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SLFMARY

The Labtin Smerlican region carries & heavy debt ©o

Fratio. That ratio causes conditions which threaten

matinnal sscurity interssts.,

High debt to export ratios cause domestic economic arowmitn

impedinsnts and increase inflationary pressures . These 1n

14

turn e2ncowrage higher taxes and duties, hamper inve

e,
arngd discourage jJob creation. The end domnestic resultt +or
Latin american countries is a decrease 1in gensral lilving

conditions with a resultant increase in the instabilityv oF

the government in power.,

.5, mnational interssts are threatensd by:

—~- Jecliining U.S5. markets in Latin Amsrica

1l

- oszs of U.5. domestic iobs

-~ Megative etfects on U.S. trade deficit

= Increasin

i

o
i,

tensions between U.S. (creditor: arnd
Latin “American {(debtor) governments

—— Increases in drug production in Latin Amserilos in
response Lo high wunsmplovment

~= Instability —— to inciude nucisar oroliferation,
terrorism, and population pressures —— i proximity
to the contimnental WU.S.

The goal of the WU.S5. is to bring about an orderly d

fi

3=

2Cmeal

in the debt and debt service of Latin dmerican counbries.
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ICsUE DEFINITION

i

In an sra of finite and declining resouwrcss whioh

juy
w

B o

allocated, the U.5, must find wavs in latin Amsrics tos
—— atimulate sconomic garowhbh so that thers 1s an

improvemant in capability to service ouwtsetanding

ekt .

—-- praversg capltal fliabt so that new funds are

Availlabie for investmant

- praduce debt and debt service reguiremsnis

BACEBROUND/ ANAGLYSIS/CURRENT POLICY
Backaround FRapidly increased Latin American debt bsgan in
the parly 19705 with the UOFEC increases in oil nDrices. Some

debt difficulties occurred in the 70s but the overail
problem did not emerge wuntil 1YE82 when most of Latin dmerica
had to reschedule external debt. Latin fAmerican debi was
¥1é biltlion in 1970, rosse to 1eal bitlion in 1973, amdgd then
euploded to 3&0 biilltion in 19832. With the restructuring of
debt in 198Z/3, new capital became scarce but debt did
increasze to 441 billion by 1988B. Since then overall debt
haz +allsn slightly to 4Z6 biliion dollars. Depsndent on
the country, bhetween B2 and 99 percent of all dent iz

privately held.

In the late 1970s and early BOs, exchange rates 1n mnosth

lLatin American countries were overvaluoued, This



varvaluation of cuwrency led to lTarae trads defiloits and
capital tiiaht. The world sconomy during tThat oeriod was
uwnderaoing detecioration. Interest rates increased
drramatical v, 2conomic activity declined. and real commodity

priceas plunmetad.

Higher 1interest rates in creditor nations increased debt
sy ice Durdene on the debtor nations. HNecliining sconomic

activity caused real decre:

3
i

Ze 1N economnies and bhus ozl

diecreases In arose domestic producht. Low=2r commadlity orices
reculted in Jower export earnings in Latin american

counitries thereby Towsrimg SDF.

The second hald of the Bz saw a reversal of many of the
adverze external conditions which Latin Amsrilcan debhoe
mations were facing. Interect rates on Ioans fsi1 . world
conomic activity increased. and, because the aollar was
depreciated., sxports which were tied to the doliar hecame
more competitive. Untortonately . orimary export orodoct
orioces continuged to fail. This lTed to a loss in esport
reveanues with a resultant continued increase —— alt a s3] ower

nace ~-— in debt ratios.

Analvsis Uebt held by foreign countries is difdicwit to

deal with by debtor nations. Debt is held in

W ar-Ta

tharm domestic. and therefore. the claim agalinst debtor

rations represents a real oliaim which cannot be infiated



2l goods and services must be del iversd o

generate forelian exchangs necessary to retire and ssrvice

deint, Famsul tantiy, domestic V1iving standaros decrsase.

lebt represents a real drain of resources From debtor

nations. In 1988 there was net transter of #3530 billion out

i

of Latinm Amesrica. Incurring sdditionad debt burden as a
means of sorsading out burden over time is nobh oan ophion

bhecauss of credit unworthiness. Growth is a means of

fol=-Tud ol

asing debt burden but cannot be used becasuss arowth

*

reauires increased imports of capital goonds and intermnediate
products. Simoly stated, there is nobt snowah forslan

sxchange capital or foreian investment capital available for

the imports.

