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ABSTRACT

RECYCLING THE DEBT CRISIS: THE WEST'S
STRATEGIC RESPONSE TO THE DEBT CRISIS

This thesis attemp!s to examine the debt crisis from a political and institutional
perspective. Using the political-economy approach it reveals that the West’s reaction
1o the crisis in international payments has not been an ad hoc process of “muddling
through™, Rather, it has been a carefully crafied response that has consistently put
the intesests of the banking community ahead of those of the debtor countries. The
vbjective of this strategy has been to stabilize the international creditor banks by
recycling LDCs' new loans back 1o the banks in the form of interest payments from
debtor countries. In this way debts are serviced on time and banks avoid any major
disruptioms to their stock valwes or profit margins.

I hisve chosen the Banker and Brady plans and the Internationai Monetary
Fund to demonsirate the means by which the American have attempted to enforce
their debt containment strategy. The Baker and Brady plans were diplomatic
measures o renew voluntary lending to LDC's through stabilizing economies and
shiring the burden of new lending between official and private lending institutions.
The IMF’s efforts to normalize and stabilize relations between debtor countries and
their creditor banks have been an intrinsic part of the West’s overall effort to
maintain the flow of new capital to the debtor countries.

In conctusion, 1 suggest that debt and interest rate reduction must become the
primary objective in the West’s efforts 1o stabilize Third world debis. If it does not,
the economies of the debtor countries will continue to erode as will their peoples’
faith in their demuocratically elected governments.

September 30 1992

Susan McGarvey



CHAPTER 1: INTRODUCTION

Though much has been written on the debt erisis, few 3 studies have pone
beyond examining its financial and economic aspects, As a result many works are
narrowly focused and irrelevant to the realitics involved in the muanagement aind
resolution of the international debt crisis.  However, this situation shows sigas ot
changing. A number of authors have now begun 1o examine the interiction of the
political and institutional aspects of Third world debt with its cconomie and financial
dimensions. This emerging body of literature has dealt with such topics as the
political and economic impact of external debits on Third world countries, the politics
of debt rencgotiations and the role of multilateral organizations in the development
and stabilization of the debt crisis.’! Because so much of this literature is new, it has
not yet developed into a sophisticated hody of knowledge. This is purticubarly true
for the research that has been done on the Western response 1o Third workd debi.

No author has s yet produced a definitive accouns of how and why Westorn nutions
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and institutions have responded to the crisis in international payments. Most writers
have chosen to rely on descriptions, rather than analysis, when discussing debt
renegotiations and as a result have pever investigated the consistencies that undertie

all debt renegotiations. The work of Stephanie Griffith-Jones and Osvaldo Sunkel

is # case in point. In their work, *
End of an Dlusion”, they describe the leadership role assumed by creditor
governments, centra! banks and multiluteral organizations as one of the main
structural featores of Western management of Third world debts.2 No mention is
made of the tactics adopted by these actors to contain international debs, the extent
to which they have coordinated their efforts, or the reasons for their mutual
cooperation.

Sunkel and Griffith-Jones view the provision of involuntary private lending
10 debtor countries as the second major element in the West’s response to Third
worid debts. While they describe a number of examples of forced lending to debtor
countries they fail 1o examine how involuntary lending relates to the overall response
of Western nations and institutions to the debt crisis. Furthermore, they neglect to
ask by what means the banks have been forced into involuntary lending and who has

benefitied from this policy.
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Process”, while devoted
primarily to examining the genesis of the debt crisis and its consequences tor delvaor
countries, does attempt an analysis of the politics of debt rescheduling.” Milivojevic,
in examining the differences between pre- and post-1982 sovereign  debt
renegotiations, concluded that between 1982 and 1984 three factors charucterized the
West's handling of LDCs’ debts; the size and occurrence of bridging hkans,
involvement of the IMF in coordinating debt negotiations and supplying of high-
conditionality, IMF loans to debior countries.®  Milivojevic’s conclusion dues not
address the inter-relationships between these three aspects of debt management. For
example, he does not examine the important role of bridging loans to the process of
debt renegotiations, timely servicing of foreign debts and the creation and imposition
of structural adjustment programs. Nor does he reveal how these three factons waie
enforced nor whether they are pant of an ad hoe or courdinated policy response to
the problem of Third world debts. Milivojevic also ignores the issue of the kegitimacy
of state or multilateral organizations involving themselves in the financid aftairs of
sovereign nations.

Benjamin J. Cohen's, in his work, “A Global Chapter 117 fails, like many other
asuthors, to fully develop the implications of his conclusions on the Western response

ESS, New York: St Martin's Pross,




to the debt crisis. He implies that the international creditor banks and their home
guvernments have conspired to put concern for the soundness of financial institutions
abave all other considerations in the resolution of the debt crisis® Cohen identifics
the United States government, and large American commercial banks as the leading
figures in this conspiracy.® Foremost among this cabal are, according to Cohen, the
Department of the Treasury, Federal Reserve Board and major money-centre banks
of New York, Chicago and California.” Where Cohen’s conclusion falters is in its
failure to identify how these groups have coordinated their activities and their impact
on debt rencgotiation agreements.  Rather than address these questions, he merely
restates some of the well-wom arguments on structural adjustment programs and
criticizes their costs in human and economic terms.

Studies that attempt detailed examinations of the Western response to the
debt crisis are often diminished by a reliance on only one or two case studies for their
conclusiops.  For example, Elmar Alvater’s examination of the Mexican debt
renegotiations in 1982 and 1983 lead him to conclude that the form of crisis

management employed by Western officials was "wholly in the interests of leading

5 Benjamin J. Cohea. "A Global Chapter 11" BOREIGN POLICY, Summey, 1989:118
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groups in the industrialized countries”® Because of Alvater's refiance on vy the
Mexican example he was unable to address a number of questions that sequire
broader perspective to answer, such as who these leading groups” where, their
objectives and what influence they have had on other debt renegotiations.

Jackic Roddick’s conclusions on Western management of the debt crisis are
also weakened by a reliance on only one case study. She states that the essence of
the Reagan administration’s approach to the Mexican rescue was to susain the flow
of interest payments in order to avuid a “collapse of confidence” in the international
banking systcm This was achieved by rescheduling Mexico's debts and entorcing
an IMF-sponsored adjustment program.!’ A vital part of this approsch, according
to Roddick, was to coordinate the authority and financial power of the International
Monetary Fund, with that of the U.S. Treasury and U.S. Federal Reserve Board.
Combining their efforis, these three institutions worked to enforee Western objectives
on recalcitrant creditor bankers and debtor gpovernments. Roddick’s conclusion, fails
to address some of the same fundamental questions that are left unanswered by so

many studies, such as how these bodics have coordinated their efforis, whist their




vhiectives are and the degree to which they have influenced subsequent debt
reschedulings.

