate deputy, the Chef de 
Service Interna tionale (in British terms a Depllt y 
Secretary) a lso spends a great deal of time and effort 
on this work, as does his immediate subo rdi nate, the 
Sous-Directeur responsible fo r bilatera l affairs and 
Africa n countries. The more important nat ional 
delegati ons are also beaded at sen ior levcl : the 
Amerieans, by a Deput y Assista nt Sec retary from the 
Sta te Depart ment ; the Canadians, by my oppos ite 
number in the Finance Min istry there; the Germans, at 
th e same level from th e Economics Ministry, and so 
on. Note that some governments arc represented by 
the Fore ign Ministries, othe rs by Finance or 
Economics Ministries. But they all have plenipotenti ary 
powers from thei r governments . The Export Credit 
Age ncies (in ' most co untri es publ ic co rporat io ns 
ra ther than a gove rn'ment department as in England) 
are represe nted by observers. So a re some central 
banks. The individua l creditors meet informally from 
time to ti me, and kecp in touch bel\vee n mee tings by 
telephone and telex. The name Paris Club is not 
enti reiy a joke . The 17 or 18 heads of delega tions a ll 
know each oth er pretty well by now, and are o n first 
name terms. We dine together for a work ing sess ion 
o nce a month. The informa l contacts at and between 
meetings play an important part in the way the 
ope ra tio n works. Most impo rtant ly, in my view, is the 
fact that the whole ope ra tion is run by a single nationa l 
admin istration , and a highly pro fess ional one. There 
are 11 0ne of th e problems o'ne nas with an auto nomous 
international Secre tar ia t trying to carve Oll t a role fo r 
it se lf. Nor, to be fa ir , do th e French abllse th eir 
position in favour of francoph one Afri can cl ient 
stat es. They exe rc ise a genuinely neutral ro le, and do it 
wit h enorm ous professional skill. 

S ome Current Issues 

Let liS move from th is formal accoun t to some of the 
issues ra ised by the Paris Club's present mod us 
operandi. The first and most im portant poin t, and 
ce rtain ly the most con trove rsial, is condi tional it y. 
These days it is a golden rule of the Paris Club that we 
will not considcr rescheduling without an IMF 
programme in place. T here is a limited ca tegory o f 
countries, not currently IMF members, or newly 
admi tt ed, for wh ich different procedures ha ve been 
evolved. I think I helped 10 evolve th em, in th e leading 
case of Poland II few years ago. We were anxious to 
ensure conditi onality, and to make certa in tha t 
credi tors were not wastin g their money when they 
agreed to reschedu le o n ge nerous terms. [l ut there was 

no 1M F to apprai se th e Pol ish economy for us, o r to 
sllgges t terms. We tried to do it fo r ollrselves. We set 
up a s mall task force , of the four o r five nwjor 
credito rs, and paid a number of visit s to Warsaw fo r 
d irect contact wi th the diffe rent Ministries there, in an 
attempt to wo rk out a pattern. To be frank , it d id no t 
wo rk we ll. We had neither the skills, nor the 
supportin g staff, of a typica l 1M F miss ion. We did not 
know how to transla te IMF conditionality , wi th which 
we were reaso nabl y famil iar, into the terms of a 
cent ra ll y-pla nned economy as Poland th en was. No r 
cou ld we grapple with the very idiosyncrat ic Po lish 
o ffic ia l st'.ilistics. With a sigh of relief, we handed th e 
job ove r to th e IMF whe n Poland rej oined. We used 
slightl y simi lar tactics for Mozambique before that 
country joined the IMF. The resu lt s have not been 
ve ry sati sfactory. No rmally, we have insisted upon a 
standby agreement , th ough in th ree recent cases we 
have slnrted with an SAF. Inc reas ingly, I think, we 
shall sce lo nger-term agreements, under the SA F and 
now tb e ESA F, forming the basis of Paris Club 
opera tions, poss ibl y for coterm inous lengthened 
consolida tion periods. We have considered , but not so 
far accepted, the idea of agreements based so lely o n 
IDRD lending, in the form o f an SA L Perhaps th at 
renects the feeling of many creditors that IBRD 
conditiona lit y is not yet as ti ght as tha t of the Fund, 
and th ere is a tendency in the Club to look alt he Fund 
as it s main supporter. 

The nex t point concerns ou r est imate of the paymen t 
capacity of a debto r, and thus the terms of our 
reschedu ling. I noted that the Secreta riat produced 
payment ca pacity figures for th c period cove red by the 
rescheduling -that is , th e maturit ies fallin g due in the 
first year or 18 months . T hey se ldom attempt a longer 
ho ri1.on. We a ll kn ow how difficu lt it is to draw up 
projecti ons o f payment capacity, based as they a re on 
foreca sts of export earnin gs wh ich are particul arly 
diffi cult for monocu ltures li ke Illany African countries, 
and which in volve making ass umptions about th e 
o penness ofOEC D markets for their exports. It is a lso 
ex treme ly difficult to judge th e tolerance of the loca l 
popUlat ion to continued auslCrit y, and th eir willingness 
to do wi thou t import s for a ll but essentia l purposes in 
o rd er to re lease resou rces fo r debt service. So long­
term projectio ns are d iffi cu lt to come by, a nd not 
alwa ys worth the paper they a re not yet writt en 011. 

However, I think we should look more ca refu ll y at 
long-term debt maturit y pro files to avo id th e ve ry 
aw kwa rd bunehing wh ich we have sometimes imposed 
o n th e debtor cou ntry. It is goi ng to be very import ant 
to look at th e combi ned impact of repayments du e 10 
the banks, to th e I Fls and to the Paris Club creditors. 

Anoth er set of problems concerns th e simplificat ion of 
bu r procedures. Look at Zaire, which has reschedu led 
nine times in the last 12 years. Each consol idatio n was 
done on slightly different tcrms, and several of th e 
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greements have been re·rescheduled two or three 
meso The result is a multiplicity of separate categori es 
f debt, oft en involving comparative ly small per· 
; ntages of percentages of percentages. There is a case 
)r rolli ng all the existing stock of debt toge th er in o ne 
all , and reco nso li dating the [at over a longer 
mescale, to achi eve a more realistic repayment 
::.hedule. We have done something likc this, 
xperimentally and particularly for one co untry -
oland- and' hope we sha ll be able to do more. The 
roblem is to do so in ways which preserve parit y of 
'eatment between different groups of creditors. 

.nbther thing we ought to do is to simplify and speed 
p th e process of signing bilateral agree ments, which 
'in be terribly time consumin g for the debtor 
overnments concerned. May be a standardised 
greement form would help, but different na tional 
:ga l systems and different instituti ona l a rrange ments 
mong th e creditor countries make tha t hard to 
chieve. There are in fact onl y two main point s left 
pen for bilateral agreement - th e a ctua lli~ t of debts 
Jncerned, and th e 'appropriate market interest rate' 
) be charged. The fir st has obviously to be handl ed 
ilaterally . The second means finding a rat e whi ch 
voids a continuing loss to th e Expo rt Credit Agency 
Jncerned - i.e. it has to cove r its own cos t of 
mding. So far we have not found an internationally· 
greed formula to define this multila terally in 
dvance . The result is to leave room for mu ch tim e· 
Jnsuming bilateral negotiation afterwards, with ve ry 
nail savings to the · debtor at stak e. Another 
oss ibility is to revive the idea of mtllti·yea r" 
!schedu li ng ag ree ment s. ( ' think it was I wh o coined 
Ie acronym MYRA fo r these, in the cont ext of an 
ifly Yugoslav agreement.) The early experiment s 
'ere not very success ful. We were probably too 
recise in trying to set down conditions in advan ce. 
-Ie arc now looking again at procedural changes 
'hich wi l1 allow us to give the debtor country some 
'isurance of continuity, wh il e rese rving the levers of 
Jnditionality in the hands of th e cred itors. 

'~o ncllls i ons 

'0 sum up: the internat ional debt problem, looked at 
·001 the viewpoint of the creditors, is primarily a 
latter fo r the banks, and on ly secondarily for th e 
overnment creditors. The governm ent credito rs arc 
r6portionat ely more important in Africa than in 
a(in America and el sewhere. Somc mechani sm is 
;seniial to ensure tb e orderly restructurin g of 
ltergovernmental debt. By a se ries o f histo ri cal 
c~idents , the Paris Club has evolved into tha t 
lechanism. It is in fa ct an extremely efficient 
lstrument for the purpose , process ing very la rge 
olumes of debt with remarkable speed and lack of 
·iction. It can do so because it reli cs upon th e IMF to 
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enforce appropriate conditi ona lit y, to protect the 
credit o rs'long·term interests. li s procedures may look 
a bit odd , but each element has its histo ri cal and 
current rati onale. So me further improvement s arc no 
doubt poss ible, and we arc looking at theill. The Club 
regard th emse lves as a prell y hard nosed gro up of 
debt·collectors. But th ey also ' recognise that their 
operations serve an essential developmental role, by 
removing one of th e inhibitions to future development. 
I ncreasingly they sce th eir operations in tha t cont ext , 
and ha ve evolved their procedures to fit. 

Postscript 

Since this paper was prepared, in May 1988, th ere ha ve 
bee n se vera l new developments. The most important 
was the decision of the To ro nto Summit of the seven 
major industri alised cou ntries, in June tha t yea r, to 
so ft en th e terms of resc hedu ling app lied to th e ve ry 
poores t and most heavily-indebted countries. This 
dec ision fo ll owed an in it ia tive launched by Ni gel 
La wson, when Chance ll or, in April 1987. Creditors 
choose fro m a menu of options, including can cel1 a tion 
o f one·third of th e debt (as proposed origina ll y by 
Pres ident Mitt erra nd), redu cing interest charges so as 
to bring down th e net prese nt value by abollt o ne­
third , or resc hedulin g ove r mu ch longer peri ods. So 
far 13 countri es, mainl y in Africa, have benefited from 
th e new 'To ront o T erms' , one of th em for two years 
runnin g. Two oth ers have been ~i ve n ex tended 
repa yment periods. In an oth er development , the C lub 
agreed to base resc hedul ing in appropriate cases o n a 
'Fund·monitored programm e' rath er than on a 
conve nti onal Stand By. (These programm es arc being 
de\'eloped fo r coullt ries wh ich arc seeking to escape 
from th e Catch· 22 of large arrears to the IM F which 
make it imp oss ible for th e Fund to grant a normal 
Stand By immediately; SLlch countries desperately 
need debt resc hedul ing as a precondition of recovery 
yet wou ld not qua lify for it if the Club cont inued to 
insist on a Stand By.) fi nally, the Club is now paying 
very close att ention to Icomparabil ity of treatment' 
betwee n go vernment and bank ing cred itors. As 
explained , the practice of th e Club in rescheduling 
inte rest has led in man y cases to a big increase in it s 
expos ure relati ve to that of th e banks. And at thesame 
time the Int ernati onal Financial Institllti ons have 
tend ed to increase th eirs. This progressive transfer of 
ri sk from the private to the public sector has go ne too 
far (as th e Interim Committee of th e IMF noted at its 
April 1989 meeting). So tile C lub is no longer prepared 
to be treat ed as 'financier of lasl resort' , it increasingly 
limit s it s own debt re lief packages to what it considers 
to be it s o wn fa ir share of the lo tal burden carri ed by 
all credit ors, th us putting the res po nsibilit y upon the 
banks to make their own contribution o r risk facing a 
default. 

BANKERS' VIEWPOINTS 

A. The Debt Problem at the Crossroads 

William Rh odes 

T he stra tegy tha t had bee n followed since Au gust 
1982, when the debt cri sis began , foc used on new 
money as the corn erstone of th e fin ancia l pac kages 
that commercial banks assembled fo r va rio us 
re structuring countries . The emphasis was on burden­
sha ring and coope ratio n among the various pa rties­
creditor and debtor governm ent s, th e intern atio na l 
financia l in stituti ons. and commercia l ban ks. 

T he common goa l was to provide the co un tri es wi th 
both the time and reso urces - by postponing debt 
repay ments an d.enco uraging new money - whil e they 
made necessary cconomic refo rms. These reforms. in 
time, wo uld 'allow the countri es to return to the 
volunt a ry c~ pital mark ets, where th ey could again 
raise th e incrementa l funds that they will need, as 
developing countries, for tl.leir fUllire growth . . 

New-money exercises, which encouraged la rge 
~umbers of creditor banks to continue lending to the 
count ri es, cl earl y we re consis tent with that goa l. 

Voluntary debt·red uction programm es were intro· 
du ced in 1984 and they grew in importance. In 1988, 
for th e fir st time since the debt crisis began, th e 
.countries of Latin Ameri ca , as a group, managed to 
reduce their external debt. . 

An indebted co untry ga ins from debt redu ction to th e 
extent that it reduces it s total debt at a di sco unt to face 
val ue. However, the count ry tak es th e 10ngeNerm ri sk 
of limiting it s future financing. Banks that have tak en 
losses on loans to a borrower are less likely to lend 
again to the sa me borrower. 

Progress was made und er this new·m oney-ori ented 
strategy with suppo rt fro m commercia l banks and 
other creditors, many of the restructuring countries 
started reforming , privatising and opening their 
economics . Chile, Uruguay, Mexico and the 
Philippines, a ll of which have returned to growth, arc 
cases where the ri ght eco nomi c poli cies are working. 
As an example, during the second half of th e 1980s, 
gro wth averaged 6.6 pe r cent a year in C hile ;l,nd 
4.9 per cent in Colombia , whil e in Mexico it has now 
reached 3 per cen t. There have also been a few , 
though small , voluntary marke t transactions, by 
Chile, Mexico, Uruguay and Venezue la. 

Some of the countries, howeve r, have so far f;l,il ed to 
make mea nin gful economi c reforms, and prog ress 
ove rall has bee n slower than many of us had hoped. 

Las t March, US Treas ury Sec retary Nicholas Brady 
proposed tha t voluntary debt redu ction by th e 
commercia l banks replace new money as th e 
cent repiece of a changed strat egy. He a lso made th e 
po int , largely ove rlooked since, that so me continuin g 
fl ows of new money must remain an essential pan of 
tha t strategy. 

In respo nse to the Brady proposal s, th e International 
Moneta ry Fund and the World Ban k agreed to offer 
ce rt a in reso urces to back deb t·redu ction programmes 
for cou ntri es that h;l,ve viable economic programmes. 
Commerc ia l ba nks have negoti ated preliminary 
agree ment s on three packages und er the revised 
stmtegy - wi th Mex ico , the Phi lippines and Costa 
Ri ca. Earli er thi s month , at the in vit a tio n of Mexi co 's 
pres ide nt, Carl os Sa linas de G ortari, creditor banks 
sta rt ed signing the first of th e three packages at a 
ce remony in Mex ico C it y. Negotiations a rc und erway 
with seve ra l o the r cou ntrie~ , the mos t pro minent of 
which is Venezuela . 

The Mexi can prl ckage - th e most comp le.x ri nd 
innova tive ever assembled in th e international 
markets - is the fir st durin g Ihe debt crisis to 
emphasise vo luntary debt redu cti on more than new 
money. Yet it combines the two in a way that, the 
government o f Mexico believes , will all ow the cO llntry 
to pllt th e debt crisis behind it , create a base fo r 
investm ent and ent er a period of sustained econo mi c 
growth. G iven continued prog ress with the govern· 
mellt' s econo mi c·reform programm e, I think Mexico 
can accompli sh this~ At a recent meet ing in Mexico 
City, Pres ident Sa linas reiterated his commitment to 
open th e econo my, privatise, deregulate and maintain 
order in publ ic finan ces by reduc ing the deficit as a 
percenta ge of GO P. 

The res po nse from the internati onal banking 
cOlllmunit y has bee n unprecedent ed for a ny package 
of thi s magnitude . Virt uall y all of Mexico's 
approx ima tel y 460 creditor banks will have signed, by 
the tim e we close the books, and iss lle th e debt· 
reducti on bonds, toward th e end o f April , 1990. In fact 
there may be no free·riders. 

The agreement cove rs a ll of Mexico' s S48.5 bn in 
medium· and long·term debt to commercial banks. 
Banks represe nting 41 per cent o f the debt chose to 
redu ce princi pa\' at a d isco unt of 35 per cent ; and 
49 per cent chose to redu ce debt se rvice by limiting 
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inferes! pa yments to n fixed 61~ per ce nt; and th e 
remainder, o r 10 per ce nt , chose to lend new mOll ey . If 
the foreign o ffices of Mex ica n banks are incl uded in 

.the figures, new money is approx inHl tely 13 per cen t of 
the total. 

Wh en we announced th e agreement in principle last 
Jul y, it was criticised for contain ing too litt[e debt 
reduct ion , not enough discount a nd too much new 
money. Howeve r, the debt-reduct ion instruments 
account fo r about 90 per ce nt of th e agree ment , and 
debt-principal redu cti on is twice as much as initia ll y 
forecast. 

Eve n more important , th e package is a demonstra tion 
of co nfiden ce in Mexico, and recogni tion of its historic 
economic reform program me, by it s va rious cred ito rs 
-: governments, th e mult ilatera l organisa tions and 
commercial banks. 

Th is demo nstration of support should help the 
count ry furth er reduce th e cos t of se rvicing its very 
large internal debt and au ract new investm ent fro m 
domes tic and fo reign sources . S ince our negot iations 
began last spri ng, interna l interes t rates wi thin Me xico 
ha ve dropped, nigh t capita l has been returni ng and 
there have been increased signs of new investment 
innows. Economic growth reached three per cen t in 
1989, th e highest since 1982, a nd Mexico's reserves 
have risen to more than 87.2 bn . It a ll comes dow n to 
regaini ng confidence. 

I was first quoted in Ju ly 1989 say ing that the Mexican 
agreement is no cook ie-cutter. The package fo r 
Mexico is responsive to circumstances in Mexico, 
which differ from circumstances in other coun tries. 
Fo r example, com pared to the three basic opt io ns in 
the Mexican agreeme nt , the Ph ilippines agreement has 
just two options - a debt buy-back and new rnoney­
wh ile th e Costa Rican agreemen t has no new-money 
Opt ion. Some o th er countries may need on ly o ne debt ­
redu ctio n choice. Some will need new money, o th ers 
will not. 

G ive n the different circuillsta nces of each co untry, I 
~xpect tha t th e case-by-case, or cou ntry-by-co untl'Y 
lpproach , whic h has beell followed si nce the crisis 
;egan, will cont inue. 

o\s we too k a head, howeve r, I have seve ral major 
:oncern s over the cha nged strat egy, all of th em close[y 
·ela ted. 

)ne is the fact that the reSOurces madeavailab[e by th e 
>ublic sec to r to support debt redu ction arc proving 
nsufficient to meet Ihe ex pectations of ' various 
)orrowing countries and, ge nerally, to resolve the debt 
)roblem. 

n 'th is respect , it wou ld be he lpful if o th er surplus 
nd ustria lised cou ntries WOu ld fo llow th e leaders hi p of 
'a pan a nd establi sh recycling prog ramm es. Th rough 
he Paris Club , the industrial ised co unt ries cou ld also 
lelp Latin America by lengthening res tructurings and 
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grace peri ods a nd lowering int eres t payments, mu ch as 
the co mmercia l banks have been doing. 

I n add ition, governme nt ex port-development agencies 
s hould res tore th eir lines of credit more ra pidl y to 
cOll nt ries making progress in economic refo rm. 

I have seve ra l specific recommenda tions tha t I hope 
th e int erim co mmitt ee will co nsider when it next mee ts 
to revi ew th e changed debt stra tegy: 

First, the mu[tila tera l institu tions co uld fur ther help 
th e res tru cturing coun tri es by allowing them more 
nex ibility wi th th e resou rces th at currently must be 
a lloca ted specifica lly to each Iype of debt redu ction, 
wlleth er a cas h buy-back o r inst ruments to red uce debt 
princ ipal or deb t se rvice. The fungibilit y, or as I refer 
to it , co-mingling of these resources wou ld enable each 
cou ntry to usc the funds to its maximum benefit , fo r 
the debt-reduct ion techniques most appropriate to its 
part icu lar needs. 

Second , Colombia should be a le<l ding candidate to 
benefit from the World Ba nk's new Expa nded Co­
Fina ncing Operation (ECO) for countri es tha t ha ve 
not rest ructu red th ei r debt. At the sa me time, the 
World Bank shou ld co nsider exte ndin g that pro­
gramme to countries Iha t arc success full y com ing OU I 
of th e res tr ucturing process, ha ve met th eir obliga ti ons 
and a rc fo llowing via ble eco nomic progra mmes. 
C hile, !\'Iexico , Uruguay rind the Philippi nes come to 
mind. 

Th ird, o ne of the lessons we learned from the Mex ican 
package is th e importance of up-front enhan cement s. 
The int ernatio nal financ ial in stitut io ns could help th e 
indebted count ries speed th eir nego tiations wi th 
com mercial banks by Qeing mo re nex ible in up­
fro nting enh a ncement s for de bt reduct ion. A gro up of 
co mmercia l banks recelltl y completed a 8 1.2 bn 
bridging to the enhancement s fo r Mex ico o nl y with 
greal difficulty and after long nego tinti ons. 

Fourth, th e Wo rld Ban k cou ld faci lit ate Ihe cou ntries' 
negotiat ions wi th their co mmercial banks by being 
mo re fort hco min g in grantin g wa ive rs to its nega ti ve­
pledge clause. This wou ld permit a grea ter variety of 
financing tec hn iques specifi ca lly deS igned to the 
co ulltries' needs. 

An other conce rn is the over ly-strong emphasis being 
placed, in practice, 011 vol unt:lry debt redu ction over 
con tinuing nows of new money. In the three packages 
nego ti a ted under th e changed strategy, a[1 th e public­
sector en hance ments a rc devot ed to encou raging debt 
redu ction; new mo ney is underemphas ised or ignored 
comp[etely. 

Many banks fee l th a t this signa l, and others tha t they 
have been reec iving from some public officia ls, stress 
debt reduction o nl y, nOI new money, and they arc 
responding ;lccordingly. Both Mexico a nd the 
Philippines needed incremen ta l new money from 
comllle rcia l banks to help finance;t he debt-red uctio n , 

options in their packages. Ye t both countries have had 
difficulty raisi ng new mo ney. Other co untri es, 
incl uding some less success ful a t economic re fo rm, 
cou ld fa ce a si milar problem in future negotiatio ns. 

Of more fundam ental conce rn , Illan y countries in 
Latin America will cont inue to need sO llle new 
commercial-bank funding ove r the lo nger term , as 
they have in the past, to complement their own 
savin gs, fore ign investment innows and funds from 
offic ia l sources. 

Yet debt -reduction prog rammes - parti cula rl y th ose 
invo lving debt-pri nci pal red uct ion - basica lly 
encourage banks to end their lending rela tionships 
with th e participating cou ntries. I t is appropriate that 
so me banks, consistent wit h their business strat egies, 
choose to go this route. It is a lso appropriate that such 
ba nks do so through burden-s haring, by voluntari ly 
taking losses through debl -reduction programmes. 
T hese programmes, unlike discounted sa les to third 
parties in Ihe secondary market, pass o n the benefits of 
those losses 10 ' Ihe' countries th emse lves . 