Over the past seven vears. debtor adiustment proge-ams wers
sxpechted to improve credit worthinsss of debtors and aliow a
return to voluntary lending py creditore.  This has nob
haposrad . Now there i real concern that condibions mav
deteriorate further., Investment has declined sharply. This

i tuwrn has eftectively decapital ized the counitriss.

Farmy debtor nations have attempled to run trade surplusess to
sarn dollars to service debts. This is done primarcily bv

depreciating their currencies Lo gain competitivenmss,

rectricting imports,. and sspandimg exoorits as much &5

noesihie., 511 of these actions end up bheing oseosilved a3 3



threat fto world trade. Courtries which wse this

¥

thelr exnorits restricted in the U.S. markebs.,

ir Luen owers their ability to servioce debie,

There 1z alzo bad news on the ocreditor side of the souall
Frivate ocreditors are increaszinaly seeking to have taspavers
take over more of the creditor burden sither fTrheouah

apvernmnant =2xpanded Toans oF guaranisss.

-

tefantit on JToans is alzo a very real probiem. feranit by

debtor nations would make doms the

Toans are written off the books and the creditors value is

decrea

by

sad,. Additicnally, repudiation of lToans cowid wery
well b2 the catalvst for a banking crisis of maior
groooctions. Even 1iFf a banking crisis could be sveritsd. bthe
cost of money would Tikely increase dramatically and causs a
=i owdown of investment in Lthe domestic U.5. soonomy.

The debt burden i1s increasing tensions between the L.S.

i
o
-
3t

debtor nations. Impositions placed on debtor nation
economniss to deal with debt burden pose a thrsast Lo fhe
aovernments of those nations. Fear of radicalization is
TS L ME W Debt reduction e reauwirsd to ease colitical
Tensions and improve Latin American domestic markets, This
in tuen o would allow the Lati;n American countries to fbov more
1mports from theilr dominant trading partrher to the norhbi.

Strengthening of U.S. Latin markets would imorove oue



patancs oF Trade. Domestic market improvemsnts in Latin

fAamerioca woulid have favorabies impacts on snvicronmental

concarns ., human development concerns, and technology

The impact of the debt crisiz in 1981-3 caused measwrable

Feects which could bes extrapolated to the pressnt sitouation

i
5

]

shouid the burden not be reduced. In the United States. the
Commerce Department has estimated fthat each F1 iliion in
grxoorts sustains approximately 25,200 jobs. During the 81-3
recession, declining U.5. exports to Letin Americs accounted
foro a Tosse of nearly 400,000 jobs and an additional 500,000
have DbDeesn lost since. It is cliear that sconomic orogaress 1t
develoning nations has both a divect and arn indirect impact

of the economic pertormance o the United States.

Or & macro lavel , the U.S. =conomy is tied into i

I4

1 aroere

world economy. I+ the world sconomy takes a downward

,_._
~+

plunae, the U.5. 2conomy sutfers as markets are reducsd

canit

s
Pt

I driss up, interest rates rise, and defaults ao up.

Current U.8. Policy The U.5. has shitted +trom a

W

o 0fF encouraging debt restructuring Do one which weites

miond oL

P

down debt and helps refinance Tpans., Folicy de now Qorverred

by the Brady plan which was announced in March of i




In general, the plan calls for creditor banks to asgrse to

vertuntarily reduce the value of theilr claims by cutbing

prrincipnal or interest in retuwrn for guarantees on the

Fremnsining portions of their debt. hring negotiabions

petweesn banks and debtor nations, banks are presented

i)

ith

opticons for debt reduction. They mav choose one oF those

agntions or they may decide to hold the total debt in

hope that they will ultimatelv be repaid.