For writers who believe the West has pursued a cooidinated and united
respanse fo the debt crisis, there still exists disagreement over whether the adjustment
of debtor's economies or stubilization of the creditor banks has been the primary
objectives of debt management. Pedro-Pablo Kuczynski and William A. Eskridge
represent the two opposing views in this debate. Kuczynski contends that since the
Mexican rescue effort of 1982 the West’s prime objective has been to impose
austerity measure in debtor countries.’? He argues that Western officials justify
adjustmen! measures on the grounds that an imminent giobal economic recovery will
allow reformed economies to decrease their external debts and return to credit-
worthiness in 3 to § years.” Kuczynski concludes that these adjustment measures

are the most successful and effective aspect of Western management of the debt

orisi 14

William A. Eskridge asserts that the management of Third world debts by the
creditor banks, International Monetary Fund, Bank for International Settlements,
U.S. government and other Western nations has been designed to “first and foremaost®

12 pedro-Pablo Kuczynski. LATIN AMERICAN DEBT, Battimore, Maryland: John Hopkins
University Press, 1988:95
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keep money flowing into debtor countries so as to enable the servicing of external
debts and avoid a large-scale disruptions of the creditor banks.!” The underbying
assumption of this strategy, according to Eskridge, is that the debr crisis i o enisis of
liquidity and the supplying of interim financing will provide debtor countries with the
opportunity to incresse their exports, revive their domestic cconomies and acquire
the foreign currency needed to service their debs.®  The adoption of IMF
austerity programs js scen by Eskridge as a means to encourage and support these
development in the medium-term.!”

In contrast to authors such as Eskridge ami Kuczynski are those writers who
claim that the West has never "managed” the crisis.  They argue that Western
response has been "ad hoe” and a process of "muddling through”. Sidney Dell, i
Senior Fellow at the United Nation’s Institute for Training and Rescarch, states that
there has been a conspicuous absence of any real principles of debt relief displuyed
by the international sctors involved in the debt crisis.  Consequently, no mimmum

standards of debt relief hes ever been created.!® He belivves that opportunites for

generalized approaches to debt management have not arisen beciause Western

¥ Sidney Dell. "Crisis Management and the Internstional Dent Problem "INTERNATIONA],
JOURNAL, Vol. XL, No. 4, Augist 1985:669
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institutions have deait with each debtor country on a casc-by-case basis, which
precludes the application of standardized principles of debt retief.!”

Dell’s conclusions arise, in part, from an inability to view the management of
international debt in its entirety. He fails to realize that the case-by-case approach
is only one aspect of a much larger debt containment strategy that is designed to put
Western interests above those of the debtor countries. Dell, like many writers
ignores, the fict that despite the tailoring of renegotiation and adjustment packages
to debtors’ nreds, debt rescheduling agreements have an underlying consistency.
None of the rescheduling packages address debtors’ need for debdt and interest rate
reductions. Debt servicing problems are consistently relieved by increasing private
and public financing to indebted LDC'’s and forcing debtor countries to adopt IMF-
supported adjustment programs. No suggestion is made for principle or interest rate
reductions. Lastly, calls for the establishment of an international debt facility through
whick to process Third world debts have heen repeatedly dismissed by Western
governments. It is naive of Dell and uthers like him to suggest that Western nations
would not have devised standardized procedures, let slone a detailed agenda, for
dealing with LDCs’ external debts.

The questions raised in the foregoing literature review provides the oversl!
framework for this thesis. The first issue 10 be addressed is a fundamental one,

whether or not  Western nations, in association with international financial
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institutions, have devised a strategy for containing Third world debt. This thesis
demonstrates that Western nations, along with the International Monetary Fund, have
indeed devised a strategy for the stabilization of international debts, one that has had
a consistent set of objectives. My examination of the Brudy and Baker plans will
prove that foremost among these objectives has been the stabilization of the
international banking community through the recycling of new commercial credit from
the banks to the indebted countries and back to the banks in the form of interest
peyments.

The assumption of an orchestrated Western response to Third world debts
raises the second question that will be dealt with in this thesis. The question is, what
has been the motivating force behind the West’s united response 10 the problem of
Third world debt? 1 prove that Western unity stems from a shared desire to uphold
the soundness of the international banking community and the glohal financial system
as a whole and American leadership from Western countics and banks’ willingness
to forego this role in favour of the much more expenenced Americans.,

The next issue to be addresse ' is the one most often neglected in the
literature, how has the West enforced its stratepy for the ~ontainment of Third workd
debts? My response is that the Internationa! Monetary Fuid has become one of the
chief means through which Western objectives for deht management hawve been
realized. Since the dept crisis began in 1982 the Fund has taken 3 number of

unprecedented measures designed to normalize relations between banks and indebted
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developing countries and in the process foster an increased level of commercial
lending 1o developing countries.

All of these issues will be examined within the theoretical framework of
political-economy.  The methodology of political-economy is particularly well-suited
to an examination of the political and economic aspect of international debt. It
provides the underlying principle that polit-ics and economics arc mutually
interdependent, something that is well borne out by the debt crisis. No financis]
decisions taken in regards 1o LDCS' external debts are without their political
implications. Nor are any major debt reschedulings accomplished without the
cooperation of political institutions.

The concept of power among political-ecopomists is particular relevant to a
study of Western containment of developing country debt. Political-economists argue
that state and institutional power emerges when individuals and groups realize that
united, rather than individual action, is more conducive to the achievemen: of
common goals. This realization is then reinforced by mutual beliefs and common
political and economic interests. In the international arena long-term cooperation
hetween states and institutions depends heavily on a shared obligation to protect an
ideological and/or moral creed against a cominon threat or enemy. Cooperation
between siates and institutions, whether on the national or international stage,
eventually pushes to the fore 8 person or institution that takes command to direct a

united response to external change or disequilbriuvm. Eventuslly this entity
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institutionalizes its authonity and develops a residual common purpse, usualiy
consisting of military, economic or political action against a common for,

Throughout the debt crisis the abovementioned ideas on state and institutional
power have been realized on an international scale. A high level of cooperation has
developed among creditor governments and institutions as a result of their realization
that s strategic agenda for debt management can only be achieved through joint
action rather than individual initiatives. The cooperation of Western nations in the
face of potential sovereign defaults has been strengthened by a common idealogy
bused on capitalist principles and a shared obligation to protect the free flow of
capital and ensure that the international banks and the global capitalist system are
maintained in proper working order.

The United States, as anticipated by the tenants of political-economy, has
emerged as the leading force among Western respendents to the debt crisis. 1t has
used its political prestige and economic power to direct debt management to the
almost exclusive benefit of Western pations and institutions.  The creation and
promotion of the Baker and Brady plans marked the institutionulization of America's
strategic control over management of the debt crisis and revealed the mesns by which
it was 10 be achieved.

The relationship between the state and business interests has been defined by
a pumber of political-economist as a symbiotic one, in which the modern corporation

is rooted in an economy that is controfled by the state. This alliance s reinforced

14



by shared idealogies and economic objertives, both of which can lead to joint political
and cconomic action,

Symbiosis is an apt description of the relationship that has developed between
states and businesses involved in the management of LDCs' external debts.
International banks are an integral part of the international financial system that is
hased upon and guided by the policies of the major industrial nations. Therefore, in
the face of a major threat to international finance such as the debt crisis, Western
governments and banks have collaborated in order to maintain the system. Their
cooperative alliance has been furthered by a shared concern for the maintenance of
the international capitalist system and a desire 10 ensure the stability of one of its
muost important elements, the international banking community.

The basic objective of this thesis is to present an analysis of the debt crisis
that differs from conventional approaches in  that it examines the political and
institutional aspects of the crisis, mther than just its financial and economic
dimensions. The focus of attention will be on the West’s strategic response to the
problem of Third workd debt. A response that has been impelled by concems for the
international banking community and achieved through political and institutional
means. Overall, this thesis will demonstrate that the debt crisis in not simply a matter
of economic and financial affairs. But rather, a very complex event, whose impact
has touched upon the economic, financial and political affairs of creditor and debtor

countries, multilateral institutions and international creditor banks.