At the sam~time,t here is a core g roup of int ernat iona l 
lenders, my own insti tution included, that have a 
commitment 10 the future of La tin America .. These 
banks would be will ing, under th e right circumstances, 
to continue to support, wit h new money where needed, 
those cou ntries th at a re making se rious effor ts to 
reform their economies. 

Conseq uentl y, commercial-ba nk fi nancing packa ges 
shoul d be designed no t only 10 prov ide exit 
instrument s fo r banks wi shing to leave, but a lso to 
e ncourage a core group of banks to continue lending 
to the developin g world. If this docs no t happen. man y 
deve loping countries will have to rely excl usively on 
their own intern al sav ings and capit al nows from 
officia l sources . Rece nt h is tory sugges ts that this 
dependence could seve rely lim it the growth of La tin 
Ame rica and the rest o f th e developing world. 

Specifi cally, 1 suppo rt a more balanced financing 
approach for future commercia l-ba nk packages -
one th a t, in addition to volun tary debt red ucti on, 
recogn ises the importa nce o f con tinuing new-money 
nows. New-money opt ions thaI have proved successful 
in ea rli er packages incl ude: t rade-finance fa cilities, 
o n-lending, projec t finan cings , new-money bo nds, 
debt-equ it y co nvers ions a nd co- fina ncin gs with the 
World Bank, and perh a ps, with regional developm ent 
banks, Stich as the l OB. 

With thc except io n of co-fina ncings, a ll of these 
options are nego tia ted solely betwee n the res tructurin g 
cou ntry an d its creditor banks. Un like enhancements 
for debt red uction, they do no t invo lve any public 
fun ds. 

I am fur th er concerned over significan t increases in 
arrearages ill, int eres t pay ment s to com merc ia l banks 
bY:l nu mber o f cou lltries, since the adopti on of the 
currenl st rategy. I n so me cases, this deve lopment may 
reneet a pe rce ption by those co untries th at th e curren t 
strategy condon es th ei r usc of arrear ages as a form o f 
ex terna l financing. The internationa l finan cia l 
in stitut ions, for example , in so me cases have broken 
with previous policy and disbursed funds to cou ntries 
th a t arc in arrears to co mmercial-bank c reditors. T he 
international financial insti tuti ons are begi nning to 
sec, however, that arrea rages to commercia l banks can 
a lso st imu late arrearages to them. 

The arrearage prob lem, if no t addressed sa ti sfactorily , 
will have importanl ramifi cati ons fo r bo th credi tor 
ba nks and indebted countri es. Last year many 
creditors increased their loan-loss reserves, significa ntl y 
reducing earnings/ome of them cit ed mOllnting 
a rrearages as a major reason. 

Of th e th ree cou ntri es that have negotiated debt­
red uct io n agree ment s under the changed strategy, 
Mexico a nd the Philippines were fully cu rrent on 
int eres t, and Costa Rica, th ough in arrea rs, was 
making regu lar pa rtia l pa yments. T he Costa Ri ca ns 
agreed, as part of th eir com mercial-bank packa ge, to 
clear arrea rages thro ugh a 20 per cent downpa ymenl. 
a repayment sc hedu le without grace period a nd a 
ro lling three-yea r int eres t gua ra nt ee on pas t-du e 
int erest. Thi s part of the agreement with C os la Ri ca 
de mons trates th e importnn ce that banks place on 
resolving pending interest-arrea rage prob lems. 

Con tinui ng arrearages wi ll ma ke it increasi ngly 
difficult to complete fu ture commercial-bank financing 
packages fo r the co untries in question and th erefore 
will reta rd their programmes of ceo nomi c growth and 
refo rm. 

T he co mbinat ion of volunta ry debl red uction and 
some new mo ney , where needed , is there fore th e most 
prom isi ng way Ollt of til e debt cri sis. Thi s fo rmula ca n 
be successfu l on ly if accompan icd by demonstrated 
progress by th e cou ntries, in reformi ng and openi ng 
thci r eco nomies and encou ragi ng loca l savings and 
di rec t investment. 

G ive n th e problems and un certa inties tll at I have 
outlined, I beli eve that the current strategy has 
posi tio ned the debt crisis at a turnin g point. 

If no t ma naged ca refu ll y, the stra tegy cou ld 
under mine the progress to date, an d leave future 
financi ng fo r much of Latin America ent ire ly to 
gove rnm cntal so urces. If mana ged care full y, however, 
with a renewed emphasis o n coopera ti on am ong all 
pa rti es it could a llevia te the situation a nd se t th e stage 
for the eventua l return of so me of the res tr ucturing 
'Co unt ries to the private cap ital markets. 
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B. How a Major Creditor Views the New Proposals 

fo lyon Larkman 

lefo re dea ling with the Brady proposa ls speci fi cally. 
! t me say tha t the commercia l ban ks in addi t ion to 
cnc rating ideas themselves have been, and rema in. 
!ceprive to new ideas on how the debt o f rescheduli ng 
.D es shou ld be managed. 

'ha t is no t to say th a t we wi ll not ap pra ise each idea in 
p rofessionally critical fa shi on. Neither do we feci 

bligcd to a cce pt th ose ideas merely becau se we have 
o similarl y stru ctu red a ltern at ive pla n. When we fi rst 
\\\1 Secreta ry Brady's ideas in p rin t we felt thaI they 
lo ul d be give n a fa ir co nsidera tion. They have 
!ccived such considera tion a nd , no! to put too fi ne a 
:lint upo n it, have been found wa nt ing. 

he Problems with Brady 

'e have fi ve majo r points o f isslIe wit h the Brady 
a n: 

The significall ce o f tile reli ef ultimately acco rd ed to 
e LDCs a nd I-IIMCs needs to be ques t io ned 
riously. 

There is a high risk of se nd ing th e wrong signa ls to 
e bo rrowe rs - good a nd bad alik e. 

) It requires o nl y one credi t group, the co mme rcia l 
.nks, to take a hit. 

) It is based upon a major misconce ption rega rding 
e banks' role as prov iders o f med ium a nd long term 
lallce for LOCs a nd HIMCs. 

It se ri ously understa tes the degree o f pu bli c sec to r 
;ponsibility by large ly igno rin g th e part pln yed by 
vern me n! po licies in exacerba ting the debt cris is. 

fo re dea ling wit h each po int separa tely, I wo uld 
Ike the ' umbre lla' point th at all these facto rs co ming 
~e th e r as th ey do under Brady produ ces a mos t 
sa tisfactory reSU lt . in th at il rai ses expecta tions in 
b tor cou nlri es 10 un realis tic levels that wi ll be 
Tlcult to meet. Furtherm ore, it threa tens to d ive rt 
r,nti on awa y from what wc consider to be th e Ill ost 
po rt a nt in gredi ent o f th e process and tha t is the 
arm effo rts a nd structural adjustment in the 
lebted countries themselves . 

·take each poi nt in (Urn: 

Significa nce of Re lief 

ere must be considerable dou bt whether indebted 
1Illries' expecta tio ns in term s of the quant um of 

re lief they will receive by way of the Brady pro posa ls 
can in fact be fulfill ed . My eco nomist colleagues ha ve 
undertak en a study wh ic h shows th a t for the fo ur 
majo r La tin Amer ica n deb to rs. Argen tina , Brazil. 
Mex ico and Venezue la. savings in cas h now te rms ove r 
the period 1990-92 arc likcly to to tal so me USS 12 bn o r 
just over 17 per ce nt . Fo r the purpose of their s tudies , 
relief was front loaded but th e final picture could 
e merge so mewh a t wo rse, as no account was take n of 
an y in crease in interest pay ment s to the Worl d Bnnk 
o r 1M F on the fun ds used in de bt o r debt servi ce 
reductio n sc hemes. 

T his leads to th e so mewha t anac hron istic feat ure o f 
the Brady p la n, new money is to be coupled with debt 
reli er. It ma kes no co mm erci a l se nse fo r a ba nke r to 
incur losses through debt and debt se rvice red uction 
on the one ha nd a nd provide new money (which may 
feed thro ugh wi th fu rther buy back schemes , bearing 
in mind th e fun gibilit y o f money) on th e o th er. 

It is at this po int that we shou ld a lso explode the myth 
o frelUrni ng night cap ita l. A lt hough cla ims have been 
made tha! night ca pital is returning to Mex ico, I do 
no t kn ow how this is bein g meas ured as its de pa rture 
in th e firs t p lace ca n at bes t on ly be 'guessti mated ' . 
Flight capit al on ly returns once a trac k reco rd o f 
sta ble economic manageme nt has been est ab lished. 
Fra nkl y this will take yea rs. 

ii) The 'Wrong Signals' nisk 

There is a signifi cant risk that co untri es benefitin g 
from debt and debt sc rvice redu ction ma y intcrprct 
this as th e fi rs t s tep :-l Ia ng a road lead ing to a mo re 
ge nera lised fo rm of debt ro rgive ness. (Bimks a re into 
de bt for eq uity, debt fo r goods but most emph a tica lly 
1I0 ( debt fo rgive ness ). 

There is a ris k also in res pec t of those COllnt ries tha t 
have fulfill ed their pay ment ob ligat io ns, o ft en a t 
co nside mble cos t. Where is the ince nti ve fo r th em, the 
virtu ous, to continu e makin g such pay ment s? This is 
co up led with a matc hin g risk th a I banks, asa res ult o f 
th eir debt and debt se rvice reduclion experie nces, will 
be less inclined to suppo r! even those LOCs whose 
loans arc s till perfo rming, thu s precipitating furth er 
resched ul ing req uests. 

ii i) One Cred it or Grollp Part ici pat ion 

It is appa rently only theeo l11 l11e rcia l panks whQ a rc to 

be co nsidered as con tributors by wa y o r debt and debt 
service redu ction. There is a ge nera l ass umptio n tha t 
a ll o ffi cia l secto r ex pos ure is ma int a ined at its ru ll fac~ 
value. But , apa rt fro m the ques ti on of publi c secto r 
responsibi lit y, the iss ue of debt relief is too large fo r it 
to be borne so lely by one credit o r group. The 
mult ila tera ls and governm ents ha ve preached con­
tinu ously ove r a number o f years to the co mm ercial 
banks about burden sha rin g. They too should be 
prepared to pract ice wha t they preach . 

iv) The Misconception of Banks' Roles in Financing 
LDCs 

The o ffi cia l sector has ra iled to recognise th at th e 
withd rawa l o f th e banks fro m this type of fi na ncing, 
far from being a n aberra lion , is a return to the 
traditi onal style o f relati onship between co untries nnd 
th e co mmerc ial ba nking co mmunit y. This is o ne based 
primarily o n the financi ng of trade. 

The ex plos ive growth in medium term ba nk ex pos ures 
to LOCs res ulted ·from two o il price shoc ks. The 
officia l secto r was more tha n hap py to s ta nd by a nd 
watch the Qanks recycle oi l surpluses. Economist 
colleagues tell me th at from 1966·69, o n average, bank 
lending account ed fo r 13 per ce nt o f the majo r La tin 
American borrowers' debt. T his ex pa nded to 44 per 
cent in the 1974-77 pe riod a nd lea pt furth er to 55.6 per 
c~nt in 1978-8 1. just prio r to the crisis brcaking. It 
peaked at just ove r 63 per cent in 1984 aft er we put in 
all tha t new ma lley, a fac t oft en conven ien tly 
overl ooked in the US Treas ury, and si nce the n it has 
fall en be low 60 pe r ce nt. In my view. th is fi gure wi ll 
continue 10 fa ll as banks restrict th emselves to 
financing sho rt term t rn de a nd lim it mediu m term 
exposu re to projects li kely to ge nerate ha rd currency 
to meet servicing costs and u lt imate repay men t. 

v) Public Sector Hespo nsibili ty 

The economic cnvironment racing the LDCs was no t 
o f th e comm ercia l banks' makin g. The gre:ltest 
innuence arose from policy decisions made primarily 
within the O ECO. C redit o r country governments 
acti vely encouraged the recycli ng by co mmercia l 
ba nk s o f petro do lla r surpluses, no t once but twice. 

Floa ting ra te debt , sustainabl e in the 1970s, beca me 
increasingly expe nsive fo r the LOC bo rrowcrs in th e 
1980s. The ri se in int eres t rates was part o f a po li cy 
fra mewo rk in industria l co untri es , th e US in 
·particula r, des igned to combat the innationary impact 
o f th e seco nd o il pri ce shock prima ril y through a 
tightening in mo neta ry po licies. It is argua ble that the 
increase in int erest rates went well beyo nd leve ls we 

co uld reasonnbl y ha ve a nti ci pated whe n the fun ds 
were orig ina ll y lent. Indeed, the high rea l ra tes have 
no t proved a tcmpo ra ry phenomenon a nd, whilst 
precise linknges ma y- be difficult to pro ve , I believe 
that"'strong co nnecti ons exist bet ween the hi gh interest 
nlt es and do llar vo la ti lity o f recent yea rs and 
structural imbala nces in the OEC O, most no tably the 
twin US defi cits. 

Leading o n fro m th ere, surg ing nomina l an d real 
in terest rates in th e early 1980s were majo r 
contribu tin g facto rs to the downt urn in OECD 
economic acti vit y. One estimate calcula tes the impact 
on non-oil LDCs of globa l recession and higher 
interest rates in 198 1-82 as exceed ing 8 140 bn . 

Recession fuelled th e fires of protectio nism, a nd th ere 
is no doubt that its growth in industrial countries ha s 
made it eve n 1110re d iffi cult fo r LDCs to achi evc th e 
level of expo rt growth needed to meet th e debt service 
bill . Pro tectio ni st pressures hn ve not a ba ted and 
acco rdin g to es timates made by the Wo rld Ba nk , such 
pressu res will have cost LDCs at least 860 bn in 1989, 
almos t 2Ards o f their projected interest bill ofS IOObn. 

In the face of such evide nce, it is hard to see how the 
co mmerci nl ba nk s ca n acce pt th e burden a lo ne a nd a 
pos iti ve outco me still be anticipa ted. 

Where Nexl? 

The limited ab ili ty a nd willingness o f the co mm ercia l 
ban ks to ex tend new finan ce to th e LOCs sho uld be 
qui te clear by now. We do no t qu es tion the des!rabili tr 
o f fo reign po licy goals suc h as the spread In g a nd 
stre ngthen ing of democ racy, bu t it must be accepted 
tha t ban ks nre co mmercia l institut io ns a nd our 
ope ratio ns must renec t o llr p rima ry obligati o ns to 
depos it ors and sha reho lders. Writin g o ff debt 
concurrentl y with lend ing new money ma kes no 
commercia l se nse wha teve r. 

Accepting that th e banks will return to th eir more 
traditional ro les o f tra de a nd project fin a ncin g, this 
leaves the long term fina nci ng ga p to be fil led. T he 
return to p rivate di rec t inves tment o fre rs, in my vi ew, 
the grea tes t po tenti a l fo r chann elling reso urces 10 th e 
LDCs. These nows however, will only arise once th e 
adjus tm en t p rocess is well bedded in a nd co nsistent 
economic perro rnmnce esta blished . In th e meantime, 
th e officia l sec to r will Iw ve to ass um e the burden ir 
o nl y for the reaso n th a t the twin problems of debt and 
development are too impo rtant to be lert enti re ly to 
b ilateral negotiations betwee n commercial ba nk 
creditors and debto r co untries. 
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The Time is Ripe* 

Alfred Herrhausen 

Efforts nrc no lo nger centred on rescheduling and 
fresh money actions, but on debt reduction and debt 
; ~rvicc red uctio n, Le. debt reli er. This takes account o f 
:bc cha nged perception o rlb e problem's s tru ctu re and 
)r th~ fact Ih,<l1 ~I solvency crisi s cannot be overcome by 
naklng th e Insolvency criteria, i.e. th e debt burdens 
:'tcn heavie r. This insight represents a h o pe-in s pirin~ 
lfca kthrough towa rds a new type of solut ion nfter a 
ong period in which , for quite undcrsla ndnbJ e 
casans, it w'as taboo eve n to think of debt relier [IS a 
IDssiblc strategy. 

IUllhc q l~es li o n arises as to whether a stra tegy wh ich 
; Illorc likely 10 produce a sOlution can now be 
Icvc lopcd and realised on this new basis. The risk th at 
his will aga in not succeed, despit e th e more realis tic 
oncept ual a pproach, is obvious. 

'he banks arc now ca lled upon to embrace th e basic 
bjec ti ves of the Brady initiative and proceed with 
1eir implementat ion. For this to ha ppen, however, 
enerally valid pos itions will have to be formulated 
'hich allow scope for tailored refinements in specific 
IS~S and co.ncrete measureS wit hin a broader range of 
ptlons. QUick and reso lute act ion is imperative. 

Ihat is to be done? One can hardly ignore th e weakest 
n~ in the chain because that would mean waiving the 
Idlspensable solidarity of cred itors. 

ut one may ask whether th ese links do havc to 
Ibsist. The answer to this is: no. Two of them are, as it 
ere, 'amenable' 10 reshaping, i.e. surmoulltable to;:1 
:gree conducive to solving the problem. These two 
e th e connected sce narios of th c cred itor banks and 
eir governme nts and superv isory au th orities. The 
ff~~ences within th ese sce narios can be eliminated by 
:CJ SlOns on the pa rt of th ose involved; th ey can be 
ve iled'. The result of this would be th a t all links in 
e cha i.n on the creditor side would become eq uall y 
'ong In terms or the desc ribed crit eria, an d a 
>mmon den.ominator' would be possibl e, which, in 
:ms of qualny a nd quantity, wou ld be adequate to 
! deb t problem and thu s this tim e - a t least on the 
Ie of the lenders - bring a solut ion within reach. 

lis con.l mon denominato r shou ld be structura lly 
'complicated and take effect quickly. It should be 

-h is s.ection has been extracted rrom the Deu tsche Bank' 
ns13l1ol1 of an article 'The Ti me is Ripe _ Debl C risis OIl 
Crossroads' which was origina ily published in German in 

ln delsbl:lI\ ' No. 124, J une 30, 1989. 

nullnl". 199(1. , -" I 21 n" 2. I n<I ;I\II~ of D~Vdopm~" 1 Slud;",. S,,"~ , 

expressed i l~ n ge neral offer from the creditor banks, 
suppo rt ed, ~. e . made possibl e, by 'their' gove rnm ent s 
and supe rvisory authorities a nd be available to all 
deb tors who 'qua lify' for it. 

Whi ch debtor count ri es 'qua lify ' in this sense would 
have to be decided by the Bretton Woods inst itutions 
i.e . World Bnnk and i nternational Monet;ry Fund: 
They w.ould ~lave to exa mine very closely what 
~collomlc pollcy mea ns th e debtor governme nt s 
mte nd to l~se to solve their economic a nd po lit ica l 
problems, .1.e. over~orne th eir inso lvency crisis, a nd 
~hus pra~llse e~rec tl vely and on a last ing basis th e 
self~ h e lp thai IS to be shored up by the help of th e 
credlto r~. Conditionolit), wo1i1d remain indispensable (IS 
the baSIS for till)' tlccommodation by lenders: its 
fulfilm ent would be Ihe decisive cOllfriblllioJ/ fO solving 
the debl problem! Condit ions wou ld hnve to be defined 
on a case-by~cnse basis, nnd th ei r im ple men tat ion, as 
agreed, monitored by th e Fund and Ihe World Bank. 

So there nrc two things that debto rs must do: deve lop 
and .pm forwar.d a.n a dequil te econom ic programme 
and unplementll WHh resolve. Th is complex canno t be 
dism.an t~ ed. It can .o nl y be sllrmounted through the 
appllcatlon of effiCie nt econom ic policy lTlen sures; it 
must be 'worked ofr - usin g the resources released as 
a result of the bank creditors' offer. 

What form cou ld such an offer take? [t shou ld consist 
of three parts and foc ll s on the three criteria whi ch 
characterise any debt: 

a) amount 

b) int erest rate 

c) matmity 

It shou ld also envisage n seri es of phases, i. e. be givcn a 
sequential s tructure , in o rd er to a ll ow adequate 
monitoring. 

The negotiati on basis cou ld be as fo ll ows: 

I. During a five-year period, tlt e interest rate on 
original indeb tedness will be reduced in stages to e.g. 
70 per ccnt , 60 p~r cent, 50 per cent of it s present level 
(wllh the excep tIon of spec ified obligatio ns, sllch as 
shorHer.m trade financings) . During th ese five yea rs, 
~he creditor b~nk s - where th ey have nOt already 
done so - will create tax-d eductibl e provis ions in 
respect of th eir capital claims in th e amoun t of up to 
~O per cenl. Provisions a lready created by so me banks 
1Il excess of this rate will , of course, rt:main unaffected 

by this. 
2. After five yenrs, interest rates will be restored to. th e 
then prevailing market level in, order to bring th e 
debtors bac k into the normal internationa l interest 
rate co ntext. At this juncture, capital claims 
representing origina l indeb tedness wi]] - always 
assuming that conditional ity ha s been complied with 
_ be reduced, either immediately or in stages, to e.g. 
70 per cent, 60 per ce nt, 50 per cent, as relief and with 
reco urse to th e provisions which have mea nwhi le been 
accumulated. 

3. The maturit y of loans ou tstanding at th e s tart of 
such ascheme will be fi xed generally at 25 or 30 yea rs, 
with a grace period of five to seven yea rs. 

Creditor banks which feel that th ey arc cur rently 
un able to parti cipate in such nn offer will basicnll y 
hnve the option of cont ributing by mea ns of new 
money. Apart from recycling interest payments, suc h 
banks wil! also enjoy a variety of o ther o ptions. 

In additi on, agreements with debtors should include 
the following fe~tll res: . 

_ An option,to issue co nve rtibl e bonds in currencies 
othcr than the US Dollar. 

_ Betterment clauses which would take effect iri the 
event of a particularly favourable development in a 
debtor country's externa l economy (d ue to factors 
like the price of o il or the level of inte rest rates) . 

_ 'C law-back' clauses which would tnke effec t in the 
eve nt of non·complia nce with cond it iona lity. 