The role of international +imnancial institubioms izt

e
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i
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e
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Doy ioe + 3

guaranteess. Finmancing ocan take

form of collateral on the reduced value of the deibt oe

givinag debtor governments finanocilal suoport directly

rrenurchase of their debt.

Urngder the plan, debt would be hanoled on a case by cas

craditoris: . Additionally, the plan stipulatses that

economic raforms under the supervision of the World Bs

[ 2l

orior to a debtor country receiving relied undse o

Significantly, the Brady plan recognizes that when

hurden gsts so hiab that 1t cannot be naid, 1t must og

reduced before credit worthiness can be regainsd. It

recoanizes that stretching oult pavments over time is

d

Lh

hasis. Each debtor courntry negobtiates separatsly with

LA

Fie International Monetary Fund (IMFY must be put imto

nl

1 bes

For the

1ts

boand

ol ace

I



unlibely o hi2lp stimulate sconomies enoush o restors

3

proparty and reduce debt throwah arowtin.,

The wavs Lo reduce debt uander the plan are:

- Duvbacks

-— Zonversion of debts into bonds with lower princioal
o interest

—— @xchange of debt for eguity

inder the buvback option,. debfor countries use

P S T R

to renurchase some debt from creditors at discounted prices.

Time discount price is available through secondary marks

and is based on the expectead return on the debt. For

Brazilian debt sells for 33 rcent= on bthe dotlar in

the secondary markets. At that price, Brazil is able Lo

it

ratire 3 dollars of debt for every dollar 1t wuses 10 A&

huwvbaok . I+ Brazil gualified and desired, 1t ocouwld borerow

mioney Feom the IMF, retire debt at a2 ratio of 3 to Arid

—-— in the end - owe the new debt to the IMF.

ettt conversion reduces debt by converting ifh into &8 new

asset . Countriss neqotiate with their creditors to convert

n

]

!

dehbit into mew secwrities which reguire a Towsr servicina of
the debt. This might be negotiated at ower interesi rates
in raturn for goarantees that the mew debt would be sater

tnan the old debt. Thies could be done wiith collateral

throuogh the World Bank .



Debt—-mguity swan 1s & debit reduction meazsure that helops

stimul ate the debtor mation’'s economy. fhe debhor nation

o H

renurcinases outstanding debt using lTooal currenoy The

szl ter 1 then reguired to invest that money

nat ion. The interest here iz that the seller

e

i

third party who purchased the debt at a desn discount

+rom the originating hank and now sells it at a higher rate

v e debtor nation albeit in local currsnoy. Vs ool e

i

with this arrangement 1s that when the new investmsnt is

made , it increases the monetary supoly wiithin the oountry

and resuits in inflationary Dressures.

et

o

pffect, the debtor nation is sxpected to fiost & pond 3

i

o help soask up the monetary increase. The end resuit gz

trading international debt for domestic debkt. B

i

debtz tend to carry higher interest rates than the original

parbt debts, lnterest payments may riss instead of faiil.,

The most significant point in the Brady olam is that it

i

1]

2

ztates that overall debt must actually be reduced asnd gives
a framework throuwah which initial negotiations can start,
Several problems arise with the Brady olan., Fador
obdsctions appear from crediftors. The first is a reluctanos

Toopeovicde some of the funds for deb

fu

redguction Transs ers.,

ey
'

mis reluctance stems from a wariness at having aiready besn

stung once, The second objection is €0 the reogusst of the

Erady plan for creditors to volontarily amend the Lsems of



tiheir agresmente throuwgh waivers, The

the waivers which will expedite debt re

ohisction ie that banks have to record

s they are responsible

i
o
o
.

CoOmpanie

banks do noh
duction. Th

losses Jush

stockinolders, they are reluctant o voluntarily red

Dfher problems have also surtacsd. Bankes arse sfiec

srocoraad to hold out as long as possible 1n the h

ancther creditor will reduce debt and thereby grive

seocondary price of the remaining debbk.

Ay aaresme

reduce debt must put the bank in a bettsr position

it remained with the original debi. Fyz

secoandary price of the debt increases to aoproach

Dank

e

& last

as other

e et

Tivelw
opEs that
L the

mit to

tivan 1f

]
T
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as

oredit worthinegss 1s restored.  Theretors, banks ars

unwiliinag to be the first to negotiate debt reduction. This

is krnown as the free rider effoch.