CHAPTER 2: WESTERN UNITY AND AMERICAN
LEADERSHIP IN THE FACE OF
THE DEBT CRISIS

Mexico’s announcement in August of 1982 that s was unable 1o service its
foreign debts unieashed a torrent of speculation over the potentially disastrous
consequences of widespread sovereign dcfauhé. Because of this intense concern
there arose among creditor governments and institutions a willingness to cooperate
that eventually lead to the United States leading the effort o stabilize the Third
workd’s payments crisis.

Initially, the gravest concemn was directed towards the stahility of the private
creditor banks. Just two months prior to Mexico's announcement, bank claims on
developing countries stood at $268.3 billion.”? The largest sovereign debtors were
in Latn American, with Asgenting, Brazil and Mexico owning the most, at
respectively $25.3 billion, $55.3 billion and $64.4 billion?! Al combined, this
amounted to 83.6% of the total capital of all the 171 major international banks that
reported to the Bank for International Settlements.? If all 115 non-oil producing

debtor countries had defauited within one year of Mexico's announcement these

”m&mmfmammwmmm
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banks would have had a combined deficit of $27.3 billion and been forced into
htsoh:ncy.n

American banks stood to Jose the mos! from widespread sovereign defaults,
They held 36.79% of the total foreign debts of the developing world, and managed an
average of 42% of Latin America's joans, compared to the Japanese’ 10% and the
Europeans and Canadians’ combined 48%.* The nine largest American banks
held $30.5 billion in Argentinean, Brazilian and Mexican debts, amounting to 112.5%
of their total capital” The next fifteen largest American banks also had 81.1% of
their capital invested in loans to Mexico, Brazil and Argentina.®® The banks’
pusition was made even more precarious by the fact that lenient American banking
regulations stipulated that banks had to set aside only 1% of their total assets as a
provision against debtor defaults.”” Consequently, banks such as Citibank had an
expasure of $10 bilion in South American, but only $680 million in their Joan loss

3 James Barth et al. “The International Debi Crisis; Rbetoric vs. Reafity” JOURNAL QF
A A IOMIC STUDIES Vol9, No.4, 1984:461.
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reserves.?® In contrast Swiss banks were forced to set aside 5% of their capital,
while 2-3 % was considered the norm in the rest of Europe.”

Official concerns over bank solvency were intensified by the threat of nuss
withdrawals from the creditor banks. American bankers were concerned that a hne
in investor confidence would lead 10 a rash of depositor withdrawals, pasticularly by
large corporations whose substantial deposits cosld be withdrawn in the space of o
few hours. Furthermore, U.S. banking regulations stipulate that American hanks
publish a report of their profits every three months, thus making them particularly
vulnerable to public perceptions about their financial viability. For all creditor banks,
large scale withdrawals and the resultant depreciation of stock values would seriously
erode the creditor banks’ capital base and assets to capital ratios,

Government and banking officials in the industrialized works were well aware
that a lose in the capital base of their international banks, whether due to deht
repudiations, interruptions in interest payments or krge-scale depositor withdrawals,
would have serious economic consequence. William Cline estimated that a decline
of $8 billion in bank capital, caused by one year’s kose of income from Bruzidian,

Argentinean and Mexican foans, would require the nine largest US. banks to cut
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loans outstanding by approximately $160 billion, thereby reducing the amount of
lending capital available to regiona) banks, business and individus! consumers.3

The retreat of many banks from the Third world lending market was another
reason for official concern. In the ULS. many small or "outlier” banks, were extremely
reluctant to participate in sovercign debt reschedulings and refinancings. They
preferred to sell off their Third world debts in the secondary markes and concentrate
their efforts on consumer and business lending and providing services previously
monopolized by investment bankers, brokerage houses, insurance agents and real
estate firms.’! In contrast, the large international creditor banks were firmly
committed to the Third world lending market. To be otherwise would have
endangered debtor countries’ ability to service their debts, lowered banks’ profit and
stock values and further eroded their available lending capital.

Once the initial concerns over sovereign defauits had subsided, officials in the
industrialized West, particularly in the US,, began to realize that a widespread
payments crisis woukd have serious political and economic consequences for the
industrialized workl. Harsh adjustment measures in debtor countries could cause the
overthrow of newly elected Latin American governments and their replacement by

3 United Sistes.Congress.Howse.Commitice on Foreign Affairs. PROBLEMS OF
WW&MDQWW%W!W&[&
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right or left-wing extremists. Worse still, in the eyes of Western governments and
bankers, was the prospect of civilian governments repudiating, either fully or partiafly,
their external debts or demanding more lenient tenmus for the refinancing and
rescheduling of their sovereign debts.

The pms;:&t of political upheavals in Latin America was of a far greater
concern 1o the Americans than their European, Canadion or Japanese allies. Latin
America has great strategic importance for the United States.  Any disruption in its
political stability or intemational payments threatened to sour relations between the
two arcas and force a confrontation over domestic and international interests.  Also,
American political feared that any large-scake political or economic disruption in
Mexico would fead to & tidal wave of immigrants and illegal drugs across the
Mexican-American border. Consequently, many politicians felt that unless some
benefits were forthcoming to the Latin Americans for their economic sacrifices, there
was the possibility that their recent gains towards democracy and econumic
adjustment would be lost.

The Americans were equally distressed over the potential impact of the
payments crisis on their export and labour markets. The debtor countries’ pulicy of

2 United Sistes.Congress Howse.Commitiee on Banking, Finance and Urban Affairs.
mmwmmmemmwﬁm
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servicing their debis by restricting their imports and expanding their exports
threatened to have adverse consequences for American's export industries. A
considerable proportion of US. exports went to the deveioping workd. In 1980,
American exports 1o the Third world accounted for 25% of their total exports,™
One in three acres of U.S. agricultural land is devoted to exports, which amounts to
40% of US. agricultural production.® The manufacturing industry, amounting to
two thirds of American exports, sent 39% of its products to the Third wotld in
1980.%

Export industries are also an important scurce of jobs for American labourers.
In 1982 exports accounted for five million American jobs, including one out of every
cight jobs in the manufacturing industry.s” On average, it is estimated that for
every $1 billion increase in American exports, 24,000 jobs are created.>

Americans’ fears over the impact of the debt crisis on their export and labour
markets were realized within a year of the Mexican payments crisis. American
exports to seven of the largest debtor nations declined from $34 billion in 1981 to §18
billion in 1983, amounting 10 nearly half of the total decline in U.S. exports during

Brower and Hurlock .
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that period.?  Between 1980 and 1985 American trade with Latin American fell
by 30.6%, creating a lose of 632,000 jobs by 1985 % Furthermure, anotber 930,000
jobs have been lost which would have been created had LDCs™ growth trend of the
1970's continued after 1980.41

The potentisl WIMMMwmu of the debt crisis convineed
major creditor nations that in order 10 protect their interests and those of their hanks,
it was necessaty 10 unite in the pursuit of a common sirategy for stabilizing LICY’
debts.

Since the US. government and banks had the most to fose from sovercign
defaults they assumed responsibility for the creation and implementation of a plun
to stabilize Third world debts. The Unites States was aund still & considered by the
majority of Western governments and banking officials to be the ideud cardidate for
this position of leadership. It has the diplomatic skil} and management expertise i
guide debt rencgotiations and the political and financial cleut 10 enforce them.