The material effects of debt relief of between 10 per cen t 
and 50 per cent for 15 highly indebted cou ntries show 
that th e arrnngement I have described wou ld put th e 
cou lllries co ncerned in a position to switch a 
conside rab le volume of resources so far earma rked for 
debt serv ice purposes to areas which wou ld help put 
th ei r domestic economics back on a healthy footing . It 
has been pointed oui repeatedly in the debt debate th at 
the borrowin g coun tries need money for their ongoing 
deve lopment. It would be more correct 10 say: they 
need resources. Because what they do not need und er 
any circumstan ces is new debt; the sim ple reference to 
the need fo r money fail s to make this crit ical 
distinction. The cha nged a ll ocat ion of resources, 
made possible by this offer from the creditors, could 
be of grea t ass istance: the biggest debtors' 'savings' 
Tllay be large r in th e first five-year period than the fresh 
money injecti ons they have so far req ues ted. They will 
obtain net resources for therapies that wi ll support 
economic recove ry. Here, th e debtor cou ntries ha ve 
the special responsibility to co rrect the distortions 
which have arisen in production and debt as a res ult of 
excessive we igh t give n to their public sectors. 
Debt/eq uity swaps, pri vatisat ions and further 
measures to stre ngt hen th e private sector should 
therefore remain important clements of the still va lid 
mellu approach. 

The internat ional creditor ba nks' offer, the basic 
structure ofwliich is outlined above, pres upposes, if it 
is to materialise, that th e respons ible state authorities 
make it poss ibie. By means of appropr iate fi scal and 
accounting legislation , th ey must harmonise the 
starting situations of the banks involved with respect ' 
to th e debt pro blem. This means in concrete ter ms: 
first ly - the provision ing requ ired under the offer 
described must be tax-deductible, i. e. elig ible for 
deduction from taxable income. Second ly - these 
provisions must be accorded the status of a provision 
slli gelleris in Ihnt capital resources remain unimpaired 
in the yea r th ey are utilised. 

O ver and above that , a furth er arrangement cou ld be 
cxamined: sllch generous 'help towards se lf-help' by 
the creditor banks raises questions in two directions 
_ forwards (into the future) and backwards (into the 
past). As far as the future develo pmen t is concerned, it 
probably has to be assumed that any further capital 
requirements on the part of deb tor countri es can no 
longe r be mel in the foreseeable future , with 
nssump tion of the full credit ri sk, by the ba nks wh ich 
now participate in the debt relief schem~. Here, the 
Brett on Woods institutions and/or th e governments 
of th e ind ustrialised nations would have to prov ide the 
funds required . At best, the banks would sustain th ei r 
engagement · in short-term trade financing, project 
fina nce and co-financing. 

As far as th e past is concerned, the banks face th e 
question as 10 the value at which th ey should report in 
their ba lance sheets claims rema ining after possibly 
gra ntin g pa rti al debt reli ef. In principle, of course, 
their va lue depends on the credit wo rthiness o f the 
debtors . But as this cred itwort hiness does not ex ist at 
th e present time and the actu al purpose of the 
approach described is to initiate its restoration, the re 
will s t ill be a risk for some tim e, a risk whi ch the banks 
should take account of a t their own discretion by 
creat in g provisions. Appropriate gua ra ntee commit­
ments from creditor governments (credit en hancement) 
cou ld cove r this risk for as long and insofar as the 
credit wort hiness of th e debtors has not been restored. 

One can therefore es tablish that : 

I. A debt service and repaymen t relief offer wou ld be 
in keeping with the insolvency cha racte r of lhe' de bt 
crisis . 

2. Such a general offe r on the part of the credito r 
banks would put their in volveme nt on an eq ual 
foo ting. 

3. A condirio sille qllo /lon would be the crea ti on of 
appropriate tax a nd regulatory . regimes by the 
gove rnm en ts and supervisory authorities responsible 
for th e credito r ba nks . This wou ld th en harmonise 
ba~ks' start ing posi tio ns. 

4. T he Bretton Woods institu tions a nd/or th e 
gove rnm cn ts of the industrialised nations would have 
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to meet any furth er capital req uirements on the part of 
debtor countries (wi th except io ns such as shorHerm 
trade financi ng), as long as market forces, including 
autono mous moveme ntS o f p rivate capi tal belonging 
to the countries th emselves, do no t begin to work. 

5. The residua l claims o f the banks cou ld be secured 
by credit enhancemptt . 

Ass um ing this overa ll scenario , th e future problem 
structure of th e int enHlIi o na l deb t crisis will be 
conccn tra ted on the following crit eria : 
T he 'help towards self-help' fro m the banks involved 
would take effect in the fo rm o f int eres t ra te reduct io n 
immediately aft er th e World Ba nk a nd the Fund 
co nfirm qualificat ion. Wit h rega rd to the rel ief on 
principa l fo reseen fo r late r o n, the ban ks will have 
enough tim e to ta ke the necessary balance sheet 
measures. 
There st ill remains the debto r's duty to qualify, i.e. 
p recisely th ose problems whi ch fo nn the actua l core of 
the cris is are s lill there. In th e discussions which will 
have to take place be twee n Fund and Wo rld Bank on 
th e one side and bo rrowers o n th e o ther, th e subj ect of 
negotiation will no longe r be debt, but eco nom ics, i.e. 
the only fie ld tha t ca n evcn tu a ll y give us a once-and­
fo r-all so lu tion to the debt cris is: the right economic 
policy s trategies ! They ca nn ot be superseded , but only 
suppo rted - here and th ere pe rha ps made poss ibl e in 
the fi rst place - by 'accommoda ti ve actio n' o n the 
part of the banks. But if such pol icies arc no t 
successfully estab li shed and implemented , there will 
be no so luti on! T his fact places a heavy bu rde n of 

respo nsib ili ty on th e nego tiatin g partners invo lved. At 
th e Wo rld Da nk and the Fund , this will lead to what is 
virtually a s tanding internatio na l economic confe rence, 
th e resu lts o f which will decide the fates o f entire 
cou ntries. 

The cred itor governments, for their part, sho uld 
clearly recog nise the geopolit ical releva nce of the new 
phase o f th e debt cris is and accept it by ass ll m in g an 
obligati o n o f th eir own. The di s tributi o n of ro les, to be 
un derstood in approp riate dim ensions, between banks 
a nd govern men ts transcends 'bu rde n-sharing' - i.e. 
suppo rt of til e Brett o n Woods inst it utions, adjust lllent s 
in the ban ks ' lega l/ tax enviro nmen t, gene rOliS 
resc hedu lings by the Paris Club a nd a nex ib lc po licy 
0 11 the part of na tional ex port c redit in surers - and 
must have qualitative and po liti ca l substance. In view 
of the urge ncy of fi nding a n effecti ve solution this 
ti me, reproaches such as 'bailing ou t th e banks' are 
inap propria te. They arc incorrec t anyway. If it is 
argued that by part icipa ting in the losses incurred by 
the banks, the s tate is thereby puttin g so me o f th e 
burden of th ese losses o n society as a who le , then o ne 
sho u ld be fn il" and admit that soc iety as a who le also 
cont in ua lly bene fit s from ba nks' profit s, bcc:lUse the 
s ta te is always, unavoidab ly and right ly so, one of the 
mai n recipient s o f a portio n of th ese profits throug h 
income taxes . It is the typ ical characteristi c o f a 
ba la nced taxat io n sys tem Ihat good and bad arc 
s hared: profit s a nd losses. The soc ialisat io n of 
negative company results correspo nds to the socia li­
satio n o f posit ive res uits. 
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'Structural Adjustment in Africa' 

at the Institute of Development Studies' Sussex· UK 

\pplications are inv ited from candidates with good masters degrees in economics 
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o. Joint Memorandum to the Treasury and Civil Service 
Committee* 

Sir Kit McMahon a nd Sir J eremy Morse 

. (Al What is Your View of the Brady Plan for 
Mexico? 

Perception of Brady lnitiati\'e 
In the after math o f the la un ch o f Secretary Brady's 
Initia tive, the process of debt reschedu ling has been 
destabi li sed and debt service disruption in creased. 
Ultimately the success o f the debt s trategy will hi nge 
on the abi lit y of debt o r nations to im plemen t 
eco no mic programrt:Les wh ich reaccess - o n a tOlal 
volu ntary basis - int crnatio na l capital market s. 
Aga inst th is ' objecti vc the a m bit.ions of the. ~ra.dy 
Initiat ive look vulnerab le. In parllcular the Inll l<lll ve 
has: 
Heavi ly underp layed the need of develo ping countries 
for new lending, no t on ly to fi ll fina ncing 'gaps' but 
also 10 achieve gro wth and thereby attract investment. 
The unwillingness o f banks 10 p rovide new lending 
renect s a radica l chan ge in atti tude and ca lls in to 
question the future source o f funds to meet the needs 
o f the developing na tions; 

Ra ised ex pectatio ns o f both performing and no n­
perrorming debto rs for debt forgiveness to an 
unob tainable level but has failed to provide resources 
o n a matching scale; 

Placed excessivc emphasis o n promo ting debt 
fo rgiveness which is not an end in itself and will not, in 
isolatio n , restore sustain ed growth and ensurc access 
to cap it al markc ts; 

Provided the wro ng incentive 10 cou nt ries, encouraging 
delinquency in debt se rvicin g and forestallin g 
economic adju stm cnt pl ans in the expectatio n of 
winning debt reductio n. The bctter managed co untries 
are disadva nt aged; 

Crea ted a view wi thin the ba n ki ng com munit y tha t 
debt reduction o r debt service reduction a imed at bank 
lending in isolat io n is no t an equitable sharin g o f the 
burden; 
Broken the ea rlier link between IM F finance and th e 
mainte nance o f interest pa yments to banks (t he Fund 
wilJ now advan ce c redit to a country even if it is in 
arrears to its bankers). 

• This scctio n has heen cxtracled from a slightly longer joint 
memo randum subm itt ed 10 Ih is HOll se of Commons 
Committee, dated 17th Ja rlllary, 1990. 

M exico Financing Package 1989-92 
Inthc peri od which has elapsed since th e launch of.the 
Brady In itiat ive on Ma rch 10, 1989, th e creehtor 
co mm unit y has foc llsed on Mexico as a test case. 

The result ing financi ng package agreed between 
Mexico and the Advisory Committee re presenting 
commercia l ba nks has been resis ted by the wide r 
banki ng community 10 the extent that co mmitments 
to provide a balanced response to thc co untry' s 
in vita tion ha ve been found lacki ng. The dea rth o f new 
lending from the banking co mm un it y renec ts two 
majo r naws in Ihe Brady Initiat ive. 

These are: 
_ the un will ingness o f com merc ia l banks 10 provide 
new lending: 

The success of a Brad y-insp ired package rests o n an 
nppro pria tc measure of debt reducti on and debt 
service red ucti o n, acco mpanying a supply of new 
lending. An y proposa l 10 prioritise the dual aspects of 
debt reduction will resu lt in an unbalanced menu of 
op t io ns and th e inco mpatibilit y o f new lending and 
debt forgiveness. 

Excessive emphasis on debt redu cti on will mea n that 
many banks which pursue that route wi ll co~sidcr 
th emselves to have ex it ed from a co untry and Will no t 
expect to be ca lled upo n for add itiona l finac~ci ng of 
any kind in th e fut u re. Lenders may.see k to wtt.helmw 
any remaining vo luntary trade and IIlterba nk hnes. 

_ the sca le o f debt reduct io n: 

The respo nse to the Mexican package is es ~imated, at 
best , 10 save the country less than S I bn III ex terna l 
inte rest paymen ts each year. This is equivale nt 10 

around 10 per ce nt o f Mex ico's to tal int erest paymen ts 
to ex ternal cred it ors and cannot, in isolatio n, be 
ex pected 10 have a major impact o n growth p rospects. 

The p rojected saving o n exte rn al debt service equa tes 
to about 5 per ce nt o f do mest ic int erest paym ents and, 
th erefo re, will o nly have a margina l impact o n the 
country's abil it y to meet domestic obligat ions. 

Though th e Mexico proposa l is the l arge~ t of it s kin.d 
so far attempted, the scale of achIevem ent :s 
insuffi cien t \0 have a ma teria l impact on the cO ~I ~ t r~ s 
economic prospects. As a res ult the Brady Ini t iat ive 
barely scrat ches the surface of th e D ebt Cr isis. 
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Contribution of C red itor Community 
Once the problems conrront ing a co untry have been 
diagnosed Ihen a solution should be tailo red to meet 

_ the specific situation. New lending or shorH erm debt 
service red uction wo uld be appropriate to cover a 
liquid it y shortral l whilst debt reduction is needed 
whe n the cou ntry's solvency is at stake. 

'On the occasions that it is considered necessary to 
provide a wide ranging menu of options th en 
voluntary debt redu cti on and debt se rvice red uction 
debt bu y backs, new lending by banks and measurcs t~ 
attract private capita l must be pro mot cd as an int eg ral 
package. Focus on a nyone component to the 
exclusion of the othe rs will undermine th e whole 
effort . 

In this regard it wflsencollrnging to hear Mr. Brady, in 
his speech to the IMP in September 1989, state: 

Several countries ... are a lready working toward 
new financing packages cons istent with the 
stre ngth ened strategy. As they di scuss th eir needs 
and options with the int ernationa l finflncial 
institutions and banks, their varied interests have 
become increasingly clea r. While reducin g debt 
burden has been the emphflsis of many, new 
financing is st ill important for many countries. 
Althoug h th e clements and the mix will vary from 
case to case, il is importflnt th a t there be a proper 
bala nce between new mon ey, debt and debt service 
reduction. 

r herefore, new lending must be attracted through a 
nore nexible stance in th e provision of enhancements. 
tesou rces allocated by interna ti onal rinan cial 
nstitutions should be to tally fungible an d used in 
,rhichever way ensures maximum benerit to a country. 
'0 ensure that the impact of an agreed rinflncing 
,rogramme is at a level which strengthens a country's 
conomic prospects thc Brady I nitiative should ex tend 
eyond bank borrowmg and captlllc the debt owed to 
fie offiCIa l sector ReschedulIng o r restru cturing tillS 
xposure through th e Par is C lu b is no longer 
ufficient. 

'he longstanding ~! ebt crisis can on ly be resolved 
. lrough cooperative effort and fin equitable sharing of 
le burden. The political will of industrialised 
Juntr.ies to participate in th e so lution -through th e 
Jmmltment of a mca ningful alllollnt of reso urces 
-appea rs to be lacking. 

~) Whal Role should Governmenl and Ihe 
Bank of E ngland respeclively play in 
relatlOll to Debts to Commerci al Danks 
owed by Other Count ries? 

) Governm ent 

~ Government has adopted a low profil e in the debt 
IS IS and appeared slow to react wh en the Brady 

Iniliative was launched. C ha ncellor Lawson 
emphasised his opposition to a ny so lution which 
transferred th e problcm from the privatc to the public 
secto r and initially res isted the use of IMF/ IBRD 
fllnd~ to support int erest reduction programm es . 
Even~ually the Government relent ed but, a long with 
certalll otlle r G7 countries, in sisted on II strict se t of 
guidelines governing the usc of resources devoted 
IOwards enhancements. The gu idelines fire see n by 
many banks to be unh elpful to th e smooth 
implementation of debt reli ef programmes. 
Any suggestion that under the Orady Initi ativc th e 
offic ial sector is taking ovc r the burden from th e 
commercia l banks must be dispelled. 
Indirectly and through thc multilateral in stitut ions 
the Government shou ld ensure the conti nuation of 
adequate economic programmes in debtor cou ntries 
and adequate conditionality between such programmes 
.and financing packages. 

Another major role played by th e Govcrnment is 
through the Pa ris Club. In this area th e Government 
has made it clear that requests for reschedulinn of 
princ ipal and/or int erest from Third World coun~ries 
will re:ult in exclusion of that country from addi tional 
rinanclng. In an environment in which the co mmercial 
ba.nks ~re actively involvcd in resched uling and are 
~ow bemg confrontcd with in vo lurHary debt reduction 
It would be helpful to have a more relaxed att itude on' 
the part of Paris Club members towards mainta ining 
rescheduled countries on cover. 

An equi~able sha ring of th e burden would demand 
thflt Pans Club lenders afford debt reli cf a lon"side 
commercia l banks. ' '" 

It is recogni~ed that on occas ions a third-party cfln 
usefully medIate between debt o r and creditor. but it is 
regrettable that thc pOlitical interference of the US 
aU lh.orit ies in the negotiat ions between the Bank 
AdVIsory Committee and Mexico reachcd un acceptable 
levels. 

(ii) Bank of England 

The cc ntral.role of the . Bank has predictably been one 
of pru?ent.lal rcgulat lon. The principa l feature of 
reg~lIatlon IS the Matrix whi ch is accepted by many as 
logIca l and one of the more rational approaches to the 
problem . 

Rath er like most systems of country risk assess ment 
used by banks, the Matrix suffers 10 a ce rtain extent 
from being backward look ing. It impli ci tl y assu mes 
that past behaviour is a guide to future behaviour. In 
an environment whcre debtor nation attitudcs 
towards reschedUling and interest rnoratorifl are 
in~~lel?ccd by ?fficial interventions such as th e Brady 
rnrtl~~lve prevIous patterns cfln be mislead ing. 
A Critical ro le for thc Bank is to ensure th at UK ba nks 
arc not disadvantaged in relation to int ernati o nal 
co~petition through the prov isioning guidelines set­
the 'l eve l playing ri cld' concepl. ~ .nd cr the Mexico 

oposals tite Bank of England policy is heavily 
pr 0 101 0 0 
we ighted towards dcbt reduc~ r o n, w u st til cert~1Il 

ther countries debt red ucti on and debt se rvIce 
Deduction are treat ed in a si milar manner with 
~ollateralised par and discount bonds deemed to 
constitute non-Mex ican ri sk. 

(e) Whal is your View oflhe nank of England 
Matrix for provisioning against Third 
World Deb! and whelher Ihe Inland 
Revenue should a llow against Tax, 
Provisions for Such Debts in Excess of the 
Requirements of the Ma tri x? 

(i) The Matrix 

The Bank of England malrix has been very lIseful in 
prov iding an objective mcthod of. determining th e 
relative riskine'ss of different coun tri es through thc 15 
factor scor ing system. though the Revenuc and the 
banks have so metimcs reached different scores . 

Mectings betwe'~il ;hc British Bankers' Asso~ iation 
and the Revenue on thc tax deductibility of provisions 
aeainst Third\Vorld debt have brouglit the Revenue 
fr-om a position wh erc th cy wan ted:1 discou nt on th e 
pe'rcentage provisions indica ted by the Matrix to one 
where (with onc exception) they broadly flccept th e 
results of th e Mat ri x. 

The exception is Brazil, where th e 1988 resc heduling 
caused the Matrix to indica te an improveme nt. th ough 
the banks (and th e Bflnk of England) believe it is an 
apparent rather than real improvement. 

Th'c difference of opinion over Brazil in 1988 is the 
only major obstacle to agreeme nt with the Revenue of 
the main Country Ri sk Provisions fo r 1987 and 1988. 
That said, some banks contend that provisions 
charged in the accounts in excess of the Matrix shou ld 
be allowed for tax purposes, based on the considered 
opinion of th e bank as to the likely amount of 
irrecoverable debt. 

(ii) The Tax Legislation 

The Taxes Act 1988 statcs on the tax deductibility of 
debts: 

.. . no sum shall bc deduct ed in respect of: 

(i) any debts, except bad debts proved to be such, 
and doubtful deb ts to th e extcnt that they arc 
respectivcly estimated to be bad. and in the case of 
the bankruptcy o r in so lvency of a debtor th e 
amount which may reaso nabl y be expected to be 
rcceived on any such debt shall be deemed to be the 
value thereof. 

The above section frequently poses problems whe n 
negotiat ing normal commercial bad deb t provisions 
with the Revenu e, almost always with the mea ning of 
'doubtful debts to the ext ent that th ey are res pectively 
estimated to be bad', even wherc company fl cco unl s 
a nd other financial data arc availab le. Dirferences of 

opi nion arise as to the extent of th e likely loss. oft en on 
the realisable 'values of the assets in the eve nt of a 
liquidation. 

I f these questions pose difficulti es in normfll 
commercial situations the difficulties of es timati ng 
losses is greatly magnifi ed when cons idering sovereign 
risks whe re governmen ts, government agencies and 
the availability of fore ign exchange fo r privflte sec tor 
debtors to discharge their obligations arc factors to be 
taken into account. After a ll , it was said at one time 
that count ries do not go bankrupt, but even ts over 
recent years might suggest otherwise. 

The challenge. thcn, is to determine - with or without 
a Matrix -the extent to which Third World debts are 
bad. Wh ilst (he Matrix ca n assist in se tting fI noar on 
lhe provisioning level, it cou ld a lso impose a ceiling 
when defiling with the Revelllle; becallse if they 
recognised the Matrix th ey would not reckon 10 allow 
relief on provisions in excess. On the othe r hand, if th e 
directo rs of a bank have, after due co nsideration, 
estimated the extent of the irrccovcrability of their 
Third World debt and provided for the shortfall, this 
can be argued to satisfy th e rcquiremenls of the tax 
legislation, and even if the resultant provis ions excced 
the Matrix level s the rclief shou ld be given. The 
Revenue; though, have the righ t to question the basis 
on which the estimate of loss has bee n made. 

(iii) A Revised Mat rix 

Thc most subjective feature of the existing Matrix is 
the a lignment of the percentflge provision bands 
against bands of scores. The present alignm ent was 
considered appropriate in 1987 and (presu mably) in 
1988, but with the incrcflsed perception of ri sk in 1989, 
many banks have moved provisioning percentages 
above the o ld rcadacross lcvels in their h,llf yearly 
results, and in some cases to cven hig her leve ls since 
then. 

The Bflnk of England is cxpec ted to iss lle a revised 
Matrix in the ncar future. It is expected that it will 
broadly support levels of provisions averaging around 
50 per cent, i.e . thc levels reach cd in the UK banks' 
1989 half year results. Provisio ns above the 50 per cent 
level wi ll be unlikely to be tax deductible unless the 
Revenue, of their own volition or under political 
pressure, accept the a rgument put fo rward by seve ral 
of the major international banks, that th ei r loans to 
Third World countries will not be recovered to any 
material extent. The loss Illay result from debt 
forgiveness, debt service r.educti on, sale of the debt , 
swapping for othcr dcbt or equ ity, or simpl y neve r 
bei ng repaid. 

In all these circumstances, a case cou ld be made that 
losses should be allowed for lax purposes and that th e 
reliefshould be given at th e time that the lending bank 
records the estimated amount of the loss in it s 
accoun!s. 
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BANK REGULATORS' VIEWPOINTS 

I}~. Supervisory Attitudes in the USA * 

~. Gerald Corrigan 

I would like to make a few remarks about my current 
thinking concerning supervisory issues related to bank 
exposure to LDCs, including supervisory attitudes 
to\\'ard new instrume nts such as those which wi ll be 
part or the Mexican financing package. Before turning 
to those supervisory issues, a llow me to make several 
mc; rc general observat ions on the LDC debt situa tion. 
As a matter of perspective, several points are worth 
stressing even if in summary fashion. They arc: 

Fi rs t, despite all the problems, the fru strations and th e 
setbackS, I believe that morc progress has bee n ilnd is 
being made th an is often recognised. Certai nl y, when 
we look at individual countries -3 process which has 
a lways been at the heart or the case· by-case 
philosophy - th ere arc 3 numberorinstances in which 
progress has been draminic. 