Dezpite the difficulties discussed above, there are

possib1lities within the $ramework of

the Brady ola

Combined with a new awareness of markets provided D

southern neighbors and the emphasis of

Fresident Bu

recernt proposal to develor a trading bloc in the Am

the Brady plan should besgin to have some of the des

it

¢
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i
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RECOMMENTET TONS

aives real promise.  Some debhhor

]

2 M

]

€
n

The Brady ol (T LOME are

conclving with the ecomnomic reforms which must be monitorsd

under the olan. Whilte thev do dampen the domestic Tivios

3

standards among some o+ the populace, they have not prodoc
the raconian sffects which have caused riots in the pasht.
This ig encouraging because reform paves the way $or dent

reduction under the olan.

Aes evident from the creditors’ obdectionz to the piam, it 1
vital to aet real debt reduction started in order +or the

plarn to gain the momentum which could cause +tres marketf

pronomies 0 kick 1n and make further debt raeduction a

[awk

ibiility. I recommend the following additional chamngss

o made to .3, to start debt relief.

Mandatory participation 7The UJ.5. Treasury Departmasnt mosth

make participation by all banks in debt reduction mandatory.
The percentage of debt held by each creditor would detesrmine
the perocent of debt reduction reguired of sach bank. This
would result in eguivalence of reduction for each and

overcaome stotkholder objdections. The free rider effect would
decraase also.

Favaorable treatment for creditors The lj.5. Treassury

Department must give creditors full scoos of Fiexibil ity

galn advantagse +rom debt reduction. These should include,

ot

ift



At tavorable treatment undesr ftay laws for
wrelte-nfds.  Fresent accounting practices under .5, tax
Taws allows the write-off of only the current value of thes
investment being written oft. Thisz means that a bank would
onlyv e alliowed to deduct The debl reduction at the

sacondary market valus. The write-ot+f should be a3l lowsd at

i

face value $or madimum incentive.

Feasonable accounting practices The Li.%. showlid ston

allowing banks to carry high-risk and “"troubled” Toans on
their books at face valus. Requiring banks to write loans

down to actual markst worth would be a Ystick to erncourags

debt reduction negotiations.

Creditor rank order and preterence 1.5, policy shouid

require a rank order and pavback predference oprogram to
encourags creditors., LUnder this system, bhanks which
participate in debt reduction would take priority in
recavment auarantees over banks which do not particivate.
e creditors would not be paid until the reneantiatsd
Toan had been tully serviced or repaid. &1 other creditoes
woul o share egually in whatever payments were ledft artsr the

=Eni1or (renegotiated) Toans had besn ssrviced., This wowtd

give creditors real incentive to participate.

Creditor consolidation Smalier creditors shoulod be

encouraged to sell their debt omn the secondary market or to



withh larger creditors.  This would

o Y
oF creditors with which to deal ang reduce
=TS .
Capital ft1light revercsal It iz smssential to rewver tie
capital flight from Latin America. U.5. contribubtions to
this should include removing

subhsidies to U.5. oroducers
raduce competitiveness of Latin oroducers and opening
V. markets to goods from Latin Americe undese

e
Ermternrise for the Americas.,

Target debt reliet

Dabt reduction shoold be taraeted to the
Tevel of debt which can be supportsd by individoa)
countries. The targst shouwld

proavide sutf+icient relied fto
allow 4o sustalned growth whiie snsuwring that the remaining
debt can be serviced.

CONCLUSTON
The bBr s position
hooe for Latin American debt reduction.
continent rich

ady plan amd PBush zdministration’
=

Mol s oot

With =2
in natural resources and resilient (T OHM L ERE
despite repeated abuse,

debt reduction can
Gk

be ach?
i

Ever] ang
arow s that debt which

remalns

i

can be servioced.
nee debt is reduced. credit worthiness

in
o+
=
1]
a2
]
)
u]
<
T+

ran be restored

"

1

an
proasrams can be instituted. Undsr those



programs, wibrant and growing sconomiss can outarow theie

H

deht problems.
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