American banks bore the greatest financial exposure 1o the largest debtors, Mexico,

¥ Unised States.Congress. House. Commitiee on Banking, Finance Urban Affairs.Subcommitter
oa International Development Institutions, Finance, Trade and Monetary Policy. March 12,18,19.20,
1986:10

“  United States.Howse.Congress.Committee on Banking, Finance and Urban Affsins.
Subcommitice on International Development Institutions. Finance, Trade and Monctary Policy.
March 12,18,19,20,1986:10,170
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Brazil and Argentina, and so were expected by Europeans, Canadians and Japanese
bankers to take control of debt renegotiations. As a result, the bank advisory
committees that represen! the interests of all creditor banks during debt
rencgotiations arc always chaired by an American banker and the majority of the
committee members are Americans.? There are generally one or two Europeans
or Canadians on these committees, with one official from the Bank of Tokyo
representing the interest of the Japanese banks.

The Germans and British supported American leadership in order to protect
their own financial interests. German and British banks had substantial deposits with
the major U.S. creditor banks. ™ So they were reluctant to obstruct the Americans’
debt management sirategy since it protected their US. deposits. The Europeans,
Japanese and Canadians were also unwilling to challenge U S, leadership in the areas
of international finance and Latin American refations, since both were considered 1o
be traditional areas of American influence. Latin America was outside the expertise
of the Europeans, Canadians and Japanese, so they naturally looked to the U,S. for
guidance and leadership in stabilizing Latin America’s debts. The Europeans were
primarily interested in Eastern Europe’s external debts, while the Japanese concerned
themselves with the newly industrializing countries of the Far East.

2 Sisftings 12
“ 1BID
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CHAPTER 3: THE POLITICAL RESPONSE TO
THE DEBT CRISIS: THE BAKER
AND BRADY PLANS

Within one year of Mexico's payments crisis the United States government cnd
major American creditor banks had, with the full support of the Buropeans,
Canadians and Japanese, positioned themselves 1o assume full keadership in the
containmwent of Third world debts. This endeavour involved the combined leadership
of the White House, State Department, US. Treasury and the ULS. Federal Reserve.
Together, these bodies, in consultation with other creditor governments and the
international banks, devised a set of prionties that have since become the guiding
principles for the West's strategic response to the debt crisis. These principles ase
as follows:

. debtor countries must expand their export and debt servicing
capabilities in order to service their external debts. Industrial nations
must contribute to this expansion by improving their own levels of

- to schieve growth, debtor nations must undergo cconomic reforms.
These reforms must include the privatization of public enterprises,
increased domestic and foreign investment, trade liberalization and the
reduction of imports

- to fund the economic growth that is required 1o service and eventually
reduce external debts, debtor countries need a continuing supply of

external financial resources from commercinl banks and officis)
agencics

24



Western pations vicwed this last principle, the supply of external credits, as the
key to achieving the successful implementation of the strategy for containing
international debts. New bank loans were particularly important in this matter.
Commercial credit was expected to facilitate capital formation and economic growth
in 1.DC's, while lessening the adverse effects of structural adjustments.  An increase
in short-term jending would finance the difficult transition to a more efficient and
market-oriented economy and ensure that foreign currency was available to purchase
the inputs necessary for the increased production of cxports.  Muli-year
commitments of commercial financing would assist in underwriting the medium and
long term-structural adjustment programs necessary for a return to higher economic
growth. In addition, new lending by commercial banks would promote the integnity
of the banks’ Third workd assets by allowing for debts to be serviced in a timely
manney.

The U.S. Treasury expected dire consequences if the banks halted both short
and medium-term lending to the Third world. They foresaw countries being forced
10 rely on their own internal savings and capital flows from official sources, neither
of which could finance LDCs’ needed economic reforms. Internationsl financial
institutions were not expected to willingly accept the role of perpetus] supplier of new
credit to indebted LDC's, especially if it resulted in 8 dangerously high level of

exposure v unstable Third world debtors. The Treasury Department did not want



American taxpayers being lefl with the responsibility of bailing out the IMF or
World Bank.

Despite the Treasury Department’s warnings, few banks were convineed to
increase their lending to indebted Third world countries. Many of the small regional
banks viewed the pmvzsmng of new capital or even the refinancing of old sovereign
debts as "throwing good money after bad”. Even the major international banks,
though publicly committed to their Third world borrowers, privately voiced concern
over the LDC’s increasing inability to service their debts,

Bankers' growing antipathy towards the debtor countries threatened to
seriously decrease the amount of private lending to developing countries and
undermine the West’s efforts to impose a framework for the stahilization of
intemnational debts. In response to this predicament, the Americuns devised a
proposal that would combine the West’s strategic objective of incrensing the level of
private commercial knding to LDC's, with the need to ensure the financial integrity

of the international banking community. This plan came to be called the Baker Plan,



THE BAKER PLAN

The Baker Plan was first announced before the joint annual meeting of the
IMF and the World Bank on October 8, 1985 in Seoul, South Korea. The Plan was
not a formal set of guidelines, but rather a series of ideas that the American
administration hoped would be voluntarily sdoﬁted by debtors and creditors. The
Plan’s twa basic principles were as follows:

- debtor countries should strive for genuine economic sdjustments over
the medium to long term and direct their economic policies towards
development

- the top priority in economic sdjustment programs should be the
reduction of state intervention in the economy, promotion of market
mechanisms, private initiatives and foreign direct investment

Baker expected these goals to be achieved within the context of an expansion

f fending 10 indebted countries. To encourage this Baker called for private and
multilateral lending institutions to provide $29 billion in loans to developing countnes
over a three year period, The commercial banks would proved $20 billion and the
World Bank und Inter-American Bank for Development, $9 billion. These funds
were 10 be allocated to the 15 most beavily indebted countries. These countries, call
the "Baker 15" included Argentina, Bmazl, Mexico, Venezuels, Uruguay, Chile,
Ecuador, Colombia, Pery, Bolivia and the Philippines.

The Bake proposa! attempted to address some of the key factors that were

impeding the flow of commercial Ioans to the Third world. The first of these was the
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uncertainty over debtors’ economic stability and their resultant capacity to service
their external debts.  Attention was focused on the middie-income developing
countries of Latin America since their excessive sovereign debts posed a very serious
threat to the international banking community. Western observes were distressed
that, despite some economic gains in 1983, many Latin American debtors were still
undergoing a severe economic crisis that weakened their ability to attruct private
commercial lending. By 1984 general commodity prices were at an uaprecedented
jow level. The dollar prices for non-oil primary commuodities were about 11% lower
in 1984 than in 1980. Oil prices, the lifeblood of the Mexican and Venezuelan
economies, dropped 16.6% between 1981 and 1985, Furthermore many developing
countries were plagued by high inflation and stow growth. In Latin America inflation
more than doubled between 198} and 1984, averaging 117% in 1984, Meanwhile,
rising interest rates intensified debtors’ struggles to service their debis. As of carly
1986 interest rates were 6% higher than inflation, making the cost of servicing debts
extremely high in real terms.

Baker thought he could solve debtors’ economic problems as well as their
failure to attract new commercial credits by calling for private and official financing
to the Baker 15 countries to be tied to their implementation and maintenasnce of

sound economic adjustment pmgrmns.‘s He belicved that increased lending w0

45 yames Baker, "The Baker Initiative”. Pedro-Pablo Kuczynski (ed.). Baltimore, Marytand:John
Hopkins University Press, 1988:212
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debtor countries would only take place where a country had “reasonable prospects”
for economic growth®  Therefore, he called upon international financial
institutions, such as the World Bank and IMF, 1o renew their efforts to enforce
balance of payments sdjustments in debtor countries.*’ The IMF was expected o
increase its lending in support of the adoption of market-oriented economic
policies.®  While the World Bank's fasmsmm lending to support growth.
oriented polices and institutional and sectoral reforms was to be expanded so as to
serve as a “catalyst for commercial bank lending'.”