Second, now as in the past and in th e ruture, sound 
macro and struc tura l economic policies in the debtor 
:ountries arc the necessary pre-conditions ro r liming 
;uccess. BUI, as in many things, necessary condit ions 
lre not a lways surticient. To bridgc the gap between 
:he necessary and the surficient. we must keep rirmly in 
nind that cooperative errorts between the debtor 
:ountries , the commercia l banks. the IFls and the 
;reditor countries remai n essentia l. It is s till a packa£e 
jea l suc h tha t ir any or these g roups rails to rul lill its 
'esponsibilitic5 , all will surrer includin£ the one tha t by 
ts sho rt-sight edness triggered the unravelling in th c 
irst in stance . 

rhird, obviously debt reduction and debt service 
'eduction have an important and necessa ry ro le to 
)Iay in the process. However, debt redu ct ion or debt 
crvice redu ction. no matter how well cOllceived and 
,'(ec llted , are not a lull su bstit ute ror the ex tensio ns o r 
resh credits to th c debtor co untri es by both orticial 
nstitutions and com merc ial banks. This is th e very 
sse nce o rth e approach laid out by Sccretary Brady in 
lis speec h in March or this year. 

tat ed difrerent ly, absent access to private sources of 
in'a nce ov~r time, the longer run capacity o r the 
eb tor countries to finance g rowth and deve lopment 
'ould be in rurther jeopa rdy. especia lly since it see ms 
) .me se lf evide nt that governments in the industrial 
'o rld arc not willing or ab le to take on that task in 
:olation. Thus, what we need is a balanced approach 

An edited vcrsionof remarks by E. Gera ld Corrigan before 
iroup ofThiny, Washington DC, September 25, 1989. 
'S nlil/rli; . 1990. "'121 " 0 2. In'lilLt!o nr OO"dol'mon! Sh,Il ,,,. St"'~ . 

to financing in which fresh credits, public and private 
- opera lin g in tandem with clements or debt and debt 
service reduct ion - remain an important part of the 
process. 

In this regard, I wou ld note that the proposed Mexican 
a nd Philippine financing packages both contain 
opt io ns providing ror fresh credits. In each case 
mod CSt amounts of new money rrom the internnt io nal 
commercia l banking community will be vit a ll y 
important to th e ultimate success or these financing 
packages. 

Fo urth, having emp hasiscd the importance or fresh 
credit s, Ict me a lso stress the very cons iderable benefits 
of deb t or debt service reduction. In th e case of 
Mexico. for example , th e permanent cash now bencfit s 
growing ou t orthe eOtHemplated debt and debt service 
reducti on transactions arc truly significant. Out , as 
impo na nt as the cash now ga ins ma y be. th ere arc 
other impo rt an t beneri ts 10 Mexico. For example, the 
principal amou nt or a very sizable fract ion orMexico's 
external debt will be rull y secured at maturity and it is 
like ly lhat tens of billions or dollars or suc h debt will 
have an interest rate or 6.25 per ce nt locked in ro r 30 
years - nOt ,In inconseque ntial clement o r protection 
aga ins t the vagarics orthc imeresl rate cyclc over tim e. 
Needless to say. to the extent Mexico benefits from 
th ese arra ngements, it rollows that creditors. both 
current and prospective. should also benefit. That. 
100. is the esse nce of the Brady initiative. 

Let me now turn to my current thinking about 
supe rviso ry at titudes toward LDC debt in ge nera l and 
to th e speci fic su pe rviso ry treatm ent in th c US or 
Mex ica n-t ype transactio ns and instruments. Let me 
stress that these views are a ren ec ti on or my own 
thinking, but they arc no t necessa ril y the last words on 
thi s subjec t. My comments fall into rour majo r points: 

First, the overall th rust of policy with respect to 
reserves against coumry ex pos ures is unc hanged. 
Banking o rga ni sations are expected to have adequate 
cap it al rese rves to cove r th e risks associat ed with a ll 
forms of lending, including country exposu res. In 
exercisi ng this responsibility to assess the adequacy o r 
an or£a nisation 's rese rves, account will be taken or a 
bank's overall fina ncia l conditi on. focusing parti­
cularl y 011 it s asse t quality, capital, and management. 
against the background of curre nt and prospecti ve 
financial a nd econo mi c conditions. Jhese a ssess ment s 

of reserve adequacy will continu e to be mad e on a 
case-by-case basis. 
We want very much to e mphasise ~his case-by-case 
philosophy in a manner that avoids the perception 
thai there is a si ngle reserve o r provision ratio that is 
'right' ror all institutions at all times. 

Second, sove reign risk rela ted provisions or rese rves 
can be viewed in the rollowing framework: 

The measure or exposure will be the amount o r credit 
ou tsta nding to all count ries that arc 'criticised' or 
'classified' by the Fede ral bank superviso ry agencies in 
accordance with the ap propriate provi sions or us law 
and regulation. Howeve r. when measuring ove rall 
commercia l bank exposure to such countries, it would 
not be unreasonab le to deduct the amount o r 
performing trade credits outstanding to all such 
countries. In other words, perrorming trade credits 
ca n be viewed as outside th e framework of any specia l 
reserving or provis ionin£ requirement s. I t should be 
noted also that there are n rew co untries that. by virtue 
or their economic and fin a ncial performance. have 
been upgraqed rrom the list of criti cised or cla.ss ificd . 
As suc h. existi ng and new credi ts to such countries can 
be see n as outside the need for any special 
requ ireme nts so long as th ei r improved statu s is 
maintained. 

The measure or reserves o r provisions against 
exposure will include the amount orfunds taken out or 
current earnings or charged agains t retained earn ings 
for this purpose. In addition, the assessmc nt or rese rve 
adequacy can, within acceptable bounds. take account 
of prospective ta x benefits available to indi vidual 
banks as a result or loa n loss provisions taken against 

. such exposures. 

For US banks, taxes paid a rc ge nera ll y. not reduced 
when provisions or rese rves arc eSTablished. Howeve r. 
as actual charge-orrs occur. taxes ma y be reduced, 
providing the opportunity to replenish the rese rve 
without additiona l charges against net in come. Th us, 
the arter-tax level or rese rves can be signifi cantly 
greater than the slated level or rese rves. The purpose 
or the tax adjustment to th e rese rve coverage ratio is to 
take account or this consideration and in the process 
make reserve ratios ror US banks more compa rable 
with international pract ices. For example. t,ased on 
developments prior to the current quarter, thi s ta x 
adjustment racto r raises the average efrec ti ve reserve 
coverage ratio or Us money ce ntre ban ks by a ll110st 
5 percentage points. 

The measu re or reserve cove rage m,IY a lso take 
accou nt o r the presellt \'GIlle or any colla teral or 
interest guara ntces growin g ou t o r Mex ica n-t ype 
swaps ortoans ror new debt instrument s carryi ng such 
colla teral o r guarantees. For rese rve adeq ua cy 
purposcs, it is quite rea so nab le to treat thi s amount as 
an addition to reserve coverage so long as th e new 

bo nds arc being serviced in an o rd erly rash ion and th e 
guarantees are intact. This too will have the errect or 
raising erfec~ive reserve coverage beyond lhat 
suggested by a simple ratio of ex pos ure to rese rves . 

Third, taking account of these definitions and 
concepts, a nd in circumstances in which reserves for 
individual banks a re judged to be a t acceptab le leve ls, 
additional rese rves need no t be automatically 
established in co nnect ion with rresh credits extended 
to the debtor cou ntries in co nn ect ion with inter­
nationally su pported financing programmes. Any 
such judgement will . o r course, be subject to 
cont inuing review, a process which will become a ll the 
more straightrorward in a setting in which economic 
policy and performance in the debtor countries is 
stre ngt hened. 

F in a lly, with regard to debt or debt service reduction 
t ransactions such as wi ll be part of the Mexican 
financing package, the following addit ional comments 
wi tl apply. 

Whe n a bank participates in debt reduction 
transactions. a lower level o f rese rves can be quite 
acceptable so long as the new debt instrument is 
booked at par and approp riately enh anced 
(collatera lised at maturity with interest support) and is 
being serviced in a tim ely man ner. I n particular. where 
suc h transactio ns nre essc ntia ll y an ex it instrument 
a nd rese rves arc otherwise a t acceptab le levels, the 
present value o rthe collate ra l and inte rest guarantees 
may suffice as adequate reserve coverage depending 
on the overall ci reulllst:lnces uniqu e to individua l 
banks. 

In instan ces in volving debt service reduction trans­
acti ons. the new bonds may. for superviso ry purposes, 
be booked in the investment account at par so long as 
the slim of reserves (as defined above and takin g 
account o f the prese nt value o r collateral and int erest 
guarantees) and the 'fair value ' or s llch bonds eq uals 
or exceeds th eir par va lue. In th e alternative , banks 
may rollow the gu idance recently provided by the 
Secur iti es and Exclmnge Commission regarding the 
accounting trea tm en t or such instrum ents. 

While other trealment o r thesc transac t ions ma y be 
appropriat e, banks shou ld co nsu lt with the appropriate 
Federal ba nk su pervisor regardi ng the supervisory 
and prudential merits or a ny a lternate approach in 
advance of utilisi ng such approaches. 

Thi s approach is in tended to balance a number of 
considerations in a con text o f providing the maximum 
degree ofnexibility to individ ua l banking institutions. 
II starts with the premise that prudential standards 
must be just that - prudent. Howeve r, it also 
recognises that reserves or provisions arc not charge­
orrs or write-downs. Indeed. what we arc all striving 
for is a res ult in which the grea t bulk of these rese rves 
will no t be needed and as conditio ns improve banks 
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will be able to reco llp cl ements o f such rese rves into 
future inco me o r devote them to o ther prudenti al 
purposes. Aside from these prud ent ial considerations, 
the approac h is designed to ( 1) recog nise countries 
whose pe rfo rm a nce has rcs ult ed in their ' pro mot ion' 
Ollt o f th e classifi ed o r crit ic ised categories; 
(2) recognise th e specia l nalll re of trade credits; 
(3) prov ide very fl exible trea tment fo r debt o r debt 
se rvi ce reduction tra nsactions o f th e Mcx ica n type; 
and (4 ) prov ide th e necessa ry fl exibilit y within which 
banks can , co nsiste nt with the ir own busincss and 
crcditjudgements, choose ncw mo ney options without 

. having to provide furth er rese rves so long as th eir 
overa ll rescrve posit ion is adequ a te. 

There is one fin a l po int to be emphasised in rega rd to 
reserving o r provisioning practices. Namely thaI 

- reserves o r provisions provide a n im portant cushion 
against possibl e losses in the principal am ount o f bank 
exposure - 10 debtors. They a re . in othcr words, a 
cushion in balance sheet te rms. However. rese rves (or 
fo r th a t matt er writ e-downs) do no t reduce the bank's 
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claim against th e debtor. Fo r thi s reaso n a nd o thers, 
deb to rs sho uld not co ncl ude tha t th e mere existe nce of 
such rese rvcs consti tutes a lice nse to igno re thcir 
fundamental obligations to th eir credit o rs. By the 
sa me toke n, major cred ito rs sho uld rema in mindful 
tha t e"en a genero us level o f reserve cove rage docs no t 
mean that they can wa lk away fro m th e process. 
Ne ither th e balance shee t no r the inco me stat ement _ 
to say not hing o f the ris ks to th e well-being o f the 
glo ba l eco nom y including it s implications for bo th th e 
bala nce sheet and th e inco me state ment - wo uld be 
well served by such neglect. 

The months immedi a tel y ahead wil l not be easy. There 
are 10 or more develo ping co untries in so me stage of 
di scllssio n, negotiation o r sy ndicati on o f new 
financing packages with official and private creditors. 
Howeve r difficult it may be, it should bc very clea r that 
now is nOI the tim e to cut <Inc! run. With fl ex ibility, 
with commitment , and with a renewed se nse o f that 
co mmo na lity of purpose of which I spo ke ea rlier, I 
believe we ca n a nd must see it through. 

o ..... ',sco •• ..,.. .... ",..., 
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B. The New Bank of England Rules for Provisioning 

Stephany Griffith-Jones 

I Introduction 

In August 1987 the Dank wrote to all UK inco rpo rat ed 
in stitut ions a uth o rised under th e Ba nk ing Act whi ch 
had exposures to countries experiencin g debt 
rep<lyment and servicing difficulties to enco urage 
them to reco nsider the adequacy o f their provisions 
against exposurcs to such countries. The Ba nk o f 
England devel o ped a fra mewo rk for o bjective analys is 
fo r meas urin g the extent of the difficulties o f cach 
country (kno\vn as ~ h e matri x). Dur ing th e last twO 
years thi s fra illeWork has bee n used as a basis fo r 
discuss ions'between the Bank a nd each instituti on so 
that a n a ppro priate level o f co untry debt provisions 
fo r supervisory purposes ca n be determined. ' 

In J anuary 1990 the Bank o f Engl and reviewed the 
structure of th e matrix and the facto rs con trib utin g to 
thc assessmen t of repay men t difficulties. The Ba nk has 
a lso looked agai n at the level o f provisions indicated 
by th e mat rix, bearin g in mind the widespread mark et 
percep tion Ihat the situation a mong debtor co untries 
has on bala nce de teriora ted. The res ult o f this review is 
renected in ,1 number o f technical changes in the 
ma tri x a nd ill a sigll ificallt iI/crease ill the average level 
oJ provisions prodllced by its applicalioll. 

Bes ides th e in crease in th e avera ge level of 
provisio nin g, th ere a rc two. signifi ca nt changes . The 
fir st concerns th e source o f the minimum sco re o f 10 
from catego ry A and B facto rs. Previously , evidence o f 
aCff/al default was required befo re th e qu esti on of 
provisioning arose; provisionin g could not be 
tri ggered by category C (econo mic) fa cto rs alo ne. The 
Bank now be lieves it right that indicat o rs which 
provide evidence a bo llt the likelihood of debt 
repa ymcnt diffi culties in th e future, eve n without 
actu al default , should be ca pa ble of t riggering 
provisionin g; therefore. whil e the minimum score of 
10 rema ins, it now appl ies regard less o f t·he so urce. 

Seco ndly, in order to avoid sudden changes in fut u re 
prov isioning requirement s th e Bank believes that a 
smoothing tec hni que should be introduced based on a 
moving average. 

II The New Bank of England Matrix 

There are three sta ges in th e process o f dec iding a n 
appro priatc levcl of p rov ision: 
·,os 11011/,';"" 199Il. ,·,,1 21 no 2. In"il\l" or D.'·~IOI"n."t S'nd" ... . S""", 

(i) 

(ii) 

(iii) 

to identify co untri es with current o r po tenti al 
repay ment difficulties; 

to identify th e nalllre o f th ose diffi culties a nd th e 
cxtent of th e country's problem; and 

to determine, at thi s po int , wh at pro po rti on o f 
expos ures to that co untry is unlik ely to be repaid 
in full. 

A number of facto rs o r criteria can be ide ntified to 
help make thi s decision. These fa cto rs can be 
incorpo ra ted in a ma tri x and weighted to renec t the ir 
relati ve signifi ca nce fo r determi ning the a pp ropriate 
leve l of provi sion in rcspect o f a n ex posure. 

The Ban k of Engla nd groups the m inlo three 
ca tegori es, na mely: 
A Facto rs which evidence a borrowe r's inability o r 

un willingness to meet its obliga t ions, 
wh eth er a t the due date o r therea ft er; 

B Facto rs which show a borrower's current d im· 
culties in meeting its obliga ti ons; a nd 

C Factors which provide evidence o f til e likelihood of 
repay men t d ifficult ies eit he r pe rsisti ng or 
arising in th e future. 

The matri x incl udcs a to ta l of 16 fac to rs unde r these 
three ca tegori es. They can be appli ed to a ny co untry 
and to an y type o f exposure ta ke n e ither in aggregat e 
o r by type o f exposure. The Bank of En gland's aim has 
been to identi fy a ran ge o f o bse rvable factors which 
point to the likelihood of a partial or total failure to 
repay. Fo r this reaso n d ifferi ng level s o f ma ximum 
score are a ttributed to th e different facto rs, renec tin g 
th eir perce ived relative weight in th e aggregate 
assess ment o f repayment difficulties. 

The fa cto rs and the weights att aching to th em are set 
out in the matrix a ttachcd. Only one facto r(16) is to be 
weighted with in a ra nge accordi ng to ind ividua l 

judgement. 
It is suggestcd th a t a min imum sco re of 10 is requ ired 
before the a ppropriateness of provisioni ng needs to be 

considered. 

Methods of Scoring 
.The IOt a l sco re fo r a country is the sum of the 
ind ividua l sco res fo r each facto r. Changes in the 
circum stances o f indi vidua l cou ntries should be take n 
a ccount o f by upd a tin g country sco res wh eneve r 
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)rovisioning Icvels are redetermined. 

n order to avoid excess ive vo latilit y in the sco res, the 
lnnk co nsiders it appropriate 10 take n moving 
LVerage over 15 months, s tarting from the date of this 
Japer, as the basis fo r determining th e level o f 
lfOvisions. 

iett ing thc LCl'el of Pro \'isions 

)nce the moving average ha s becn determined, the 
lank of Engla nd ins t ructs that leve ls of p rovision 
hou ld be established within broad ba nds, shown 
.e low: 

Score 

10-24 
25-39 
40-54 
55-69 
70-84 
85-99 

100-119 
120- 145 

Provisiol/ 
J an 1990 

5-13% 
14-23% 
24-37% 
38-58% 
59-75% 
76-89% 
90-96% 
97-100% 

If one com pares the J anuary 1990 matrix (Table I ) 
with the one iss ued by the Bank of Engla nd in August 

\/i / I January 1990 Matrix 

d ol'$ [Columns 1-3) 
'Il' FacIOrs IColu mns 4·71 

"" '" (2) OJ '" '" (0) ,n 
lilio., "'o'~I",ium Reschedul.d . , S«ond Of more Sign,I1c:1nl Arr.o,~or ArrUBOr N ... · money 

indf •• 1 mn)· I;m. in the ... cheduhng ~fl.~B of princip~1 on imc'nlon follO"'in, re-
lUI ~ >'n 0. in dUrin, 'he I~II ~ 10'«0110' Ofi,in~l Or original Or Khtduling 10 
Ihe process of ycs"or prjnrip~1 t«ch«lul.d tcschtdukd clUI'fl'~"'. rnchtdulinS. or princip~1 amounu 'oI Fr. Io~n. ('<'Im l03.n'(.om or (:Ipil~liled 
ha, lignir~nl lochrdul«l ,ince olhr. '~I .. n~1 olh.r ule.n~1 ,n ..... 1 
Ir.lnsr •• p,oble= Jan 19U. 0' ... dilon: .. «1;101$: u,un. 
,nd/or, lim;. on lI, nlf.r p,obleml .~dud;n, ,g ... d ududin& Of Pari, Club 
debllch.duling recordrd ,n ~"can ' "red r •• theduling 
wilhoUI ag ... men. Col~",n 2 an .... Or~"Ur$ 
from c .. diiolS 

().J ml1>,-1 (Il (Of 1,lIer) (12 for I.II.,) 
~-12 mlh, _ 4 l-S)fS ·6 2-~ y,,·6 ().J ml h._ 4 ().J mlh.·4 3·~)'Il· 4 
12-36 mlh.· 8 2·) y.s. 8 1-2"rI·8 <2y,,- 10 >JmU,I·8 >3mIIlS-8 1.) )·u· 8 
>l6m.h.-ll <IYrJago- 12 < 12 mill •. " > 12 m.h •• IS > 12 mlh~. 10 >12 mlh) _ 10 <2~ .. . 10 

2.4.80rI2 6,8 Of 11 6.801 11 10 0. 15 4.8 Or 10 4.80rlO 4,8",10 

ClOtS IColumn 8-16] 
TOTALS 

'8J (9' (IO) (Ill {Ill {Ill (1 41 (IS) (16) 

l ion In le,cs' V,ablr De&,/ Debll No< Unr,lIed ~brhr Highly dtp.nd.nl O.her TOTAL PROVIS· .... ic. ,mport GOP e.""", m •• ,ing I1n'ncin~ pricr on, single (~'Iof! SeORI, 10NING rar io «Wt. rario Sood. and IMI' g,po,'« "'ure. of (M • • RANGE ,."j." r .. ,ClV no., 12 intome: 14~J 
ulio unwl1lin l monlh. commod,IY 

lOla 1<1 c .. lud,n. r .• port. 
IM F al,red .inJle 

m"UI, rommod.,)· baud 
dun,,; e" fIOrt .... viu 
r.,IIuctu,· runlnt: 
in, 

>m\- J < 4 mlh.·) >50% . J >~·3 
".",Ii.llons 

<70- 2 
>2S\1. S <1 nlt1l1· ~ >W;i- 5 >3OO'l. S <50- 4 
>W/\.1 <I mlh-7 < 100Sf- 7 >l00'il.7 <30- 8 
>Wjf,_ 10 >OSm-1O > ISI)%_IO >6OO\lo. 10 <10- 12 

J - 10 )·10 J - 10 J - 10 2-12 010 S TOTAL 

1987 ,Ihe main differcnce is that the scores se t up in th e 
latc r mat rix tend 10 be signifi ca ntl y higher, part icula rl y 
fo r cou ntries which arc very ·uncred itwonhy'. For 
exa mple. faclOr 14 (accounting fo r th e secondary 
market price) now ranges fro m 2·1 2 po int s; in the 
Au gust 1987 malfix the range was fro m 2-4. As a 
resuh, it becomes easie r for countries to get highe r 
sco res, and thu s fo r higher provisio ni ng to be required 
against th eir debts. 

Scope of Application 

The~e arc two alternatives: 

to apply the factors and rcsu lt ing provision ing 
percen tage against all claims on a co untry; 

to apply the fact o rs and resulting prov ision 
percen ta ge scparate ly to different classes of asset. 

The Bank's view is that, for supervi so ry purposes, the 

percentage provision should be applied to a bank's 
tota l cxposur~ to , including risk tra nsfers to a nd 
excluding risk transfers fro m. a particu lar country. 
unless it ca n be sa tisfi ed lilat a particular elaim or class 
of cla ims will be repaid in full. 

This latter decision is somewhat con lrovers ia l, as it 
would ha ve seemed preferabl e to separate trade credit 
(so esse ntial to susHlin trade nows) and ollly to require 
provisio ning ifit was not being se rviced regularly. 

The ma trix it se lf is <luached reneeti ng th e new sco res. 
It has bee n reportcd Ihat the new matri x will imply 
Bank of England su pport fo r leve ls of provisioning 
averagi ng a round 50 per cen l, as co mpared to the 
levels o f30 10 35 per cent p rovisioning se t in th e earlier 
1987 ma trix. It has al so bccn repo rted that th e Briti sh 
Inland Reve nue ( the UK tax a uthorit y) will accept th e 
Bank of England' s new guidelines as olle of the factors. 
when calcu lat ing allowances against tax. 
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Some Accounting and Tax Aspects of LDC Debt 
Provisioning1 

~------~----------------------~~ , 
Mitchell Hogg 

Accounting T reatment 

1\ number of accountin g iss lles' arise conce rn ing th e 
Mexico proposa ls in ret atio n to the bo nds that will be 
ssucd to give effcct to th e Brady Pl a n. 