Baker was convinced that bankers’ reluctance to lend to the webtor countries
would disappear once economic reform policies were introduced and countries were
able to properly service their external debts. ¥ Thercfore, he set a goal of $20
hilkon in increased private lending to these countries over the three years following
the announcement of this plan, 1986-1989.%

The second major obstacle to increasing private lending 1o LDC's was the
issue of equal burden sharing. The international creditor banks balked st the idea
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of being the primary source of new lending 1o the LDC's. They felt that the financial
burden and risks of restructuring LDCs' debts should be shared equally smong alt
creditor banks and official financial institutions, Large scale lending was becoming too
risky to be attempted by an increasingly small number of banks. Since 1982, vutlier
banks had begun a steady withdrawal from debt renegotiation packages and Third
world lending as a whole. For all US. banks reporting on the Federal Reserves’
“Country Exposure Lending Survey”, exposure to the Baker 15 countries declined
from 136% of capital in June of 1982 10 $4% in December of 19887 By 1985
private lending to LDC's had stagnated, with the rate of new lending being
considerably below the 5-7% annual increase called for by the IMF and Bank for
International Settlements, The only exception to this was the multi-billion doliar
credit packages organized under the auspices of the IMF and involving primarily the
large creditor banks. Low Schirano, Senior Vice President of First Interstate Bank
Ld,, spoke for many regional bankers when he said outlier banks could no longer
penalize their shareholders by supporting unsound economies within the Third world

whhﬁmmdmnsiomcfmﬁ He also siated that it was unwise 1o
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participate in debt renegotiations packages when international lending was no longer
an important part of many regional banks’ overall business :mmg.“

James Baker felt that the problem of equal burden sharing could be solved by
supplementing private lending with officia! fending. He suggested that official lending
institutions establish facilities 1o support commercial lending to the debtor countries,
He proposed that the World Bank guarantee & proportion of the principle that was
due towards the end of the loan’s maturity date. This guarantee was to apply to only
principle and not interest. Bankers would obtain this guarantee by paying 8 fee. The
added cost of which would be compensated for by the increased probability that the
an would not fall into default.

Baker also suggested that the World Bank expand its co-financing operations
in order to "increase the effectiveness of the Bank in helping its borrowers 1o attract
private financing”.>> These co-financing operations allowed commercial banks 10
participate with the World Bank in syndicated loans, or 1o join the World Bank in
o!fcdngaﬂmlingmtcmﬁitwixhaicvcipaymmt“. If interest rates on these
Inans should increase the World Bank would refinance any outstanding principle at
the end of the maturity date, thus ensuring the timely servicing of debts. Co-

113}
5% Baker 215

s Syndicate loans arc loans, wsually amounting to more than 1 bilkion, to a single borrower from
a comsortium of banks.
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financing loans offer bankers a potential advantage in that the official finanvial
community is considering imposing a rule whereby ony foan from the World Bank be
serviced and repaid before all others, regardiess of their seniority. Therefore, in the
near future banks would stand a far greater chance of having their kuans serviced and
repaid if they co-finance them with the World Bank rather than commercial banks.

Despite Baker best efforts, his plan proved unworkable for the mujority of
debtor countries and was rejected by many of the commercial banks, Most of the
Baker 15 countries failed to perform economically in & manner that was consistent
with the tenant of the Baker Plan. While there had been some improvement in their
current account balances, their underlying domestic policies were not consistently
directed towards free-market reforms. There were often long delays in negotiating
stabilization and structural adjustment programs with the IMF and World Bank and
when programs were agreed to governments frequently failed to meet their
commitments. Many of these countries resorted to arrears on their external debt
payments, rather than negotiate arrangements that would permit the servicing of their
contractual cbligations. By 1987 the Baker 15 countries had accumulited an
estimated $4.6 billion in interest arvears 1o commercial bunks.

The arrears on interest, coupled with LDCs’ economic instability only
intensified many bankers resolve to withdraw from the restructuring of LDC’s
external debts. The share of bank debt in the Baker 15 countries fel] from 67% in



1982 10 56% by the end of 1989, while the share of IMF and multilateral
development banks’ mose than doubled during this period, from 7% to 18%.

In the face of debtors’ inability to adjust their economies and many bankers
refusal to jend new moncy, Western nations, lead by the US,, were forced to
reconsider the debt management strategy as embodied in the Baker Plan. What was
nerded was a new plan that would respond to the realities of the Third world lending
market, while still maintaining 8 commitment to economic reforms and increased
private lending 1o debtor countries.  After much consuliation with creditors and
debtors, the US. devised the Brady Plan.

Nicholas Brady, Secretary of the U.S. Treasury under the Bush administration,

presented his plan on March 10, 1989 at 8 conference on Third worid debt sponsored

by the Brookings Institute and the Bretton Woods Committee.




THE BRADY PLAN

The Brady Plan called for international efforts to be focused on achieving
mure rapid and broadly based debt reductions in order to improve LDCs’ prospects
for strong economic growth. Brady acknowledged in his plan the continuing need
for new lending from the private sector, while also placing stronger emphasis on new
investiment fiows and the repatriation of capital flight. The IMF and Warld Bank
were o play 8 major role by encouraging debtors’ economic policy reforms and
catalizing external financial support. The Brady Plan called for a redirection and
increase of IMF and Werld Bank resources towards programs designed to support
debt and debt service reduction transactions that had been agreed upon by the
commercial banks and debtor nations.

Brady’s new strategy resembled Baker's in that one of its central guals was 10
increase or at least maintain the kevel of private keading to LDC's. To achieve this
the Brady Pian had to surmount the two obstacles that continued 1o plague American
efforis to increase commercial lending 1o the LDC's; the failure of ecunomic
sdjustments in debtor countries and the continuing withdrawal of hanks from the
Third world lending market.

In order 1o solve these two problems, high level officials in the U.S. first hud
to admit that LDCs’ debt overhang was a seriows impediment to their economic
reforms and was croding the economic gains that had been achieved in the late
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1970's and carly 1980’s. Between 1981 and 1988 real per capita income declined in
ahsalute t:ﬂminalsmesﬂycummyinmmmg Many countries living
standards have fallen 10 Jevel of the 1950°s and 1960’s. Real wages in Mexico
declined by about 50% between 1980 and 1988, while investment in Mexico and Latin
America as a whole all but collapsed. ™ The Americans cunfronted this problem
by calling for economic reforms 10 be combined with debt reductions. In 1989
Assistant Secretary of the U.S. Treasury, David C. Mulford, stated before the US.
Congress that there would have to be an easing of LDCS’ debt burden in order 10
bring about sustained growth in debtor countries, especially in Latin America.%
e said that negotiated reductions in debt and debt service burdens must be coupled
with new lending in order to stabilize debtors’ economies and enable the orderly and
timely servicing of their external debis.®!

Brady believed debt and debt service reductions due to 8 belief that they
woulil lead to a renewal of economic growth in LDC's and the orderly and timely
serviving of external debts. In addition, he expected that a decrease in LDCs’ debt

 Jeffrey Sachs. "Making The Brady Plan Work” FOREIGN AFFAIRS, Summer, 1989:93
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overhang would foster new investment in LDC’s, the repatriation of capital flight and
an increase in the flow of new commercial capital to the debtor countries.