Balance Sheet Presentat ion of Bonds 

A.hh ough th e bonds, if purchased in the secondary 
:narket, co uld well be classi fi ed as 'investment s' [ 
.vo uld favour maintaining th em as 'advances ', ' . 

)0 a substance over form approach it is a rescheduled 
aan. 

~I owever, if it is now in tended to se ll the bonds o r 
)(herwise deal in them , th en Ihey shou ld be treat ed as 
dealing investments', 

r ile fact that the bonds have a market price (in 
_uxcmbou rg) docs not necessaril y mean there is a 
iquid market. Even if they a rc readily saleabl e, this 
loes not prevent th em being recorded as 'ad vances' 
Hovided there is a n intention to hold to maturity. 
\fter all , these days ' loans' can be so ld. 

~cco rd ed Value of the Discount Bond 
~I~e . discount bo nd will mntu re 3t o nly 65 per cent of 
Irlgmal va lu e, th ererore th e bond should no t be 
cco rdcd at a valu e abo ve this. 

t. shou ld be recorded at th e 65 pCI' cent or orig in a l 
alue, less any rurth er provision need ed to renect 
red it ri.sk over th e remaining lire. The credi t risk ma y 
'e cons Idered to be negli gible as th e bo nds a rc backed 
y US Treasu ry Bo nds. 

ince the 35 per cent discount has bee n wa l\'ed II loss 
as been 'rea lised' (Le. the rull 100 pe r ce nt will never 
ow be recovered) so this amo unt should be written 
rr agains t the prov isio n lca vin g g ross cost at 65 per 
~nt , less rurthe r provisio ns as dee med necessary. 

,gdin, an int enti o n to deal or trade the bonds wou ld 
19gest using a mark to market approach. 

ecorded Value of the Par Bond 
1 ,the case orthe par bo nd it cou ld be nrgued th at no 
jJllstment s are needed and that th e bonds co ntinu e to 
;: shown at gross cos t less provisio ns ro r cred it ri sk 
'owever, J believe a yield adjustment is also needed,' 

'S nUIlN;1I, 1990. I'ot 21 n" 2. In' tillOie "r D""d"l"''''m Studi, .... S"''''I , 

Due to th e resc hed ul ing arrangeme nts th e bonds must 
~nh ere ntl y have reduced value ( rencct ing th e red uced 
mterest . rate). This amount can be isolnted by 
comp~rln~ pn~t and present yields. I rthis is regarded 
as a re<llrsed loss then , <IS <lbove. this cou ld be 
ren eCled by writing o rr an app rop riat e amount o r 
bond, but I do not be lieve th is presentation is 
man~~tory (i.e. thc valuc redu ction cOldd be held:J.S a 
provIs Io n) . 

However, regardless o r th e p resen tati o n, th e write-orf 
reflecting reduced intere5t income should not be taken 
out or the pro~i~ion ror credi t ri sk ( i. e. the components 
or the prov l~lo:l mllst be sep<lfately iden tiri ed) 
although credIt fi sk can be assessed on th e net vnlue 
after the write orr ror reduced yield. 

Aga in. a tradin g int cnt ion would me:J.n the bonds nrc 
marked to market. 

I rth ~ bond is to be held to redempti o n then, assuming 
n wnte down is recognised to refl ect th e reduced yield 0: the par bond, it is reasonable to recove r that 
d Isco unt on a yield to redempt io n (actuarial) basis. 

H owever, the provision ror credit risk m1l5t nlso be 
reasse~sed and adjus ted as necessa ry, Ir the yield 
reductlo~ was h ~ld by way or provis io n (as op posed 10 

aClu~ l.wnt e off) II may result in adjust ments within the 
proVISIon, but no net erfect overall. 

Bonds held :or trading wou ld con tinu e to be marked 
to market WIthout rega rd to yield implicntions. 

Future Prov is ions 

Future pro vis ions against cap it a l and uncollected 

, The inform:llion :lnc! I1gure ~ in Ihis :lrlicle should he reg:lrdcd a.~ 
~eeur~le a:~ of 31 .l:lnll ary 1990. except in re,~ pec t of the fi gures 
eo~t:llned m Tabl e I and thecornmenl s abnulthc Fin;!"' ce l1i!l t 990 
which follow. 

Th: Fin:lnce Bill t990 tays down clearer guiddines C<lncerning t :l~ 
rtll.ef for LDC debt provisions. These proposa l ~ allow banks 10 
clnun lax relief on prol'i ~ ion ~ \IP 10 v:llues which appro~im:ltc 10 1he 
current Bank of England matr i,~ levels. Future incrca_~es in 
:lllowa blc provisions will be restricted to 5 percent Df the principal 
su m per ye:lr from March 1991 o nwards _ i.c, t he limit for 
December J990 I1n:111ei:11 statements will be the S:l1l1e a,_ December 
19&9. "The same principle will apply to l o.~ses which ar.· cry ' I:1l1ised 
by :~dhng debl. unle~s it is sold b:1d to th.· debtor c"u nlry when full 
rehef fo r ~n>' l o~~ \\'111 be givcn imrnedi:1tcly. 

A~lhough the ~ropos:ll.' nre no! neces~~rily ,,~ gClwroll~ :1~ hnnk .~ 
nll?hl. h:1l'e \\'I~hcd . th ey ne l'ert h e1c.~s do set down SOniC firm 
? 1I.'dc1lOes :1ad :1IS0 cnsurc that the b~nks will gct fullla ~ rdicfcI'en 
If It dnes t~kc;1 fell' yenrs. 1. 

recorded income will be need ed in the usual man ner 
but, as indicated above, thi s is lik ely to be negligib le 
ror the capital element a nd would also reflect any 
gua rantees of the inte res t clement. 

Technicall y the discount should be amortised even ir 
Ihe market va lue o r the bond is below cost where tile 
bond is to be he ld to mntllrity. H owever, ir this is 
indicative of problems with recoverabi lity then it may 
involve an eq ual increase in a provisio n ror credit risk 
(as discussed above) . In practical term s. lhere ro re, the 
amort isation may not be recognised. 

New Money 
Any ban k makin g new loa ns wou ld have to ma ke ex tra 
provisio ns. At a minimum. th ese ex tra provis ions 
would have to acco rd wi th the Bank or Eng land 

matrix. 

Policy S tatement 

Ideally the p~li~y adopted should be ru!l y disclosed, 
i.e.: 

whethe r bonds are disclosed net or gross; 

whet her immediate wri te orr is mad e: 

whether discoun t (o n par bonds) is be in g amort ised; 

that rurth er provisions are made whe re necessa ry. 

Internat iona l Prov isioning 

As shown in Table I , the seconda ry market va lues of 
most of the mnin LDe debt has continu ed 10 raIl. 

In response to this raI l. the rour major cleare rs in th e 

Table I !Secondary Ma rkel Prices for Se lec ted I 
1 LDC Sovereign Debt, 1988-1990 

Mar SCllt Mar SCllt ."'far 
11)88 1988 1989 1989 1990 

Argenlinfl 28 22 17 17 II 

Brazil 47 47 34 30 26 
Ohile 57 60 59 64 65 
Mexico 49 48 40 43 40 
Phili ppines 51 52 41 49 49 
Venezuela 53 49 34 41 39 

Avemge ro r 
these Sl .\; 
countries, 
weighted by 
end 1987 
externa l debt 46 45 35 36 33 

UK have made add itiona l provisio ns against LDC 
debt over the past year as rollows: 

Barc1ays 
Lloyds 
Midland 
Nat \Vest 

Dec 
1988 
% 
38 
34 
33 
35 

lillie 
1989 
% 
48 
47 
50 
48 

Dec 
1990 
% 
70 
72 
50 
75 

These provisions arc mu ch highcr than can be justiried 
under th e new Bank or England matrix (publi shed 
J anuary 1990). For exa mple, us ing the ma tri x, 
provi5ions against th e major LDC bor rowe rs at 
31 December 1989 shou ld be approx imately 50 per 
cen t. 

Dirferent levels o r provisions a rc applied 
int ernation ally. 

For example. in Canada a matrix system scts 
mandatory reserves nt 40 to 45 per cent. I n Switze rl and 
and 'Germany there are no rorma! rules bm most 
major banks have provided over 50 per cent. In J apa n 
the Mini st ry or Finance 'guid<lnce' s ti pulates an 
average max im um o r 15 per cent ngainst exposure to' 
39 problem countries. Thi s is to be ra ised to 25- per cent 
by 3 I March 1990. 

In the US A provisioning policy is very mixed, more 
orten than no! relating to th e s trengt h or the indi vidua l 
bank's b<llance sheet. Some banks have so ld out or 
LDC debt (F irst Int erstate, Wells Fargo and Security 
Paciric). Many sound regional banks have p rovisions 
in excess or 50 per ce nt. 

J. P. Morga n recen tl y ndded S2 bn to it s reserves fo r 
credi t losses for LDC debt, in crea5i ng provis io ns rro m 
so me 40 per cent 10 100 per cen t. Only trade related 
sh o rt~t e rm lending, which acco unt s for abou t 30 per 
cent or J. P. Morgan's portfol io to LDCs, would not ' 
be covered by the rese rves. 

Manuracturers I-Ianovcr Trust . Chase Manhattan and 
Chemical Bank ha ve ra ised their provisions agai nst 
LDC debt to some 36 per ce nt , 46 per cen t a nd 65 per 
ce nt respec ti ve ly. Citicorp is now the only US mo ney 
ce ntre bank whic h mainta in s its prov isio ns below 
30 per cent or it s long-ter m exposure to develo pin g 
countries . 

Tax Treat ment in th e UK 

In trodu ct io n 

The legislation relating to how LDC provisio ns arc 10 

be treated ror tax purposes is conta in ed in Section 74m 
o r the Ta xes Act 1988: 

'No su m shall be ded ucted in respect o r any d ebts. 
excep t bad d ebts proved to be such , and doubrful debls 
TO th e extellltllat tlley nre respectively estimnt ed (0 be 
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bad. and in th e case of the bankruptcy or inso lvency of 
a debtor th e amount whieh may reaso nably be 
expected 10 be received on any such debt shall be 
deemed to be the value thereof.' 

The relevant tes t fo r L.DC risk debt is in ita li cs . 

There is limited decided case law. 

In Absa lom v Talbot 26 T C 166. 

Lord Atkin defined 'respeC!ively estimated' as 
requiring each debt to be separately va lued. 

In >A ndenon & Halstead Ltd v Birrell 16 TC 200, 

Rowl~1I J . decided 'Whatthe statute requ ires ... is 
an est imate to what extent a debt i ~ bad ... Such an 

,estimate is not a pro phecy to be judged ns to its 
truth by after events but a valuation of an asset 
upo n an uncertain fUlUre to be judged as to it s 
soundness as an estimate upon th e then fac ts and 
probabilities', 

:n Dinshaw v Bo mbay Commiss ioner of Income Tax 
13 A TC 284, it was sta ted that, 

Continued tf<tding by a debtor docs not of itself 
prohibi t bad debt relief. 

Del'eJopment of the Revenue Posit ion 
r be Revenue starts from the pos it ion that: 

a) sovereign risk debt cannot be bad (i.e. cOun tri es 
do nOI go 'bust'); 

b) secondary market prices arc irrel eva nt in 
determ ining provision levels. 

f he Revenue's Statement of Practice (,SOP') elated 
~5Januar~ 1983 admits bad debts relief in principle. 
i owever, II. docs not preclude the Revenue from going 
lack to their starting position. 

'rio~.to the i~troductioll of the Bank of England (,the 
~ank ) matnx agreements ror bad debt provisio ns 
fe re often based o\n genera ll y accepted percentages. 

n 1987 the Revenue indicated Ihat the int roduction of 

the Bank's matri x would be helpfu l in agre . 
a llowable provisions. However th e ""Ir' emg 

, " IX was 
regarded b?' th e Revenue as having a prudential 
element WlllC h wou ld give rise to the disa llowance of 
par~ of :lny.prov ision. In subsequcnt disc ll ss ions 
durll~g 1988 II became clear t hat the Revenue were 
lOO king ror a close correlation between the read across 
and all owa ble provisions. 

By th e b.eginning of 1989 the Revenue had made an 
ofeer whi ch bad to be nccepted by th e seven lending 
UK ba r~ ks but whic h co uld be ex tended to other 
bnnks.l bere were Ihree options . all orwhich involved 
an agreement of matrix scores to give nn agreed rend 
across: 

(a) 1987 provisions wou ld be agreed at the lower of 
t ~l e .chrec t re:ld across or the provisions made. A 
s un liar bas is would be used for 1988 and 
subseq uentl y: or 

(b) Discuss ions on 1987 a[lowable provisions would 
be. def~rred pending discuss ions on 1988. This 
mrght Involve SOme smoothing bCl\veen the two 
yea rs; or 

(c) 1987 and 1988 wou ld be agreed on th e basis of the 
1987 rend across or the aCllln[ provisions iflower. 

II~ the eVent provisions for Braz il caused a problem 
~\,Ith banks becnuse th e matrix produced a lower sco re 
III 1.988 than 1987. However, under pressure from 
atJd l~o.rs nnd th e Ban k of England, banks maintained 
prOVISions for Brazi l at Ihe 1987 levels. This 
appa~ently led to Ihe Revcnlleofferinga refinem ent of 
the direct read across bas is. The trea tment or Bmzil 
wou ld depend 0 11 Ihe 1989 malri x score. If Ihe 1989 
score exceeds that of [988 both 1988 and 1989 will be 
b:lsed on the 1989 score or th e aCl ll nl provision if 
lowe r. If the 1989 score is equnl o r less than the 1988 
score th en the allowable provision for each period 
wou l.d. ren.cct the SCo re for the period or the nctlln l 
prOV ISion If lower. 

Fllrt~l:r d.eve[oprnents arc nwaited in the li ght of the 
provlslomng policy for 1989. 

The Role of Export Credit Insurance 

Gera ld Breach 

The Job of the Export Credit Insurer 

In selling overseas, an e,xpo rt er wi ll require his buycr 
10 pay for Ihe goods or services supplied eilher when 
the order is placed or al some date or dates thereafter. 
The longer th e exporter ex tends such (export) credit, 
the greater the risk he runs that his buyer will nOI be 
able to pay when the due dates a rr ive. Exports of raw 
materials. consumer goods, spa re pa rts, sma[ 1 it ems of 
equipment, etc . . would normally be pnid for on 
delivery or not· later than 180 days from deli very. 
Exports of m.ac'hinery an d eq ui pment and large r items 
would no rmally require the exponer to ex tend credit 
over a period of years from delivery probably ra[lging 
from two years 10 five years depend ing upon the va lue 
of the order concerned. Under such a rrangements the 
buyer wou ld be expected to pay a percentage wi th 
order, a percentage on delivery with the ba lance 
(usually 85 per cen t) spread over the agreed credit 
pe riod with paymen ts being made at six·monthly 
interva ls. For majo r exports of capital goods and for 
projects , even longer credi t terms wou ld be rcq uired 
often ex tending lip to JO years or more from date of 
delivery or date of completion of the project. Most 
exporters wou ld not regard themse lves as be ing in the 
business of financing the credit advanced 10 th eir 
buyers and would thercfore look to their banks to fun d 
the credit period either by making advances to the 
exporter agai nstlhc secu rity oflh e amounts rece ivable 
from the buyer (S upp lier Credit) o r by thc bank 
themse lves advancing sums direct ly to the buyer in 
order that the latter mi gh t pay off the credi t ns goods 
arc delivered with the ba nks Ihen being repa id th ei r 
financ ing loan over the con'tractually agreed pe riod 
(Buyer C redit). 

In extending cred it in Ihis way bOlh the export er and 
th e bank a rc e.xposed to the risk that when the lime 
Comes to effec t pa yment, Ihe buyer himse lf may be 
either un able to pay because of lack of funds (Buyer 
Default) or the buyer's country may have insuffic ien t 
foreign exchnnge at it s disposallocnable it to rem ilto 
the exponer's country the sterling or whateve r 
equiva lent of the loca l currency that the buyer wishes 
10 Iransre r ove r (Transfer Delays). Other even ts 
outs ide the conlrol of the expo rt er or his buyer. etc. 
import restrictions. wa r, etc. may also inlerve ne 10 

frustrate payment or COnlract performance. Mos t 

exporting coun tries now possess organ isations sllch as 
the ECGD (Export Credits Guarantee Department) in 
the UK whose function is [ 0 insu re the exporter and his 
bank aga inst th ese non-payme nt risks. In most 
countries there is a mix of privale seClor and 
Governmen t sec tor orga nisations fulfilling this 
function, with th e private market concentra ting its 
activities at the short term end o f tile business (i.e. up 
to 180 days) and the Government sector concerning 
itse lf with the medium and long term credits where the 
horizons of risk would no rmally prove unacceptable 
to th e privale secto r. 

In the UK, these runctions arc carried OUI mainly 
thro ugh the Government sec tor by ECGD (a sepa rat e 
Governme nt Depa rt menl responsible to the Secretary 
o f State for T rade and I ndustry) both for sho rt term 
nnd medilllll/iong term credits. although the private 
sector docs prov ide a measure of suppo rt main ly for 
short term business . The way in wh ich official ex port 
cred it sup port is orgllll ised can howeve r vary from 
coullIry 10 country. For example Eximbank in the 
USA is an organ of Government bu t acts bOlh as an 
insuran ce operation and as n lending operation. 
Hermes in Germany is a private sector company but 
ope ra tes on behalfof the Germa n Gove rnment in this 
a rea. EID/MITI in J apa n isa Government operation 
coming wi thi.1I the Ministry of International Trade and 
Industry. What they a ll have in common, howeve r, is 
th a t eithe r CIS Government or on behalf of 
Governmen t th ey provide insurance and financial 
su ppo rt for Iheir na tional export program mes. Not 
onl y do th ey come in at th e beginning of the pnrticular 
export transaction in this way, bu t also when thin gs go 
wrong and transfe r delays occur because o f fo reign 
exc hange difficulties' faced by particular debtor 
cOll nt ries, they will th en come together in concert with 
the Governmellt of the debtor cOlilltry 10 a rr ive at a 
programme for the rescheduling of their officially­
support ed debts. The forum for thi s coming together is 
the Paris C lub. 

Within th e United Kin gdom, [CGD operates both in 
the sho rt term credi t area (t he Cardiff·based Insu rance 
Services) and in the med ium/ long term project area 
handling ex ports of capital goods for proj ec ls (the 
London·based Projeci Group). II is the Government's 
in tenti on th at from Ap ril I 199 1 these two differen t 
types of business wi ll be ru n as sepa rate organisa tio ns, 
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· I . Services being conven ed int o a with nsura ncc '. " . d TI .. 
,It at will progress Ive ly be pn\attsc . liS IS company < ' . 

'ex pected to help cllsto m~r~ opcnHc 111 the ex p anding 
~nd increas ingly COnlPCItI I ~7 ,E uropean Ill,arke! that 
will ex ist aflcr 1992. The facilitIes o rthe Projec t Group 
will remain withi n Government , a d ecisio n which 
recognises that slIc h business often in vo lves vcry large 
:::o ntract values, has repay ment term s spread over a 
very lo ng horizo n a nd will no rmally be seen as being 
oart icularly exposed to th e transfe r risk. Fo r exa mple , 
~u ch of the ECGD's current unrecove red claims arc 
:he result of th e foreign exchange shortages being 
!xRcri cnced by ma ny developing co untries aro und the 
No rld . As at March 1989, some £4 .4 bn of unrecove red 
:Iaims were recorded o f which so me £3.8 bn were th e 
;ubject of Pari s Club resc heduling agreements, 
"ermally the titl e to such debt s will remain wi th th e 
:xporter but he will give authority to th e ECGD to act 
'or him in recove ring that d ebt through th e Paris Club 
lrrangements, In the mea ntim e the exporter will have 
lad his claim paid by the ECGD provided it is covered 
lnder the terms of hi s insu rance po licy, 

~h e sums invo lved can be huge. Over the two yea rs 
nding March 3 1 1989 th e ECGO insured £28 bn o f 
JK expOrl business and paid o ut more than £ 1,5 bn in 
laim s ari sin g from politica l eve nt s which in th e 
)epartment's language arc d efined to include 
urrency transfer delays as well as such even ts as war, 
te, Altoge ther th e amount at ri sk which ECGO 
arries is in excess o f £2 1 bn a nd cla ims paid out in 
!ce nt years ha ve .averaged ove r £800 mn per yea r. 
'hi s mu ch exceeds the ECGD's in co me from 
remiums o f aroun d .£ 180 mil per year and even when 
:coveries of earlier claims a nd interest o n Pa ris Cl u b 
:schedu led debt arc taken int o accoll nt al around 
325 mn is a vivid illustrat ion of the se ri ous problems 
hich the international debt cris is cont inues to pose 
}f a ll expo rt cred it agencies, Experience sugges ts tha t 

major part of gross unrecove red claims will 
'enwally be recovered under th e Paris C lu b 
'rangements but on ly after a considerable d elay, 
' hen th e to tal of unrecove red cl aims is in excess o f 
I bn , as it is for ECGD, the accu mul a ted borrowin g 
I the Department fro m the Consolidated Fund to 
lanee th e negative cash now u n til recoveries arc 
ceived (£ 1.6 bn at Marc h 3 1 1989) is a subs tant ial 
~llre. One way of look ing a t th at figure, wh ich so me 
:op le favou r, is to say that it represen ts an ex pos t 
ctp and unint end ed subsidy to th e expo rt ers o f 
pital equipment to projects in countri es which 
bseq uen tly ran int o g rave ba lance o f pa yments 
o blems. Howeve r, this ignores til e fact that ECGo' 
n rinu es to pay interest On it s bo rro wings at :J 

mmercial rate and that most of the debt is th e 
bject of inter~go ve rnmental PClris Club agreement s 
d is thus sove reign d ebl, th e g reat er part o f which 
II eventually be recovered, 

Wh en transfer delays preve nt expo rters being pa id in 
foreig n currency for th eir goods on th e project s ide, a 
cou nt ry ma y be placed 'off cover' for certain types of 
b usin ess . In th is contex t it is impo rtant for us to 
di s tinguish bCl \veen 'non~pe rforming' risks which 
arise when the buyer is in default and t ra nsfer delays 
whi ch arc th e resu lt of the ba lance of payments 
pro bl ems and policies of (·he country itself. We a lso 
need to dis tingu ish between cover for mediu m term 
business and cover fo r short term business. By 
turn ove r so me 80 per cent of export s insured by 
ECG O arc short term, i,e . sold on credit term s o f up to 
l 80days, bu t th e preponde ra nt part o f the risk is from 
th e m ed ium and long term business. It is often thecasc 
that sho rt term debt is serviced according to contract 
while medium a nd long term debt is not. In such 
circumstan ces a country may be 'off cover' for 
med ium and long term finance thus ma kin g it difficult 
for British ex po rt ers to participate in new projects in 
th a t country whil e at th e sa me time remaining o n 
cover for sho rt term credi t. T herefore at anyone time 
th e coun tri es hit by debt problems may be off cover. It 
is, howeve r, see n as an important pMt ofECGD's ro le 
to con tinua lly moni tor such sit uations and to see k to 
res to re medi um term CO ver as steps arc taken by the 
host governm ent to resolve its economic prob lems. It 
is here that th e ro le o f the Par is Club assum es a 
pa rticular s ign ifi ca nce. 

The Role of the Paris C lub 

A sign ifi ca nt part of th e LOC debt prob lem can be 
seen as a mutllal problem shared betwee n th e debtor 
countries o n the o ne hand a nd the ex po rt credit 
agencies as cred itors on th e ot her. In this approach, 
the exposure of Export Credil Agencies (ECAs) in the 
LOC co untries, a large part of which can be descri bed 
as debt in the se nse that maturity dates ha ve come and 
go ne with no payment being made, can be rega rded as 
an in vest ment of mutual benefit to both parties and 
th e qu est ion arises as how best to protect and optimise 
th ei r in vest ment by encouraging economic growth in 
th e d ebto r cOllntry, 

The approac h taken, a mix of debt rescheduling and a 
con tro lled now of new credits, seeks to preserve ECA 
int erests in a way that cont inu es to benefit bo th 
parti es, The main thru st of the argument th erefore is 
th e fun ction of th e Pa ris Club o n the resched ulin g 
fro nt and o n the reop enin g o f offic j ally~supported 
credi t to rescheduling countries . 

As exp la in ed, ECAs will normally conti nu e to provid e 
suppo rt for th e classes of debt no t taken int o debt 
resc hed ulin g. I f, as is usually th e case, sho rt ter m d ebt 
is excl uded rrom any rescheduling, agencies arc likely 
to go on providin g cover for s ll c h cred its reaso nably 
sec ure in the kn owledge that Ih is class of business at 
leas t will be se rviced and turn ed over freely, T he same 
co nsiderations wo uld apply if, for;.example, · pub lic 

secto r debts o nl y we r.e rdeschedduledd leaving private 
sec to r debts to be se rvIce o n ue a te. 

Mo re o ft en than not the agr~emen.t will. relate to all 

1· scs of med ium term cred its wll1c h will be furth er C d S .. 
b ken d ow n int o arrears on recent maturltteS, new 

rO",r·,,"es ove r an agreed forward period and, all too 
ma . I did sadly th ese day s, ar rea rs on prevIously resc Ie u e 

debt. 

The communique rollowing. th e T o ronto Summit 
ec ting represe nt ed somethmg of a breakthrough. 

~lirst it recognised that Paris Cl ub cred itors had 
a lready introduced a po li cy of ex tended grace ~nd 
epa yme nt periods for th e poores t debtor countnes . 

~rh c key develop ment was the will in gness to o ffer a 
menu of concessional reschedul ing. i~terest rates, 
lo nger repay ment periods at C?~lmerC I ~1 m,terest rat,es, 
pa rtial wr it e~o ff of d eb t se rvlclIlg ob,ltga :lo ns dUring 
th e consolid at ion period or a co mblll,atlon o.f these 
opt ions. The intentio n is to.a ll ow .officlal credItors to 
choose opt io ns co nsistent with th eIr lega l or budgetary 
constraint s, 

The menu approach heralded a depart u re :rom the 
no rmal Pari s Clu b requirement for reschedultng terms 
des igned to ensure eq ual burden s ltaril~g, H owev,e r it 
was s till int ended that th e range o f o ptI o ns should be 
aVllilable within a fr a mework of comparability o r 
eq ual effo rt. 

After the To ro nto Summit nttention switched to the 
Pa ris Clu b wh ich represents a somewhat greater 
num bt::r o f creditor countr ies. There was sensiti vity 
that the sma lle r co untries no t represented at T oron to 
would no t wis h to be to ld what to do by th e majo r 
credi to rs. I n fact m os t of the smaller creditors adopted 
a posi ti ve attitude and ironica!l ), some of tlte 
diffi culties which emerged when tryIng to work out lhe 
tech nical deta ils came from some of tlte larger. 

Credito rs will indi cate which particul ar option they 
will apply as part of the multil,a te:a,lly Agreed ~1i.nute 
which reco rds th e ou tcome of 11ldlvldua l negotlatlons, 
They wil l be abl e to choose diffe~ent option~ on ,a case 
by case basis and th ey can prOVIde a combma.tlon of 
measures, perhaps differentiating between dIfferent 
types of debt. 

There has bee n so me di scll ss ion of th e precise eligibilit y 
crit eri a to be used to d etermine whi ch countries shou ld 
benefit. H owever, th e Paris Club, whilst laying down 
gu id elines such as: 

i) hi gh debt se rvice co mpared with export inco me; 

ii) sufficiently poor to qua lify fo r IDA credits; 

iii) adcq uat e erfo rt s being made to se rvice d ebts; 

iv) adherence \ 0 a n IMF adju stment programme; 

wil l 1101 provide spec ial terms automatically to an y 
debto r. The cou ntries ofsub~Saharan Africa arc prime 
cll11did ates fo r co nsideration but the decision will 
co ntinue to be tak en in th e Paris Club o n a case by case 

basis, 

The UCSlIllll>t.ioll of Cover 

Turning to the q uesti o n o f new ECA cred it n ows in 
respect o f LDC countries which have had r,ecourse to 
d ebt resc hedul ing: the effect o f reschedullllg o n th e 
agencies is norma ll y to bri ng about a s ll spensio n o f 
furth er cover for th e country in q ues tio n at leas t so fa r 
as the cla ss of debts being rescheduled is co ncerned, Dy 
d efin iti o n such cove r wo uld probab ly al ready ha ve 
been red uced to a minimum if not with d rawn 
alt ogether as the economic s ituation in the coun t r~ in 
q ues ti o n was scen to be d eteriora tin g and movlIlg 
towards th e need fo r a reschedu ling of ECAs' existing 
exposure. 

M ost ECAs, howe ver th ey lll ay be s tru ctu red, foll ow a 
fairl y comill o n patt ern of coun try risk asse~sm e nt a nd 
con tro ls whi ch a re a mixt ure o f premntm rat es, 
ceilin gs on exposure, restricti ons o n th e type o f 
business o r s ize of co ntracts that wi ll be co vered a nd 
ultimately th e phasin g o ut of cover altogether. By th e 
tim e o f an approach to th e Par is Cl ub , th erefo re, an 
ECA would a lrcad y have run down its abil it y to accep t 
new ex posure to a minima l leve l. 

The resc hed u ling a rnlll ge men ts assoc iated with th e 
putt ing into p la ce by th e d ebtor co untry of an 
eco nomic recovery programm e on the back of an 1M F 
Standby Agreement o r s imilar a,rnlllgement , the 
para ll el commercial bank debt reItef arrangemen,ts 
and the poss ible Wo rld Dank lendin g program~e, WIlt 
then create a n environment which will lead the ECA to 
address the ques t io n of a resumption of cover for the 
country in quest ion , 

Thi s compares with th e previous approac h whereby 
resumpt ion of cove r wou ld be cons idered o nl y ,after 
the debtor's cred itworth iness had been re~establtshed 
a nd a good debt repaym ent reco rd built up which 
cou ld often mean a gap o r several yea rs be fo re cove r 
cou ld be resto red . This policy came under scru tin y in 
1984 due to th e scale and severity of the d eb t cris is and 
th e need to o ffer d ebto rs an incentive to enter into 
po li cy adjustment programmes in co ncert with the 
I r-.",:; etc. 

In th e case o f ECG B, this mea nt th at toward s the end 
o f 1984 a d ec is ion was tak en to altow cove r to be 
res umed mu ch ea rlier than before for se lected 
count ries whi ch had reschedu led their offi ciall y 
guara nt eed d ebt and wh o wcre adoptin g vigo ro us 
adjustment po licies in conjunct io n wi lh an IM F 
prog ramme. The approach wa s int end ed both to help 
UK expo rt ers maint ain a stake in ov~rseas markets 
whi ch were in th e process of reCOVe l'ln g fro m d~b; 
se rvice difficu lti es a nd to ass is t such co untri es 
rec&very effo rt s by pro vid ing export cred it support for 
esse ntial im ports. 

The cri ter ia no rmall y employed by ECGB when 
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::onsideri ng a rescheduling country as a candidate ror 
:h is resumpt ion or cover arc that the debtor co unt ry 
:-tHlst be commiued to a readjustment programme 

.iU pported by the IMF, that the Paris Club 
·escheduling negOlia tions must have been completed 
lIld a bila tera l agreement signed with the UK and th a t 
:he recovery progrtlmme embarked upon provides a 
ieasonable prospect or cu rren t paymcnts and debt 
;ervicing commitments being honoured given the 
·elier arforded through the Paris Club and other 
Issociated rescheduling agreements. In apply ing the 
:over it would be expected that the credit support be 
'elated to exports or UK goods and se rvices showing 
In early contribution to the roreign exchange earning 
:apacity or the debtor country and it s economic 
·cha bilitation. 

Large capital goods projccts requiring lengthy lead 
tilTles and pay back periods so rar as the rorcign 
exchange earn ing benefi ts we re concerned would be 
the subject or one off conside ration and we would 
expect such projects to be endorsed and preferably 
supported financially by the World Bank as releVilnt 
to the recovery program me. 

This combina tion or Paris Club rel ier, on more 
favourable terms than in the past ror th e poorest 
debwrs, and suppOrt ror new nows or growth relil ted 
credits agains t the criteria outl ined will const itu te th e 
lTlilin plank of agencies such as ECGO in their 
contribution towards the management or the LOC 
debt problem. 
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Japan's Attitude Towards External Debts of Developing 
Countries 

Masa hi ko Agata 

Introduction 

Ja pan: having grown to be a major figu re in the world 
economic scene and hav ing persistent current account 
surpluses, and now determined to rea li gn its economy 
toward one in be tt er interna ti onal harmony and to 
ass ume a rel evant role in the multila teral effort s to 
re·establish the world's stability and growth , takes the 
contem porary debt iss ue as an important area where it 
shou ld nddress its cn re and resources most pos iti vely, 
not for th e benefit oron ly a rew(nationality-, industry-, 
and en tit y-wise) 'btl t in the broadest possible global 
context. Th is paper int ends mainly to discuss how its 
officia l cfrorts nrc bei ng done ilnd how an agency 
which plays a major part in such efforts acts. It tloes 
not rep resent the official view either or the Export­
Import Bank or or the Govern ment or Japan but 
purely th at of the auth or. where opi ni ons a rc orrered. 

The Contemporary Debt Issue 

Is II Just a Q uestion or How the Ex isting Debts 
be Dea lt With? 

In retrospect, the debt problem or developing 
cou ntries had th e most crucial stage in the 1970s­
more specifically a rt er the 1973 'oi\. crisis'. T he abrupt 
increase in oi l pr ices brollght to the non-oil producing 
deve loping countries?l drastic increase orlheir current 
account deficit s, and the developed countries, a lso 
plun ging into adverse balance or payments , were able 
to allow only a reduced now or the ir official runds. 
mo re o r whic h wou ld otherwise have go ne to 
eompensnte for the deve loping countries' wide ned 
deficits. The 'oilmoney' deposited with private money 
centre banks enabled a dramatic increase o r 
commefcial loans. notabl y syndicated loans on n 
nO:lting interest ra te basis to occur, and that in turn 
ena bled the developing col1nt ries' undwi ndling 
appe tite ror investment to be mel. The amoun t or 
pri vnte sou rce runds bo rrowed by deve lop ing 
countries shot 111' from USS 3.0 bn a yen r (average) 
durin g 1971-73 to USS 13.8 bn a year duri ng 1974-76. 
The su bsequent rise in dollar in terest rates, toget her 
wit h th e shift or major eort1 mcrcia l1enders' alti tu de 
towa rd Ill ore conse rvative balancc sheets, puslied th c 
deve lop ing cO llntry deb tors toward th e shorte r-t erm 
finance that was nV<l ilab le or to nego tiat ed resche-

dulin gs with thei r cred itors. Once news of a coulltry's 
rescheduling became known, inves tors in that country 
were swirt to precipitate in the n ight of their own 
capi ta l too. 

This seque nce prompted the rea lisa tion that developed 
nations need to mnintain unint errupted flow or 
financing toward the devc19ping countri es. In the 
autumn or 1985 th e then US Secre tnry of the Treasury 
announced the so-call ed ' Bnkcr Initi<ltive' in wh ich he 
st ressed the import<lnce ro r dcbtor countries to be 
seriously cngaged in th eir economic restructuring 
measures wh il e he called for credito rs to bc nex ible in 
prov iding /1 ('11' mOlley to an extent that would permit 
debtors to slls ta in growl h. The Jnpanese government 
accepted the initiative positively as one thn t add ressed 
the iss ue rightly; i.e. making a dYllamic approach 
placi ng an emph:lsis on enabl ing the debtors' 
economics to be active and helping them return to the 
rep roductive spi ral. To date , th is dynamic approach 
has not changed as the mainsta y in J apan's debt 
stra tegy, in the belier th at deve lo ping economics have 
a fai r chance to atlnin a path orse lr-sustain ing growth 
ir they roll ow th e lessons partic ul arly or the Newly 
Ind ust rialising Economics (N IEs) which proved their 
potentia ls by achieving and maintaining healthy and. 
indeed, remarkable growth through raising cXPOrt­
oriented industries. 

Irthe re was a weakness in Mr. Bnker's concept, it was 
perhaps in the degree of expectat ion and the selection 
or me thod ror the commerc ial banks' to lerance in 
providing new money wh il e pUlling up bad-debts 
provisions ror the same deblOrs. The 'New Baker 
Initiativc' of late 1987 encou raged the use of new 
techniqucs; e.g. debt-equi ty swap nnd debt-debt 
conversion. etc. It was an atte mpt to broaden th e 
choice o r app licnble means and to tap resources in 
nddit ion to the conventional ro rm or new money. The 
proposa l made in 1988 by Mr. K. Miyazawa~ tl.len 
Minister or F inance o r J apan, was based on a Similar 
app roach. He drew up a three-poin t plan calling for 
( I) agreement between the indebted country :lnd th e 
IMP on a medium-term struc tural adjustmen t 
programme, ror which an Expanded F i na~lcing 
Facility (or the l MF) wou ld be made avaIlable 
pr6viding the base for two acco mpany ing actions; i.e. 

(2) increased finrtneial nows from both !Iluhilaternl­
and bi latenll-i nst it l1t io ns. and 
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(3) sp litting the exist ing obligati ons to priva te 
cred ito rs into two; one being conve rted into bonds and 
th e other reschedul ed, bot h support ed by the JMF­
.controll ed special rese rve acco unt set up by th e debtor 
as coll ate ra l (or 'credit enhancement ' ). The 'Brady 
Initiat ive' , announced in r.,'larch 1989, turned out to 
have mu ch in common with th is Mi yazawa Proposal. 

In paralle l to such evolu tio n, there were on-going 
effort s by Ihe govcrnm ent of J apan to accelerate the 
inc rease of its Official Development Assistance - a 
medium-term plan to increase it to an eq uivalent of 
1 per cent of GNP, o r to USS50 bn, within a fi ve year­
p~riod, sho rt ened from th e origina l seven years, and in 
May 1987 there came 'Emergency Measures', an 
announcement comp ri sing principally the 6,000 bn 
yen-wort h of measures to stimulate domest ic demand 
on th e one hand and a programmc to have USS20 bn I 
of th e accumu latcd currcnt accou nt surpluses 
rechannelled (recyclcd) to the developi ng a reas in the 
world on the other. T he lalter, named the 'Recycling 
Programme', has become onc majo r and yet unique 
iOurce of lIell' mOlley in the cO nl ext of internationa l 
:fforts to tackl e the world dcbt problem. 

Japan's Fund Recycling Programme 
. 
ril e Firs t Round 

<\s already said, th e programme had a .s ize of 
JSS30 bn to be implemented from the three yea rs 
:nding with Ja panese fi sca l yea r 1989. It was decided 
hat: (a) the rccycled money should take the form of 
oans, except fo r the pa rt made by way of the 
:overnment's direct con tribu tion to the muhilateral 
leve!op ment banks (M DDs), (b) the enli re funds 
)rovided should be fully unt ied -their lIses not tied 10 

lurchases of goods an d scrvices from Ja pan, (c) in 
,roviding public funds under this programme, private 
·unds shou ld be encoura ged to come with th em so Ihat 
he who le recycling effcct cou ld be enhanced, and 
d) its implementat io n be aimed a t giving its effec t as 
lin-pointedly and as soon as possible. 

' he S30 bn is classified int o the fo ll owing four basic 
·ategories by mode of implcmentation (Rcclassified 
'y th e aUlhor. Eac h allocated amount show n is a 
linimurn ta rget). 

:ategory-A S8 bn: direct support to MDBs, e.g. 
capi tal contributions and subscriptions 
to the lORD, AOB and IAOB, 
supplement nl assistance ens uring 
MDBs' smooth iss uan ce of bonds in th e 
Tokyo cap it al market, etc. 

:ategory-B S9 btl : loans made by way o f co­

I1 has 1~lcr become known n~ S30 bn progmmOlc. eounting.in also a 
StO bn progrnmme Ihal had been efrecled immedialely prior to Ihe 
comprehensive 'Emerl.!cne), Economic I ... \ca.~ure.f. This SJO bn 
roughly coincidc.~ with I he ~izc of the ncptivc ncl now or capilal 
rrom developing countries to the dCVdopcd in 198(,. 

finnncing with MOBs. This is furthe r 
split into two; i.e. 
B I : 86 bn handled by the Expo rt­

Import Bank of Japan, and 
B-2: 83 bn hand led by th e Overseas 

Eco nomic Coopera tion Funcl 
(J apan's a id· loan window). 

Category-C £3 bn: loans prov ided by th e Export­
Import Bank of Japan, not in co­
finan ci ng with the MOIls. It includcs 
a lso the bank's partial purchase of 
bonds issued by foreign publ ic entities. 

Ca tegory-D (No n-Classified) 
S IObn: establishi ng 'Japan Special 
Fund' with the Wo rld Bank (app rox. 
S20 bn), subsc ripti ons to M DBs' cap it a l 
rep lenishment (IAOD, Asian Develop­
mc nt Fund; approx. 83.9 bn), loan to 
the IMF (approx. S3.6 bn), etc. 

As seen above, except for the part handled dircctly by 
the gove rnment itse lf, the programme's imple­
mentation has been com missioned to two govcrn­
mental institutio ns, th e Export- Im port Bank of Japan 
(JEXIM) and th e Overseas Economic Coope ration 
Fund (OECF). Whil e the OECF's respo nsibi lit y is 
ens ily idcntifiable as Ca tego ry B-2 (more than S3 bn), 
the J EX IM was o riginally design at cd 10 handle a 
minimum aggregate of S9 bn (Categories B-1 and C) 
an d later took charge o f providing a S DR 2.2 btl loa n 
(USS3.0 bn-equivalent) to th e !MF for it s Enhanced 
Structu ral Adjustment Facilit y (ESAF), which fa its 
under Category D. 

Whe re, then, a rc these funds actually to be appl ied? A 
part of the prog ramme, Categories A and D, goes to 
the M DDs fo r th eir rep leiion of opera ti ona l resources, 
be it to thcir ordinary ca pital reso urces or certain 
funds sc t aside for spec ial operations. Categories B 
and C arc applied to the selected priority projec ts 
and /or the most im mine nt stru ct ural adjustment 
po licy packagcs o f devc loping countries and areas. In 
th e programme's operation, particu larl y in th c latt er 
(the so-ca lled policy based lending = PBl), it is 
recogni sed that the application of funds to th e mos t 
objectively nceded areas often requi res special effo rt s 
to do it co rrect ly, for cxample inducing rec ipients to 
choose a difficult and occasionally unpopu la r project / 
po licy o ption , ensuring the consistent and exact 
cxccut ion of th e agreed project / polic)', and, by no 
means less importantly, ensuring th e usc of funels to bc 
in a trul y IInried man ner. 2 For th esc reaso ns and 
because J apa n's bi la teral agencies wi sh to avoid any 
appearance of domestic intervent ion, co-financing 
and co-working with MDBs is found to be realisti c 
and, indeed, considerably helpful. 

Sometimes qu cst ions are raised regarding th e usc of 
1 For Ihi~ ren~Oll the J EX IM elllcrcd ~ cooper~lion agrecment wilh 

Crown Agcnl' of the UK in AUgl"t 1989. ' . . 
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the JEXIM as a major player in im plementing the 
programme. Many such queslions arc based on an 
understandable yet inco rrect comprehension of the 
character of the bank: i. e. it wo uld be reasonable to 
expect JEX IM to be s im ~lar to the man y e~port ~mport 
banks in th e world whIch arc preoccupIed With the 
task of pro mot ing th e respective nation 's expo rts. If 
this view were correct, there would be no conce ivable 
reaso n for theJEXIM to be involved in this Rccycling 
Programmc oth er than the conccaled expectcllion that 
thc programme would bc effcctively helpful to Japan's 
further ex ports. However, J EX IM is substanti ally 
differen t from ma ny si milarly named institutions in 
ot her co untries for it has long been ope rating not only 
export cred it but a lso other actual funct ions; i. e. 
import credit (t radi tional ly financing natural resource 
development overse:ls and, lately. offering a pro­
mOlional faci li ty for manufactured im ports: lise of 
credit therefore is not linked to J apanese goods and 
services), overseas investm en t credit (fi nancing 
Japanese direct ,ill\!es tlllcnt ove rseas, particularly 
towa rd developing countries; untied to Japanese 
cxports) and .1.t has indeed a legal provision l under 
which it has cccn making loans 10 ovcrseas borrowcrs 
for th cir necess ities to import suppli es frecly from 
anywhe re in the world provided th at such import 'were 
fo r specificaUy agreed projects - '/llIrii'd loolls'. The 
bank has thus been actin g as a multi-function long­
term lender. not o nl y fo r th e cause of J apanese expo rt. 
It had a good reason therefore to bc chose n to play the 
main rol e in th e Recycl ing Programme, dealing with 
devel oping COllntries' devcl opment financing. At the 
same time , however, th ere arc areas under the 
programme tha t the bank is not so fam ili a r with: e.g. 
dealing with the lower-income developing count ri es 
(those often caUed th e 'Pure IDA Count ries') and, 
es pecially, th e bas ic infrastru ctural projects in these 
countries: and th ercfore those co untries an d types of 
projects arc set aside to be handled by the OECF. 