The Brady Plan supporied the need for debt reductions by encouraging the
tiberalization of debt rescheduling packages. Brady requested that creditor nations
increase their rescheduling of interest as well as principle on official debis. This
actions would, indirectly, provide new money and more relicef than banks
reschedulings. Creditor nations were aiso called upon 1o increase their use of Mulii-
year Rescheduling Agreements (MYRA) during the renegotiations of Third world
debts.®  These agreements would case a countfy's debt loud am! conserve its
foreign reserves by placing a cap on the interest payments of external debis amd
extending the repayment period of the loan. In addition, debtor counties could
forego costly debt renegotiation fees and produce more sccurate plans for medium-
term economic development. The Brady Plan arranged for deb! reduction measures
to be supported by the infusion of new capital from the industrinlized world. The
Japanese government was the most generous in this respect. It agreed to provide SH)
billion in support of the financing packages scheduied for Mexico, Costs Rica,

2 Maiti-yoar seachoduling agroements are agreements between creditors and debtons o fencw
3 debt renegotiastion agreement if the debtor bas fulfilled certain conditions, in this casc the
maintenance of a siructural sdjusiment program.
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Venezuels and the Philippines.®® Also, the American government, through the
United States Agency for International Development, pledged to provide concessional
resturces 1o both the Philippines and Costa Rica in support of their debt and debs
service reductions.”

The World Bank and IMF were 1o contribute to lowering LDCs’ debts by
rediredingthtkmumtosuppoﬂ&b!mddebt%uﬂﬁhmbythc
commercial banks, Brady called for both institutions to provide debt and debt service
reductions funding, as part of their policy-base lending programs® He suggested
that a portion of these policy-hased loans be used to fiance some debt reduction
measures, such as the buyback of bank debt and the purchase of collatera) for debt
and debt service reduction instruments and the provision of limited interest support
for such instruments.®® However, Brady stipulated that these financial concessions

should only be made available to those countries who were undergoing structural
adjustmen! programs administered by the IMF or World Bank.
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The commercial banks were the last and most hostile audience that Brady
faced in his efforts to increase lending to indebted Third world countries. The US.
Treasury was quite open instating that the Brady Plan was designed to “harness
commercial banks willingness to engage in debt and debt service seductions for the
benefit of debtor countries”S” Brady’s means of achieving this was 10 adaopt his
plan to the realities of the Third world kending market. This required proposing the
use of exit mechanisms as 8 means for the small and medivm-sized banks to withdraw
from debt reschedulings in a controlled and structured manner.  In making this
decision, Brady was responding 1o the overall trend of banks to reduce their exposure
to Third world countries. Between 1986 and 1990 American bank provisions against
their developing country loans rose from a minuscule 5% in 1986 to an average of
$0% in June of 19905 In Britain, during this same period, they rose fiom 6- 1077
to $2-84%, Germany 35-70% 10 50-78% and in Japan from 57 1o 25-307.
Banks had further reduced their exposure through the use of exit mechanisms, such
as debt-for-equity swaps and the selling of Third world loans on the secondary

market. On average the nine largest American banks, most of whom carned

¢ Beady 20

88 provisioas or Joan-lom reserves are those funds 8 bank scts aside in reserves 1o awver any
major loan defaults.
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substantial Third world loans, reduced their exposure to the Baker 15 countries from
201% in 1986 10 92% in 1990.

Brady suggested the use of three mechanisms for debt reductions; exit bonds,
buyback of lans with cash and debt-for-equity swaps.© A debtor country can get
an exit bond by exchanging its bank loans for bonds which have a reduced principle
und/or imerest rate. Essentially the buyer exchaasu a high-risk, high-return asset for
a low-risk, low-return one. The purchases, being the debtor country, benefits by
avuiding costly debt renegotiations and lowering its debt overhang.

Debt buyback are when a debtor country buys back its own debg, thus gaining
the full and immediate benefits of the secondary market price for its sovereign
debr,”!

Debi-for-equity swaps are transactions in which a potential investor buys
country debt on the secondary marke! and then trades it in at the debtor’s central
hanks for local currency which is then used for an equity investment. A bank can
exchange its Third world debts in a similar manner by selling its Third world loans
to an invesior at a8 secondary market price. The investor then cashes them in for

invesiment capital at the debtor country’s central bank.

™ Shafiqus Islam. "Going Beyond the Brady Pisn’. CHALLENGE July/August, Vol 32, 1989:44

7! Sccondary market is the international markes for the sefling of Third world debdts. The market
price for the debt is determined by the deblor’s perceived ability to service the loan.
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While Brady's plan sccommodated those banks wunting 1o withdraw from
Third world lending, it still made provisions for increasing lending from those banks
Brady hoped would continue to lend to the Third world.  He stated before the
Bretton Woods conference that he expected the banks to “remain interested in
M@mwmm&"dmmam timely support” in order to
facilitate the repayment of commercial bank foans.> What Brady essentially want
was for the major creditor banks to lend new capital to the debior countries so that
economic adjustments could be financed and interest payments sustained.

Brady attempted to achieve this objective by including in his Plun o brouder
range of alternative for financially supporting commercial lending 1o LDC's than had
been previously offered by the Baker Plan.> These alternatives included, in
addition to debt and debt serviced reductions, special purpose loans such as trade
credits and projects, club loans by a groups of banks and new lending that involved
re-lending 8 portion of the interest due on the existing loan.™ Through the use of
these financial innovations and principle end interest rate reductions, the US.

Treasury expected that in the three years following the announcement of Brady's plan

2 Brady 5§
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™ Committee on Banking, Finsnce ar:t Urban Affairs. Subcommitice on International
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the banks would cut about $70 billion for the $340 billion owed to them by the 39
countries stated as candidstes for the Brady Plan.”

The Brady Plan was not widely accepted within the banking community. Many
bankers strongly protested Brady's suggestion of combining debt reduction with new
lending to LDC's. Smof&imin’smosimmmbankmmed Brady of "living
in a dream world” and one top Canadian bankers said that the Brady proposal was
"bunking under the influence of marijuana™.’® Many of the non-U.S. banks are
clearly biasex! against the suggestion of new lending to the debtor countries. This
panly reflects their concern over debtors’ economies and a reluctance to enlarge their
joun loss reserves to cover any new lending.”’ In addition, they fear that debtor
furgiveness woukd set an unwelcome precedent for future negotiations with debtor
countries.™ The major creditc: banks worried that the Brady proposal would
create a "free-rider” problem because of its reliance on voluntary debt reduction. A
free-rider problem occurs when the partial extinguishing of a country’s sovereign debt
strengthen the value of other banks’ Third world loan portfolios and decreases their
incentive to participate in future des’ reschedulings. The potential for a free-rider

7 Suzanna Andrews."Slouching Towards Forgiveness” INSTITUTIONAL INVESTOR, May,
196988,
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problems points to one of the main weaknesses of the Brady Plan. 1t did not provide
for a mediator to ofganize debt reduction in the most efficient manner possible, so
&s to epsure that all commercial and official creditors shared equally in the reduction
of developing countries's external debts.

Despite these criticisms the Brady Plan was an improvement over the Buker
Plan. It had far greater potential 10 stabilize debtors’ econoinies and to bring them
back into the voluntary lending market. However, its central, being a reliance on the
banks voluntary participation in debt reductions, precluded its acceptance by the
banking community. Very few banks willingly accepted the idea of debt reduction and
even few were likely to participate in such an endeavor, especially within the

European and Canadian banking communities.
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CHAPTER 4: THE STABILIZING INFLUENCE
OF THE INTERNATIONAL
MONETARY FUND

What little success the Baker and Brady plans had in encouraging bankers to
increase or maintain their level of lending to indebted Third world countries was due,
in part, to the intervention of multilateral lending institutions, particularly the
International Monetary Fund. Since the beginning of the debt crises the IMF has
instituted a number of innovations that have been instrumental in ensuring that the
flow of private loan capital to the Third world was maintained. The Fund
accomplished this through three means: increasing the amount of available economic
and financial data on debtor countries, enbhancing LDCs’ creditworthiness by imposing
conditionalities and enforcing debtor countrics’ medium-term commitment (0
economic reforms.

The IMF has, since 1982, deliberately altered its country reports in order o
make them of more assistance to commercial banks in their evaluating of the risks
involved in lending to debtor countries. Bankers call this process of evajuation
country risk analysis. Country risk analysis, or CRA, consists of judging the risks
associated with investing within a given country and involves analysing agy national
or internationsl obstacles to a country’s timely servicing of its external loans. Such
obstacles cover a wide array of economic, social or political forces, such as interest
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rate management, external debt obligations, foreign exchange controls, bulunce of
payments deficits, political disruptions or natural disasters.

Previous to 1982, CRA was a poorly defined discipline that was accorded little
attention within the international banking community. Few attempts were made to
improve information resoum:s and so country risk was oftes assessed on a bare
minimum of knowledge. What information the banks did have was often inaccurate
due to the deliberate slteration or obscuring of facts and statistics by burrowing
countries and the genuine shortcomings in information gathering in most Third world
countries. Many developing countries used inadequate sampling technigues 1o
measure such figures as GNP and exports and imports and just as many maintained
only vague figures on their level of sovereign debt.  Consequently, bunkess were
unable to devise precise medium-term economic and financial projections on their
borrowers and so could not accusately assess countries’ ability 1o service foreign debts
over the medivm-term.

Compounding bankers’ attempts to assess nations’ debt servicing abilities was
the paucity of accurate data on sovereigns’ external debts.  Some countries’ bank
secrecy laws or regulations prevented banks from releasing information on their
customers and precluded national bank supervisors from divalging 10 other
supervisory authorities information which they had acquired in the course of theis
duties. As a resuit, bankers lent blindly to countrics that were already heavily



indebted and would be perilously close to default if 8 major distuption occurred in
the global economy or international financial system.

The lack of information on external debts was only made worse by the short-
comings within the information provided by multilateral institutions. The Bank for
International Scttiements publishes quarterly and semi-annual reports on bank
lending to various countries, but because of the time tag between data collection and
publication, the information is often out of date by four to eight months. Likewise,
the World Bank's World Debt Tables, which can be outdated by as much as two
years. The country reports that the World Bank compiles are for its own use and
not readily available 1o outside sources.

The Organization for Economic Cooperation and Development provides
annually in their report, "Extermal Debts of Developing Countries’, a comprehensive
list of public and private debts cutstanding. But, like the World Bank's data, it is not
unusual for there to be two years between the collection of data and its publication
in the OECD’s report.

The International Monetary Fund produces a monthly report cslled,
"International Financial Statistics” which incorporates regular data on member
countries’ balance of payments and gold and foreign exchange reserves. While these
statistics are an important dats source for the banks they represented only a small
portion of the country data that the Fund was wiiling to publish in the years
preceding the debt crisis. The IMF's wadition of confidentiality with its member
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countries and the need to protect a country’s bargaining position during negtiations
for new loans, necessitated a distamt relationship with commercial hanks.
Consequently, aside from fts publications and press releases, it had no formal
mmmmm@mmwhwmwmmmnﬂmdm
economic or financial stans of the member coumtry.” The shortcomings in
bankers’ CRA became of international iuspoﬁance when Mexico announced its
payments difficulties in 1982. Western governments, especially the United States,
became intent on seecing that new and more accurate country data was made
svailable to LDCs' creditors. They feared that if this information was not
forthcoming banks would overestimate LDCs’ debt sesvicing probdems and withdraw
totally from the Third world lending market.

Since it was the American banks that were expected to be at the forefrong of
new lending to debtor countries it was their government, under Ronaki Reagan, that
took the initiative in calling for the freer exchange of country information. In May
of 1983 it passed the Bretton Woods Agreements Act Amendments. This act
stipufated that the "Fund should adopt necessary and appropriate measures to ensure
that more complete and timely financial information” be made svailable™ The




US. Executive Director at the Fund was instructed, as part of the Act, to initiate
discussions with other Fund directors on the adoption of new procedures designed
to “disseminate publicly” information gamered in the course of Fund analysis.!
This would provide an cnhanced informational base upon which international
borrowing and lending decisions could be made.® Furthermore the Executive
Director was 1o propose to the Fund's other executive directors that the Fund
intensify its examination of the trend and volume of the external indebtedness of
private and public borrowers within member countri &

The American banks joined their government in calling for the IMF 10 be
mare liberal in its dissemination of sensitive country data.  An number f bankers
demanded that the IMF provide more data about borrowing coumtries to the
banks.™ Rimmer de Vries, Senior Vice-President of Morgan Guaranty Trust,
argued that the Fund could help the interational lending market by providing the

country data and information that was essential to bankers’ assessment of credit risk

and the making of sound loans.® Other bankers went further by calling for the
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Fund to set lending ceilings on debtor countries as part of their structural adjustment
programs and establish mechanisms by which bankers could be wurned of impending
difficulties in debdtor countries.® Karen Lissakers viewed the IMF as the "narural

one” to relsy these warmings to the commercial banks.”

QOUNTRY DATA

BANKING ACTIVITY

In light of the declining activity in the Third workd kending nuirket and the
demands of the American banks and government, the IMF had little choice but 10
expand its analysis of country data and widen the pool of institutions receiving this
information. One of the first shortcomings in country data that it addressed was bank
activity. In 1984 the Fund initiated an organized system for monitoring international
banking activity. It began discussions with the kading bunkers of certain countries
about the regional flows of privaie capital between creditor banks and debtor
nations.®® In the same year the Fund introduced, in its "International Finaneinl

Statistics”, international banking statistics that assessed the external labilities snd

assets of the banking system of each member country. This informution provides an
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extensive database for the measuring and snalysing of international banking activity.
Its timeliness is ensured by the fact that there are only three months between the
eollection and publication of data. To achieve a high level of accuracy this
information is compared to other data supplied by member countries and interna-
tional banking centres.®™® The Fund has made these statistics more comprehensive
by integrating them  with other data sources, including the World Bank’s "Debtor
Reporting System”, which comprises information on public and publicly guaranteed
long-term sovereign debt and the OECD’s information on sovereigns' official

development assistance and guaranteed export credits.

ECONOMIC AND FINANCIAL COUNTRY DATA

The second informational gap in CRA that the IMF confronted was that of
the economic and financial status of member countries. In 1984 the Fund introduced
into it staff reports on developing countries two innovations that were its first step in
broadening the scope and sccuracy of its coverage of countries’ economic and
financial activities. The first of these innovations was the inciusion of information on

the country’s relations with the World Bank, a1 times including the Bank's assessment

®  Hassansli Mchran EXTERNAL DEBT MANAOEMENT Washington,D.C.: Intesnations
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of the country's investment or development program and other policy issues studivd
by the Bank® Second, was a review of the development and polivies changes that
had taken place in the country since fts last consulation with the Fund™
Particular emphasis was laid assessing the countries’ implementation of Fund-
supported structural adjustment programs.