The Extended ROllnd 

I n July 1989,just priorto th e ' Arch Summit' and when 
th·e Recycl ing Progra mme was more than 90 per cent 
accomplished in terms of concrete commitment s with 
eight months left in the programme pe riod, the 
Governmcn t of Ja pa n an nou nced the expansion of the 
o ngoi ng programme and an ex tension of the period. 
The extended progra mllle was give n an aggregate of 
'more than $65 bn' in size and a progrnmme period of 
five yca rs toward end-f"YI99 1 (inclusive of th e 
ori gina l S30 btl fo r th e thrce yea rs) . The inc remental 
S35 bn is class ifi ed into th e fo ll owing three catego ries 
(Category names correspond to th ose o f the o rigi nal 
Programme, and this class ifi cati on was redo ne by thc 
auth or fo r readc rs' case). 

Ca tegory A Si4. 5 bn (govc rnm en t) 

\ Article 18·8 of lhc b;lnl.:'~ ~\(\lll i e. 

Category B, C . S16.0 bn (JE XIM/ OECF loa ns) 

Catego ry 0 .S4.5 bn: JEXIM's loans specially 
. made in parallel to the medium-Ierm 
fa cilit y of the IM F . 

Notable in this new, stepped-up programme is its 
inclus io n of a pledge o f S4.5 bn 'pa rallcl lendi ng' to 
accompany the IMF's medi um-term facility, which 
would be provided when a medium-t erm st ru ctu ral 
adjustment programm e is agreed upon with the debtor 
os part of the 'Brady In it iati ve' (or the 'New D ebt 
Strategy') announced just a few mon ths befo re. Under 
the New Debt Strategy-based packages to help Mexico 
ond the Philippines, the JEXI M has com mitted 
S I ,000 mn- and S300 mn-equivalent respect ively as 
loans in parallel wit h th e IMF cred it s (the fo rm er, in 
addition to the JEXIM's 8 1.05 bn loan in co-financing 
wi th th e World Bank) . It shou ld be remembercd, 
however, thai even in sti ch New Debl Strategy 
operations the JEX IM's untied loans cannot be made 
as a resource with which the recipient can 'buy-back' 
or o therwise dispose or its existing debts bUI can be 
prov ided on ly to ·finance the debtor countries' 
ordinary imports (exc luding arllls an d a fcw oth cr 
spcc ifi caUy negative-listed items) in accordance with 
the b:lnk 's statut ory restriction . 

Conclusion - Sl ill a Long Way 10 Go 

Aside from the above outline of Japan's officia l 
initi ative in inject ing net additional financia l resources, 
th cre is a posit ive recognition of th e construcl ive role 
th at foreign direct in vestment can pl ay in the broad 
con text of th e debt strategy. It becomes more evident 
whcn we lake this foreign direct investment in to 
acco unt th at the success of these debt strategies reli cs 
upon how the debto r countri es endeavo ur to create an 
environment of confidence which will be requ ircd to 
attract new loans and fore ign in ves tm cn t. The dcbt 
rcd ucti on sc heme, although it has fina lly been 
admitt ed in to the latest debt st rategy, is the last 
concess ion that commercia l bankers ca n offer, and 
can give only a margina l solution to the wholc 
mag nitud c of the debt problems of deve lo ping 
eco no mics in th e world. It is a persistent fear that Sti ch 
a concess ion mi ght cause a moral haza rd discouragin g 
those cou ntries which a rc serious ly :md therefore 
painfull y struggl ing to res tru ct ure thei r cconomi ~s. 
Should such countries as Indonesia, Turkey, Colombia, 
etc. , ,Imo ng others, who arc exerting all their powers to 
resi st th e ex tern al debt burden and to mee t ex istin g 
obliga ti ons, fail to kee p doing so , il wi ll meal.' not.onl y 
tha t a ll past efforts concerning those countries Will go 
dow n th e dra in bu t also th at th e inte rnational 
financ ing sys tem will end up ca rrying more insolve nt 
[lssets than it can bear. Thus, one should always 
remember th e needs of th ese bell er performing 
co unlri es, kce ping financia l nows going to them and 
providing th em with as favourabl e an environmcnl as 
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poss ible - particu larly in kceping the interest rates of 
key intern ationa l curre ncies low. 

mec hani sm whi ch obliges the economy to reso rt to 
ex ternal fin a ncing when an inves tment beco mes 
necessa ry, and thus is likely (Q cause th e ex ternal debt 
se rvicin g burden to grow. Altogether, the new debt 
st r~tcg ies have a long way 10 go , in pai n a nd wi th 
pat Ience fo r a t least some of th ose involved, o n case by 
casc bases - a way whi ch cann o t an d should not bc 
avoi ded unde r present circum stan ces. Japan is 
determined to bear it s sha re, and is calling fo r ot hers to 
do so, while the J EX IM is meet in g the cha lle nge o f 
~ea lil1 g with a great number of requests fro m 
Inl e.rested gove rnment s and,i nstitutions conce rnin g it s 
untl eclloa ns under the Recycling Programme. Such a 
vo lulll e o f work occasiona ll y req uires eve n the bank to 
make o rganisa tion al a nd ins ti tu ti onal adjustme nts in 
additio n to maint aini ng its inevitable close r vigila nce 
as a bank over it s ow n asset profi le. 

~s for th e countries whose externa l debt problems 
lave been revea led , bot h the debtor countries and 
:heir credito rs shoul d avoi d taking a short·sighted 
liew simpl y to evade present debt burdens. They need 
~ longe r perspect ive in o rder to bu ild up a struct ure 
:ha l will ena ble the eco nomy to ex pan9 afler the 
'estra ined , equilibrium·aimed measu res. T hese can be 
;oped wi th on ly by a dyl/amic approach by the 
:reditors. and wi th the prese nce of willing dono rs. 

f !lere has been and st ill will be the so-ca lled • Vicious 
"::irc/eojPol'erfY' in many develo ping eco nomies; i. e. a 
ow level of s ta nd"rd of li ving causing a low rate of 
jomestic savings, th en a low ra te of domestic 
n t'estment that allows on ly low productivity, th us 
)rin ging a bout yet lowe r livin g standards - ' a 
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The Changing Secondary Market 

Gordon Wood 

The Secondary Market for LDC debt does no t operate 
in the same way as a s tock market for a number of 
reasons. The most no table differe nce is the basically 
ill iq uid na ture of tile Secondary Ma rket. Although the 
total amount o f value impa ired sovereign debt exceeds 
S 1000 bn, o nly a tiny fracti on of this can be considered 
as tradeable at all Y time. The reaso n fo r this is simply 
th at mos t ba nk s canno t a fford th e losses which th ey 
wo uld incur by sell ing fo r cas h. A rough weigilled 
ave rage pri ce for LDC debt would be about 30 per cent 
o f face val ue; in o rper to se ll without loss, a bank 
would req uire pr9vis ions of ove r 70 per ce nt , and very 
few have ac hi eved thi s level. Those who have, tend to 
heave a sigh '"of relie f and drop the pa per into the 
bo ltom drawer; they a rc happy to co llect the interest 
inco me, whi ch nat urall y looks high in relat ion 10 

assets o'n the books at perhaps one third o f face val ue, 
o r even less. 

The seco nd majo r d iffere nce from a stockmarket is the 
mot iva tion of the buye rs o f the debt. G enerally 
speak ing, the deb t is nOI purchased by peo ple who 
expect th e p rice to go up. There is an increasi ng 
cle men t o f specu lative act ivity by brokers in the 
ma rket but usua lly in sma ll amoun ts on a short term 
basis, beca use taking positions in a vo lat ile, illi quid 
market is hi ghly d"nge rous. T here are two basic types 
of bu yers: firs tl y, investo rs, either local o r foreign, 
who requ ire th e paper fo r conversion into loca l 
currency \0 make investments o r cane.el indebt edn ess ; 
and, secondly, blinks whi ch are conducting swap 
transacti o.ns - o bvio usly having so ld something they 
(o r a n interm ed iary) have to buy so methin g to 
complete the swa p. 

The above characteris tics must be bo rn e in mind when 
co nsidering whether, and 10 what extent, various 
facto rs will a ffect the market. O ne perhaps surpri sing 
fea ture is that economic o r po litical even ts in LDCs, 
pos itive o r nega ti ve, have much less im pact on the 
market, at leas t in th e sho rt run, than might be 
imagined. This obse rvati on ma y be explained as 
fo llows: po tential sellers- of debt arc constrained not by 
optimism abou t the prospects of repay ment , but by 
their inab ilit y to absorb losses; po tential buyers tend 
to be look ing for cheap inves tm ent o pportun it ies. For 
exa mple, over the past yea r Yugoslav ia's domesti c 
economic co ndili on has deteriorated, with innation 
rising to over 1000 pel' cenl; ho wever, the price of th e 
illS R,II" ·/I". 1990. ,..,1 21 " " 2. 1 " ' l il"l~ or Do,·. lopmCIlI Sl\!d io< . S""C\ 

debt has rise n fro m 42 to 56 ove r Ih is period beca use of 
th e existence o f a debt conversion programme. 
Similarly th e pri ce of C hilean debt has bee n more 
closely linked to the existence o f, and changes to, th e 
country's debt-eq uity programm e than to the 
econom ic fundamental s. 

The mar ket is affected, nega tivel y, by actions whi ch 
may impose pain on lenders. Fo r exam ple, a 
suspe nsion of int erest payments lasting fo r more than 
a few weeks o bliges the banks to admit that th ese lo:t ns 
arc valu e im pa ired. The cost of fundin g non­
pcrforming asse ts, co upled with p ressu re from 
regulators, may induce banks to seU fo r cas h o r swap 
into relati ve ly more attractive COUlltries. A de mand 
for new money will have a simila r effect. 

Ce rt a in ly th e market has been affected by inc reasi ng 
leve ls of provisions made by lenders. Provisions 
enhan ce the ability o f banks 10 tak e losses. 
Unfortuna tely, the market tends to a ntici pa te Sti ch 
acti on a nd pri ces p romptly fall to below the la test 
ave rage provision ing levels. 

At the ri sk of so me over-simplification, the dynam ics 
o f the secondary market may be sa id to represe nt a 
ba la nce betwee n: I) the sup ply of debt availa ble fro m 
banks wi lling andlor able to take th e losses lind 2) th e 
dema nd arising from offic ial or info rmal debt 
conversion program mes. Given the enormoUS po tent ial 
supp ly, it is not surprising that pri ces have tend ed to 
fall. It shou ld be no ted that the ex istence of a debt­
equ ity progra mm e in for example C hil e docs much 
more than create demand for C hilClIl1 debt . 
Intermediaries wi ll naturally try to fulfil orders fo r 
debt by bu ying fo r cash but if will ing seUers arc not 
avai labl e at a cceptable prices (whi ch will be the case 
more often Iha n not) they will try to induce banks to 
swap out o f Chi le into, perhaps, Mexico in return fora 
fee. The inte rm ed iary will then have to buy Mexica n 
debt, creatin g dema nd for th e latter. The market may 
be perceived as a bath-tap with the tap on and th e plug 
out; cash sell ers pour various types of debt into th e 
pool where it is swapped and swirled about, eve ntuall y 
10 now out a nd be ca nce lled by debt conve rsions. 

The Effect of Debt Reduclion Plans on the 
Market 

Until ve ry rece nt ly debt relief wou ld ha ve had a 
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disastrous effect on th e world's financia l sys tem, 
wipi ng out the net wo rth of mnny large banks. Even 
now it will prOve distinctly un comfortable for banks 
.with inadequate provisions, such as Ih ose in Japan 
and lIaly. Elsewhere, Ihere is a growing acknow~ 
ledgement of the judgeme nt of the ma rket , i.e. that 
these loans are worth much less than th eir fa ce value. 
There is no reason to suppose that such debt relief in 
itself will ha ve basic direct effects on the way Ihe 
market operates . It will simply introduce a new reason 
for indu lgi ng in swap transacti ons. 

It is noticeable tha t despite Ihe fanfare surro undi ng 
tlfe Mexican agreement, Mexico 's debt has fa llen from 
441036 over the past few months (admitt edl y a period 
of falling prices in ge nera l). The fundamenta l point 
a~oUl debt forgiveness is that it fo rces lenders to take 
losses. Ba nks unable [0 do so have to swap out of 
coun tries such as Mex ico and into othe rs deemed less 
likely to follow su it. 

On ly 100 per cent debt forgiveness · would have 
(obviously) a major impact on the market and Ihat is 
nOI on the table except for a few African cou ntries 
which can neve r hope to service Ihei r debts and which 
were never acti ve ly traded in the first place. However, 
the Mexican Plan and its possible successors arc 
expected to have indirect effects on the secondary 
market, and these arc discussed below. 

Possible Futures fo r the Market 

The first possib il ity whi ch we may ca ll the wishful 
thinking scenari o fro m the credit ors' point of view is 
that , one after another, co untri es will ente r into 
rescheduling agreement s wilh th eir creditors perhaps 
with an element of debl red ucti on; pursue the 
economic po licies required to se rvice th eir debts and 
pay them off ovcr, perhaps, 20 years. If creditors were 
1.0 believe that this was likely. sa les nl a discou nt wou ld 
diminis h sharply, investors looking for yield wou ld 
bid prices up 10 par and the market would disappear. 
As I earn my livin g as a trad er of the debt you will not 
be surprised to hear Ihat in my opinion this scenario is 
the least likel y of all. However, I can advance solid 
reasons for this opi nio n. The domeslie sacrifi ces 
requ ired over many years arc in most cases simpl y too 
great for governments 10 demand and ex pect to 
mai ntain politica l sta bilit y. How many regi mes could 
.n,lpose th e in lerna l discipl ine which enabled Romania 
:0 repay its debt? 

You may say Ihal under this scenario deblor count ri es 
.v.au ld once again be perceived as credi tworthy and 
:ou ld ra ise volunta ry new money to se rvice existing 
j ebts. Howeve r, most banks now acknowledge Ihal 
:hey allowed c ross~border lending 10 ex pand beyo nd 
)Tlldence. They will take mu ch convincing to re.slan 
ending to CO Untri es whi ch ha ve caused problems in 
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Ihe recenl pas t. Romania is now effectively d eb l ~free 
but despite il s exemplary trea lment of its creditors' 
Ihat co~n.try w~:)Uld not find it easy to raise new money: 
In addnlon , If the secondary market price of a 
country's debt is 35, why pay it back al 100 (or a t 65 
afte r an ag reed debt reducti on programme such as 
Mexico's)? If the will ex ists 10 make a ll east some effo rt 
to repay the debl, countries wi ll prefer to buy back 
their d ebt in the secondary market either: a) by 
encou ragi ng foreign investmen t and the return of 
ni gh t capital by a ll owing debt~eqll it y conversion 
schemes o r b) by direct bll y~ backs eil her openl y, like 
Boli via, or su rreptitiously. Some take th e view th ai 
debt buy~backs at a disco unt lire somehow immoral' 
th ey should note that Ill e Bank o f England is openl; 
repurchasing the Briti sh National Debl a[ secondClrY 
market prices. 

Another scenari o which puts me OU I of a job cven 
more rapidly is rep udiat ion. If this happens, the debt 
obvious ly becomes worthless . Even in thi s case, where 
th ere is an effectivc, as opposed 10 formal, 
repudia tion, the debt continu es to trade in the 'twilight 
zone' below 10 per cent offa ce va lue. Exam ples would 
be Peru , NOTlh Korea and Nicaragua. Howeve r, the 
conseq uences of rep udiation a re severe: all access 10 

credit is CUI off, trade stag na tes, and th e country's 
reputat ion takes years to recove r. How mu ch easier 10 

agree a dea l wi th credi tors whereby th ey disburse new 
money 10 se rvi ce th e interest on ex isl ing debl , and 
agree to reschedule Ihe principa l. 

Umil recentl y, th e onl y 'middle way' was the 
' Perpewal Rescheduling' scenari o. This invol ved at il s 
simp lest sufficient economic adjustm ent 10 generate a 
trade surplus, and a resc hedul ing of principal every 
couple of years, probably with an elemenl of new 
money. T his process ensltTed a now of business for the 
secondary market as banks wou ld sel l for cash or swa p 
OUI of counlries to avoid caUs for new money or 
another tiresome round ofreschedul ings. This process 
seems unlikely to continue. As banks increase their 
p~ovisio ns they become progress ivel y less willing 10 

disb urse new money; th ey hnve sufficient provisions to 
absorb losses if they have 10 , and are natura ll y 
reluct ant to di sburse new money which is then subject 
to an immediate wrile~down. 

The cu rrent trend towards economic reform in return 
for partia l debt forgive ness seems likely 10 prolong 
th e lire of th e seconda ry market and to affec t jl in 
various ways. Fi rstly most of th ese new pac kages will 
include, llt th e insistance of th e banks, debl~equity 
conversion options. These creale demand for debt and 
generate fee income fo r creditors and inte rm ediaries. 
They help to sll slain act ivity in th e market. Secondly, 
we may expec t to sec a proliferat ion of debt 
instrument s. The Mex ican Plan, for exam ple, will, if 
successful, generate two new types of bond and a new 
mo ney loan. T hi s growth in th o. menu or options, 

should enable intermediaries to des ign swap packages 
morc closely matc hing the requirements of their 
customers. The process will be aided by th e improved 
'tradeability' of th e assets, In th e ea rly days of the 
marke t it was common 10 encounter Loan Agreements 
wilh vague, 'res tricti ve, o r eve n completely absent 
pro"isions for the assignment o f participations. 
Lenders viewed sovereign bo rrowers as clients, and 
often felt that to trade loans wo uld damage 
relationships. 

In practice, th e borrowcrs do 110 / care and lenders 
th cse days place lillie or no value on rela!ionships 
which have proved to be so expensive. Conseq uently 
most new res tru ct uring agreements require no more 
than a transfer cert ifi ca te 10 be sent, aft er the evc nt , to 
the agent and/or the bo rrowe r. Bonds requirc evcn 
less docum entati on. This trend wi ll enable the markct 
\0 process transact ions more rapidly and effi ciently . 

Until recent ly LDC debt was very obviously being 
traded in a sever t:; bcar ma rket. At current pri ce levels, 
however, adve nturous in vestors arc beginning to think 
th at th e yield on cerla in countries' o bligations 
compensates for the risk . Fo r example an interest yield 
of over 25 pe r cenl o n f\'lex ico may be attracti ve; e"en 
after the new plan is in place, an investor who has 
purchased th e debt for 35 and thcn opled for the 
p'rin cipal discou nt bonds is still ga ining an interes t 
yield ofclosc to 20 per cent. As a ro ugh rul e of thumb, 
most LDCs cou ld service half their exist ing debt 
without difficul ty. Consequently an investo r pu r~ 

chasing perfo rm ing LDC loans for well under half 
pr ice is not likel y to show se rio us losscs. Not a play for 
widows and orphans, but we may expect hi gh yield 
in vestors to play an increasing, if still small ro le in the 
market. 

Desp it e my open ing remarks concerning th e ability of 
banks to tak e losses, this is also changing as banks 
increase their provisions. Recently severa l banks have 
tak en the view that havin g made large provisions and 
written down the debl to secondnry market le ve ls, th ey 
should turn a problem into an opportunity by tradin g 
the debt to ge ncrat e fees . We may ex pec t this process 

to continue, and this must inevitabl y increase 
competition iii the market. Life wi ll ce rt ai nly become 
more difficult for market playe rs lacking ei th er a 
portfolio from which to ope ra te o r an established 
niche in th e busincss. 

In conclusion, thc market seems likely 10 display the 
features of a mature marke t: many players, a wide 
range of asse ts, and intens ifying compe titi on. 

As a fina l note on the debt crisis, it is worth poin ti ng 
out to those hailing th e Mexican Plan as a blueprint for 
solving lhe problem, that , even if th ey a rc right , Ihe 
'good news' is tha t the lenders' share h o l~ e rs may, 
perhaps, be repaid one· half to two·thirds of the money 
len t, before allowing for innation , and ove r a ve ry long 
pe riod of time. H indsighl may be a wo nderful thin g, 
but in thi s case th e cris is cou ld have been avoided by 
reference to previous experience. 

Countries do go bust and have done so for centuries. 
The first known debt derault is reco rd ed in Ihe Old 
T estament , when the Israelit es were unable to pay th e 
Phoenicians for work done on the T emple o f 
Jerusalem. A later example is perhaps an even beller 
parallel of recent event s. At the end of th e Middle 
Ages, the Bardi and Peruzzi we re bankers in th e 
world's fin ancia l capi tal , Florence. Fa t wit h profit s 
from loans to do mesti c industrialists and international 
lraders th ey we re looking for lucra tive lending 
opportuniti es. They discovered a promising littl e 
unde r~deve loped country: it was politi cally stable, had 
a small popula tion , and was th e world's larges t 
exporter of industrial raw malerials. It was call ed 
England. The bankers lent very large sums to Kin g 
Edward t il , secured on exports of wool. Instead of 
using thc money producti vely (from a banker's po int 
of view!) he used it to pay for th e pursuit of:l war 
against France. I nnation soa red as spending exceeded 
reve nu es , and Edward was forced 10 debase the 
currency, After Edward' s victory at the Battle of 
Crccy, England prospered, but he defaulted on hi s 
debt s. The Bardi and Peruzzi were ruin ed. Many 
similar examples co uld be ci ted and th e moral is a 
simp le one: sovereign lendin g has always bee n a 
licence 10 lose money, 
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Debt Relief for Child Development 

itephany Griffith-lones 

J NICEF Debt Relief for Chi ld Development 

• 
~hc debt crisis and its management has had m,IIlY 
legallvc effects all the heavily indebted developing 
:oun lri es. Clearly one orlhe most tragic effects arc the 
Ill-ma n ones. UNICEF, as well as olher institutions 
lIch as the World Bank, the IMF and Ihe regional 
lcvclopment banks have documentatcd how vulnerable 
:roups have in many cases borne a ve ry large part of 
he burde n of debt and recession in the 19805. 

n the case of Latin America and th e Caribbean 
LA C), th e region has become a net exporter of 
inancia l resources with serio us social consequences. 
\ 5 a result of the large negative transfer of resources 
rom LAC. as well as of other factors, poverty 
ncrcased in LAC betwee n 1980 and 1985 from 35 per 
ent to 40 per cent of the population in relative te rms 
.nd from 130 to [63 mn in absolute terms. The poverty 
vhie h faces children and their families manifests itself 
n the form of high rates of infant and child mortality, 
nalnutrition, lack of basic services such as sa fe 
[rinking water and sanitation, low enrolment and 
!igh drop-out rates in basic education, illiteracy, etc. 
\fter 40 years o f steady progress in these areas in 
.AC, there has been a marked slowdown in recent 
·ears. T he heaviest burden of the economic crisis is 
he refore on children, the majority ofwl1om arc poor. 

_n its 1989 Stale of th e World 's Children Rcport, 
JNICEf' estimated that in 1988 alone at least haifa 
nill ion young chi ldren died in developing countries, 
particularly in Africa and Latin America), as a result 

.'f economic setbacks precipitated by the debt crisis. 
;urt hermore, the effects of the disinvestment in 
IIl1nan capita l in the I980s will extend to the next 
:eneration, and its results will be renected in stu nt ed 
lodies and the under-educa tion of many adults of the 
lex t century. 

-p help reverse the decline in living standards of 
'u[nerablc groups in heavi ly indebted developing 
ollntries, UN ICEf' has launched an initiative, Debt 
teli ef for Child De\'clopment , that would combine 
xterna l debt reduct ion wi th assuring that the 
esources thus freed from debt service will be 
hannell ed towards improving the health, nutrition 
.nd educational statuS of poor children and other 
'ulnerable groups. 

1S n"II~lln. 1990. "01 21 ,10 2. In 'li,u'~ of Oc,.c!opmcn, S'udi ..... S""C' 
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T he re is now wide acceptance of the need for debt 
reduction, at leas t in principle . The need for debt 
reduction was first raised by developing countries' 
governme nt s, was la ter endorsed by the J apanese and 
F rench government, and now has practically 
unan imous support in the context of the Brady Plan. I t 
is to be hoped that this new consensus for debt/debt 
service reduction will have favourable innuence for 
D~ht Reli ef for C hild Dc\·elolllllent. 

The structura l stabi lisation and adjustment policies 
adopted in many co untries to face the darkening 
int er national ellvironment have often resulted in the 
short run in a worsening of the sit uation of the poor 
a nd vulnerable groups as wages were frozen, food 
subsidies abo lished, and social se rvices benefiting the 
poor were drastically curta il ed. Lat ely, the concept of 
'adjustment with a human face' - first proposed by 
Ri chard J olly at the 1985 SID World Conference in 
Rome - is being promoted in response to the 
worsening soc ial and cco nomic crisis. T his type of 
adjustment calls for more expansionary macro­
econom ic po licies to secure an efficient use of scarce 
resources to meet the needs of vulnerable social 
groups: sectoral policies a imed at raising the 
productivity of small sca le rural and urban producers; 
and mon itoring o f the human situation during the 
adjustment process. The In ter-American Development 
Dank and UNICEF initiative and other initiatives of 
Debt for C hil d Development described below will seek 
to promote such adjustment policies by supporting 
investment in human capita l formation which is a sille 
qua 1/011 for longe r-term soc ioeconomic development, 
as well as more democra tic and stable political 
development, thus lin k in g the usc of th ese resources to 
debt reductio n. 

Differcnt Formulat ions of Debt Relief for 
Child Developlllent 

The various formulations of Debt Relief for Child 
Dc\'e loptnent currently being pursued contain the 
following features: 

a) commercia l banks may 'swap' de jacto, donate 
somc of their debt s owed by developing countries to 
UN ICEF, and in doing so gain some tax relief (e .g. by 
deductin g losses or by making a charita ble donat ion) . 
As part of thi s transaction UN I C~F would. arrange 

with the borrower Government to undertake child 
survival programmes ll sing the proceeds which would 
be paid to UN ICEF by the Government in local 
curre ncy as a condition of the agreement between 
UN ICEF, the ba nk and th e Government. 

b) Debts or just the debt service payments owed by 
. developing countries to Governments or semi-public 

in stitutions may be paid in local currency which would 
be made avai lable to fund UN ICEF-assisted child 
survival and development activities in the borrower 
country in a programme jointly negotiated by the 
lender, borrower and UN ICEF. 

c) Donors may make some fun ds available to 
indebted countries to buyback their debt at a discount 
in the secondary market on condition that the 
borrowe r would then set aside so me funds - a portion 
of the difference between th e face value of the loan and 
its discounted va lue - for socia l development 
programmes 10 be implemented in cooperat ion wit h 
UNICEF. 

Donations by banks of developing co untry debt to 
char iti es have received offic ial sup po rt by authorities, 
such as th e US Assistant to the T reasllry, David 
Mulford and by the World Bank. 

The UNICEF initiative of Debt for Chil d De\'e l op[~lC ll t 
proposed that for countries where future prospects for 
th e se rvicin g of external debt are extremely bleak. 
private creditors co nside r donating part or all of their 
outstanding claims on those countries to UN ICEF for 
utilisa tion in develo pment programmes assisted and 
monitored by UN ICEF. Such resources wou ld be 
additi ona l to resources already all ocated by UN ICEF, 
and would therefo re rep rese nt a genuine contribution 
to improving th e welfare of the poor (particularly 
childre n) and, by inves tin g in human capital, to the 
country's long-term growth and credit WOrthiness. 

T he fir st country chosen by UN ICEF for a debt 
development swap programme was Sudan, with the 
Sudanese government cooperating fully with UN ICEF 
in th e establ ishment o f the programme. Other 
governments of debtor developing countries have also 
expressed in terest in participating in such a sche me. 
UN ICEf' welcomes offe rs or suggest ions about 
ba nkers will ing to make debt clonations for child 
developm ent. 

[n December 1988,the Midland Group donated all its 
loan expos ure to Suda n (amoLlllting to USS 800,000) 
for exclusive li se by UN ICEF in a healt h , water 
sa nit ation and refores tat ion programme now being 
implemented by UN ICEF. The Sudancse government 
will red ee m the debt in loca l currency, which will th en 
be used solely for water sanitation, reforesta tion and 
health educat ion programmes in the Kordofan region 
of Sudan, benefiting principally childrcn and women. 

The programm e will benefit at least 5,000 villagers in 
10 vill ages. It will provide the m with clean water and 

sanitation. made poss ible by th e building of 
handpumps; it will also im prove the natural 
environment, as the additiona l water run-off will 
a llow the planting of len vi llage seed ling nurse ries and 
ten vill age woodlots. 

Mid land Bank was the fir st bank to make a donation 
10 the UN ICE F sc heme. It was a lso the firs t British o r 
European bank to participate ill a debt· for­
deve lopment Swa p. Senio r Midland officia ls have said 
that one of the main reaso ns why Midland was willing 
to make the donat ion was because the UN ICEF 
scheme was related to such a spec ific well-designed 
and cost-effective project, which calHc wit h the clear 
support of the Sudanese government. 

A few debt donations for charitable purposes have 
been made by US banks, following a 1987 
Internal Revenue Service (IRS) ruling th at allows 
donations of Third World debts and other obligations 
in exchange for tax brea ks. For example, in February 
1988 Fleet Norstar in Providence, Rhode Island , 
donated S250,000 ' in Costa Rican debt to a 
conserva ti on effort in 'th at country. In August 1988, 
American Express Bank donated SI mn Nigerian 
obligations to th e Int ernationa l Foundation for 
Education and Self~Hclp, which wi ll use the funds as a 
part of a programm e for nutritio n. health and ot her 
social expenditure in Nigeriil. 

It seems likely that further debt don:ltions to char iti es 
will be made, as these have im portam advantages not 
only for the debt o r countries (and parti cularly the 
poorest sec tions of their populations) but also for the 
creditor banks. Amongst the main advantages for the 
banks arc th e following: firs t ly, the bank can save on 
costs. administrative expenses and, above all. on 
senior management time, rela tin g to debt re-sch edu ling 
and process ing of arrears linked to fairly small amounts 
of debt. whose repayment prospects are in any case 
very doubtful. Thi s gain is panicularly clear if all of a 
bank's exposure to a particular country is donated 
together. Secondly, the bank wi ll benefit from a large 
amounl of goodwill generated by such a donation. 
Indeed, the donations m;'tde so far have attracted a 
great deal o f int erest in the media. Thirdl y, the bank's 
management will know that the debt do nati on will be 
used for p.urposes th at benefitlong·terlll devel opment 
in th e dcbtor economy. Last, but certain ly not least, 
the bank may in most cases obta in impo rtant 
red ucti ons in its tax obl igations . We discuss these in 
some detai l in th e next secti on . 

Tax Treatment of Dcbt Donations 

In the case of Britis h, Ame ri ca n and Dutch banks we 
ha\~e verified that impo rtant tax advantages to debt 
donations can occur. 

Fo r example, a UK bank gives as a charitable 
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onation a certai n amount of debt to a cha ritable 
l st ituti on, such as UNICEF, th is would have tax 
dvan tages for that ba nk; the magnitude of the tax 
dva ntage basica lly depe nds on the level of 
rovisioning already made previously by the ba nk 
gainst tha t pa rt icul ar count ry's debt and the value of 
le debt accepted prev iously by the Inland Reve nu e as 
l'e approp ri ate one for tax purposes . As no rmally the 
IHe r is a lower am ount, a nd as a donation implies that 
le Inland Revenue wi/laccept the fu ll loss, a donati on 
' ill imply a po ten tia l tax gai n in th e UK. (For 
alculations sec Appendix I) . 

1 ""the US case, similar principles apply for tax 
'eatment of charitable donations of debt. The tax 
dva ntage to th e bank lies in the fact that the US 
It; rnal Revenue Service will accept tax a ll owances 
lr the IOlal of the debt donated, whereas if the sa me 
ebt was tota lly wri u en o ff but no t donated, the 
l ternal Reven ue cou ld and pro ba bly wou ld quest ion 
I least part of the write-off, as not bein g tax 
eductible. 

urthermore, in the US, disclosure requ ireme nts (on 
etails o f banks' finan cia l results) a re the most 
(t ensive of the major credi tor countries. This is one 
nportan t reason why US banks are especially 
:iuctant to accept losses, because they must report the 
etails of their perfo rmance so thoroughl y and 
·equently. In this context, a sen io r US pri vate ba nk 
fficia l pointed out that dOmltion of debt that is 
nlikely to be se rviced or paid , impl ies a cl ear 
j vantage for the do nat ing bank; the am ount give n 
il l be registered as a charitable dona tion taken fro m 
:ter-tax profi ts. whereas a write-off of th e debt would 
~ registered as a loss fro m pre-tax income. Though 
lis d ist inction may seem so mew hat formal, it is 
nportan t to US banks a nd th eir sha reho lders, g iven 
Ie d isclos ure req uire ments a nd the emphasis 0 11 

l a lys ing sho rt -te rm fi na ncia l performance by the 
lark ets . 

I th e case of the con tinent o f Europe , sim il ar tax relief 
.- inciples seem to app ly as in the Un ited States and the 
_nited Kingdo m. Fo r e:<a mple, in the Netherlands, 
donat ion of debt wou ld also be tax-deductible: the 
lIlk wou ld be nefit if the debt had not already been 
,ta lly writt en off. (T he lax benefi t may poss ibly be 
lrnewha t s ma ller than fo r the US and the UK, as on 
Ie continent of Europe a higher perce ntage of 
'ovisions aga inst losses tend to be accepted by the tax 
lrho ri ties as tax·dedu ctible). 

o summarise, in the case o f the three countries 
;amined - the Unil ed Kingdon, Ihe Unit ed Sta tes 
ld the Netherlands - tax advantages ca n be 
Jtained from debt do na ti ons by banks to charities. 

The IDB-UN ICE F Hum "u Capi tal 
Development Initia tive 

The In ter·Ame rican Develo pment Bank ( l O B) and 
the Unit ed Nations Child ren's Fund (UN IC EF) are 
about to launch an init iative fo r hum a n cap ita l 
development in the 1990s. It is proposed that the 
in it iat ive would be finan ced throu gh a special Trust 
Fund ca lled the 'Social l nves tme nt Trust Fund' which 
wiJl be in it ia lly financed through contributions to I D B 
by int eres ted do nors. The l O B in tu rn wou ld lend the 
funds to its member stat es in Latin Am erica and th e 
Caribbean (LAC) to finance the bu y back of their 
ex ternal deb t in the seco ndary market, thereby gaining 
the benefi t ofa co nsiderable disco unt. As a cond it ion 
of this bo rrowing, the LAC countri es wou ld agree to 
contribut e an amount (a po rt ion of the difference 
between th e fa ce valu e o f the debt purchased and the 
new loan fro m I DB) in local currency to finance socia l 
development progra mmes. in th eir own countries . T he 
new loa n from the l OB T ru st Fund would feature 
seve ral concess ionary terms including redu ced interest 
rales and ex tended grace and amort isat ion pe riods. 
The programmin g o f the soc ia l projects to be 
support ed as pa rt of th e arrangement would be ajoint 
exe rcise in volvin g the borrowe r G overnm enl , l OB 
and UNICEF. 

The details o f the IDB·UN ICEF init iative arc bei ng 
worked out. Furthermore dono r governme nt sup po rt 
is being negotiat ed. A helpful p recedent is a t rust fund 
th at the l OB has rece llt ly established wit h suppo rt 
from th e Gove rn ment of Spain for a programme of 
eco nomic, soc ial and cultura l p rogress in La tin 
Ameri ca in com memorat ion o f th e qlii ncente nni a l o f 
Spain' s links wit h the New World. 

Considerin g th e pote nti a l scope fo r social p roject 
financin g and the needs assoc iated with a multi -year 
SCi of projec ts iden tified by th e IDll and UN ICEF, an 
o rde r of magn itude equ iva lent to USS500 mn in 
resources ava il ab le to the Fu nd wo uld be viewed as 
highl y desira ble. 

l O ll-UNICE F in it iat ive hopes 10 t ransfo rm the 
current crisis o f investment in human ca pital into an 
opportuni ty fo r reviewing how to p ro mote human 
developmen t in the 19905. I n terms of human capi ta l 
fo rm atio n, investment in chi ld ren must be given a high 
prio rity since th ey co nsti tu te a n age group wi th very 
high ra te of return in socia l inves tmen t. Accordingly, 
the prese nt lOll-UN ICEF in itia t ive is conceived as an 
investme nt in the p rese nt ge nerat ion o f children so as 
to avo id the rep roduction of poveny in the 
ge ne rat ions to come. 

Social needs vary from country to country. Li ke in 
other a reas o f deve lopment. a coul1lry focus is 
irreplaceablc and a continuOliS dia logue wit h the 
nat ional aU lllOrit ies is the corner5tolte fo r the plann ing 

of techn ica l coopera tion and fi nanc ial assis tance in the 
soc ia l areas. Wh il e lea ving the se lect ion of proj ects to 
co unt ry speci fi c programming, the boa rd priority 
a reas for the l O B- UN ICEF programme have bee n 
ident ifi ed as fo llows: 

a) basic health , includ ing primary health care with 
parti cular emphas is on immunisat io n a nd cont ro l o f 
tra nsmissi b le d iseases. Pri o rit y will be g iven to 
programmes well designed to reach timely ta rgets in 
te rms of the reduction of infant mo rt a lit y, und er-five 
mona lity, maternal monalit y and eradica tion of 
majo r diseases. 

b) Nut rition program mes, especially those to eliminate 
severe child ma lnutrit ion and to reduce moderat e 
ma lnutrition in th e younger popu lation, p lus ma terna l 
malnut rit ion. 

c) Bas ic educati on includ ing virtua l el iminat ion o f 
illiteracy , pa rli cula rl y among women, develo pment of 
se rv ices fo r the young child including pre-sc hool 
attent ion , uni ve rsa l prima ry educati on, trai ning on 
life skill s and civi.c· va lues. 

d) Un iversa l ·access to environmental sa nitation , 
particu larly sa fe drinking wa ter in urban slums and 
poor rura l co mmunities. 

e) Social communicat ion and mobilisation to hclp 
communi ties to o rganise and to train for the 
develop ment of self·ma nagement capabil ities to co pe 
wit h their own problems. 

f) Last but not least, coope ra tion to create a nd 
improve systems of soc ial indica tors required to ta rget 
a nd monitor cos t- effective soc ia l programmes, and to 
~I rengthen the ad'ministrat ive capacity of socia l 
sectors a nd loca l co mm uni ties . 

The initi ative is t ime ly in tha t it offers the poss ibility o f 

mobilising addilional resources fo r ch ild ren, while 
ma king 11 positive, though modest. contribu tio n to 
debt rel ief in a 'region where d isi nves tment in huma n 
capi ta l for ma tion threa tens to perpetua te the cycle of 
pove rty and deprivatio n. 

Allpcudix J. 

Tax crreels or a eharit:lhle debt donat ion by :1 Bri tish Ha nk 

The effect is best explained by a hypothetical numerical 
eX:lInple. Bank X has ex posu re in country A or £1 mn (face 
value), and has made a provision of 40 per cent against its 
cxposu re in Country A due to difficulties in gett ing the debt 
serviced and/or perceived risk that the principal may not be 
paid back. 
The Inland Revenue however has only accepted (for tax 
purposes) provisioning of 15 per cent . as th e Inland Revenue 
acce pted the provision for risk ofloss of principal bu t not for 
the future rrdllcl'tfordrfa.l'rdpaYIl1l'l1t o/illleresl. In the initi al 
situati on, therefore. the bank's shareholders have accepted 
loan-loss provisioning of £400,000 while the Inland Reven ue 
had for tax purposes only accepted £150.000. 
Bank X decides to donate 10 per cent of its exposure in 
country A to UN ICEF within the scheme of Debt for Child 
Development. The face value of the debt being dona ted is 
thus £100,000. and its bala nce sheet value is £60,000. The 
bank wou ld thus incur an addi tiona l loss or £60,000. 
Because the b:mk wou ld as a rt'sulr o/rht' rransaclion hal't' no 
further right to principal or interest. the Inland Revenue 
wou ld girl' rrlit'//or rll/.' 1I'!/D/r facr mlut' 10 Iht' t'xun/lhis hod 
/101 alrl.'adybre/l allowed. The Inland Revenue had previously 
already accepted :t loss of 15 per cen! for Country A 
(equivalent to £15,000 given the amount to be donated). The 
arithmeti c diffe rence between the tota l loss (£100,000) and 
Ihe previously :lecepted loss (.£15,000). which would be cq ual 
to £85.000, could be sct against profits in the rest of the bank's 
operat ions. Assuming that t he bank is paying corporation tax 
al il rate of 35 pcr ce nt, and that il is overall registering;t 
profi t, the (:I X savings would be £29.750. 
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The NGO Attitude to Debt Reduction 

fohn Denham 

"he last 12 months have seell significao.1 developments 
.1 the co-ord ination of activity on the debt crisis by 
:ttf"Opcan non-government organisations (NGOs). 

:uropcan NGOs exist in many different forms. Many 
ivc financial suppo rt to grass-roots projects in Third 
Vorld countries, using funds raised from the public 
nd through - the aid administrat ions of their 
ovcrnmcnlS. Most of these also carry Ollt some 
'ducation'll and lobbying work amongst their 
upportcrs and with their governments . Others 
oncenlratc purely on educational, polilicallobbying 
!lei so lidarity work. The constituencies of the NGOs 
ove r a wide range of political viewpoints, and 
iffcrcnt NGOs are associated with a range of 
! Ii gious and secular groups. 

:oncern about th e debt crisis has risen steadily 
lroughout th e 1980s, and has recently become 
articularly marked amongst the project funding 
ge ncies. Many have seen their grass-roots work 
verwhelmed by the negative impact of the debt and 
lC consequent adjustment policies. The need to 
!sponci to thi s experience has been reinforced by 
ressure from partner agencies in Third World 
ountri es to campaign on the issue. 

n recent years, there have been many campaigns in 
ldividual cOllnlries, most of wh ich have aimed to 
ersuade governments to extend relief on oHieial debt 
) the poorest sub-Saha ran African countries. Though 
~j e result s have been limited, it is generally accepted 
lat public pressure helped to create the polit ica l 
litiati ves which led to the Toronto agreement. Other 
ampaig ns have concentrated on commercial debt and 
-le problems of midd le-income deblOr coun tri es. A 
lird , and more specialised line o f lobbying has been 
irccted at adju stment po licies a nd at the World Bank 
1 particu lar. 

'he coordination between national initiati ves has, 
ntil rece ntl y, been limited. However, si nce March 
9.89, a groupingofNGOs from II count ri es ha s been 
eve lopi ng a commOn European debt campaign. 

he init ial focus of the campaign is 10 be the debt owed 
)' European banks fmd the need for a mo re 
)ordinated (and sy mpathetic) response to the cris is 
om European govern ments and financial institutions. 

he simple prem ise underlying the campaign is that 
: bt reli ef should be great enough to ensure each 

country has suHicietH resources 10 all ow sus tainable 
economic recove ry and development to take p lace. No 
figure on the level of debt reduction needed has been 
set, although the campaign refers to a var iety of 
projec tions , inclUding those from the World Bank, 
UNCTAD and W ID ER that imply debt/debt service 
reduction of upwards of 40 per cent for major debtor 
countries. 

In practice, many NGOs will be advocating at least 
50 per cent debt/debt service reduction for the major 
debtors and the total cancellation of debts owed by th e 
poorest countr ies. 

In add ition, th e campaign will press for act ion on 
capital night, including th e identification of capital 
night assets and will be arguing that certain loans­
such as th ose tainted with fraud or corruption 
shou ld be regarded as illegitimate. 

The cam pa ign will be pursued in different ways in 
different cou ntries but, at a European level, a 'twin­
track ' strategy will be pursued. All the major 
commercial banks will be approached directly and 
asked to respond to an appeal endorsed by over 50 
NGOs. The appeal asks banks to accept the principle 
of th e campa ign and publicly support action on debt 
reduction, capital night and illegitimate loa ns. 

Though no major sudden change in banks' policies 
may be anticipated, the involvement of maj o r and 
respected NGOs will add a significant new presure on 
the banks. Thi s is particularly true in those countries 
where banks are subj ect to competit io n from other 
financia l institutions offering personal banking 
services. 

At the same tim e, Parliamentarians throu ghout 
Europe are being asked to sup port a joint lelle r 
addressed to Finance Ministers and the Pres ident o f 
the European Community which urges more radica l 
action on debt relief. This initiative stresses the need to 
go beyo nd the reliance on the voluntary participation 
of banks in any debt red uction strategy. It also stresses 
th e current lack of European innuence in th e evolution 
of the debt s.trategy and the need to raise Europetlll 
concerns whi ch are (or shou ld be) different to those of 
the USA and J apan. 

While the campaigning action around bank debt is 
now gettin g underway, initial plans arc also being 
made for a parallel campaign airhed at increas ing 

levels of official debt relief. 

The campaign, while deVeloped and run by NGOs, has 
been able to draw on the advice of seve ral leading 
academics in Europe and a valuable partnership is 
developing through which the complex rea lities of the 
debt crisis can be translated into clear and simple 
messages for the pUblic, media and politicians. The 
participating NGO also lay great stress on llsing the 
campaign to promote th e views and experiences of 
their southern panners. 

The campaign is currently se rviced by a Dutch-based 
NGO, FONDAD! which sta nds for the Forum o n 
Debt and Developmen t a name which emp hasises the 
strong conviction of panicipating NGOs that th e 
failure to deal adequately with the debt problem put s 
in jeopardy the prospects of develo pment for people in 
many Third World countries. 

I FONDAD, Norrdeindc 107a. 2514 GE. The Hague, The 
Netherlands. 
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