The Fund’s also began to pursue closer ties with the World Bank. It now
regularly attends the World Bank's consultative group meetings that are designed 1o
promote aid flows 1o individual developing countries. At these meetings, the Fumd
is responsible for providing an overview of country's macroeconomic situation,”?
In turn, the World Bank provides assistance to the IMF in judging devekming
countries’ public sector investment programs, public enterprise operations, pricing
policies, tariff reforms, import fiberalization and sectoral productivity analysis. ™

Fund surveillance and later, enhanced surweillance provided the existing
framework for the IMF's establishment of 8 more thorough method of investigating
member's economic and financial status and improving the available informatin base

for the banks’ employment of country risk analysis. Country surveillince consists of

' Internationsl Monetary Fund. ANNUAL REPORT Washingion, D.C.: International Munetary
Fund, 1985:46
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consultations between Fund and country officials every year and a balf to two years.
During these meetings are reviewed member's policies and all institutional and
statistica) information aspects of their balance of payments. Consuitations are
followed by evaluations of the effectiveness of the country’s economic policies since
the last consultation and advice is given 10 members about how their policies might
be modified in the coming year. |

By the mid to late 1980s the IMF began to alter its country surveillance in
onder 100 meet its widening obligations in the arca of country data collection. The
Executive Board decided that the scope of surveillance would be expanded to include
nssessments of members’ domestic economic policies. Fund staff reports on regular
surveillance would now provide “candid appraisals” of member's economic policies
and clearly outline the analytical basis for these policies.” Also, the coverage of
information notices, used to monitor key developments that occurred between regular
surveillance, was enlarged in 1987 to cover a greater range of changes within member
economics.”® Indicators would be employed 10 act as guidelines in idemifying
countries’ economic policies and 1o help in detecting deviations from acvepted

methods of structumal adjustment’’  Economic indicators were expanded 0

*  Internations! Monetary Fund. ANNUAL REPORT Wamhington, D.C.: International
Monetary Fund, 19686:34
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measure economic performance, including output growth, inflation, unemployment
and the balance of payments, while policy indicators now covered, among other
things, monetary growth and fiscal deficits. ™

The Fund's creation of Enbanced surveillance was its sccond attempt to
improve country data. Enhanced surveillance reports provide vitil country datas that
is not evailable except during regular surveillance periods. The repuorts are prosduced
in between surveillance periods and present a wide array of indepth information on
countries’ financial situation, major macroeconomic objectives and economic reform
policies, These papers are suppiemented by Fund staff reports on the viability of
the country’s structural adjustment pmgram.w Since enhanced surveillance, as well
as surveillance, reports are now passed directly onto a country's commercial creditors,
they greatly enhance the banks’ ability to accurately judge a country’s debt serviving
capabilities and provide a reliable database on which to mike sound kending

decisions 100
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DEBT STRUCTURE

Within two years of Mexico’s payments crisis, the Fund began to adopt
measures to improve its information on countries’ external debt structure. The first
initintive in this area was the formation of a8 working group of multilateral institutions
chirged with the task of collecting data on countries’ external debts. This group,
called the “Intemnational Compilers’ Working Group on External Debt Statistics”,
agreed in March of 1984 10 develep a common framework for external debts statistics
and (o explain o the public the concepts and coverage of measures published by
each organization.®! Among its objectives was to achieve the freer exchange of
iormation on external debts between multilateral organizations and to publish
annually a report on each member countries’ fevel of foreign debt.' 2 Most
importantly for bankers was the group’s decision to concentrate it efforts on those
linhilities on which a contractual obligation to repay existed, thus covering all
sovereign debts to private banks.'? Upon the conclusion of the meeting it was
agreed that the Fund would begin to receive from the OECD information on

guaranteed export credits granted to individual developing countries. This information
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would enabie the Fund to publish a more detailed breakdown of countnes” external
debrs. !

The IMF further enhanced its information on country’s debt structure by
making a decision in 1984 10 include in its surveillance reports miore Min-depth iand
systematic” infarmation on countries’ debt pusin'cm.m5 Al comsultation repasts on
countries involved in large-scale external bénowings woukl DOW coNLn i review sl
analysis of the country's external debts and a technical projection on the country’s
ability to service its debts in the medium-term.™™®  These technical projections
provide banks and multilateral institutions with the proper background with which to
judge member countries’ debt policies and debt servicing capabilities.

The Fund's efforts to compensate for the shortcomings o bankers’ CRA would
have been of little consequence had it not abandoned its once distunt selstonship
with the commercial banks. In 1984 the Fund started to seek out more direet con-
tacts with commercial banks. In most cases the purpose of these conticts was 1o giin
a better insight into the refationship between private creditors and sovereign debtoss

and the capital flows of particular countries. 07 Less formal contacls between

Fund and bank officials often took the form of ad hoc or casua) meetings between
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hank officials and the Fund’s capital market specialists, heads of departments or even
the Managing Director.'®

By 1987 these casual arrangements proved incapabie of satisfyiny, the banks’
growing need for information on debtor countries’ economic and financial status.
Consequently, the Executive Board of the Fund decided that with it authorization,
staff reports or individual country data, including consultation reports and papers
presenting a member’s request for the use of Fund resources, could be released to
creditor banks.'™  Furthermore, the Executive Board made the decision in 1991
1 allow institutions assisting member countries with economic reforms access 10 a

wider mnge of Fund country documents, but only an the condition that remained

confidentinl}

CONDITIONALITY

As a result of the debr crisis the conditionality on Fund loans has taken on
unprecedented importance within the international banking community. To bankers,
conditionality has become an important measure of a country’s creditworthiness. If

a country is implementing one of the Fund’s adjustment programs bankers view it as
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a more appropriate candidate for new lending than a country mo underpoing
structural adjustment.

Fund conditionality has achieved this status because of the extreme uncertainty
that has characterized Third world lending since 1982, The near default of some of
the world’s Iargest sovereign debtors and the implications for the banking community
convinced most bankers of the importance of having a standardized formus for
judging a country’s creditworthiness. Such sentiments were the first of their kind for
the international banking community. Prior o 1982 sovereign creditworthiness, like
CRA, »as not given much attention by commercial bankers.  There existed a
confusing array of methods to assess nations’ ability to service their debts. Some
analysts tried 1o transfer the tenants of corporate creditworthiness 10 counirics by
arguing that a country was insolvent only when its real interest puyments on foreign
borrowings exceeded its national income. A liquidity problem only arose when
countty was unable to obtain the foreign exchange necessary 10 servicing external
debts. Other bankers insisted that one take into account the country’s political
stability, domestic economic policies and willingness to service its debts. Some took
a different approach by suggesting that expectations on the proper scrvicing of debt
depended not so much on the borrowers, as on the banks’ spreading the risk of
sovereign lending by using syndicate loans, geographically diversifying lending and
withdrawing loans or at least reducing banks’ exposure before debt servicing was
interrupted.



The careless nature of sovereign creditworthiness procedures changed almost
overnight when Mexico announced its payments crisis in 1982, Bankers became
convinced that debtor countries would have to adopt certain reforms measures if they
were to be considered creditworthy and eligible for new loans. In essence these
reforms became the new criteria for assessing debtor country's creditworthiness.

The first of these criteria was the efficient use of new credit. It was extremely
important to the banks that new money lent fo indebted countries not be lost 10
curruption, capital flight or unproductive ventures. Secondly, bankers wanted debtor
countries o institute a series of neo-classical economic policies designed to gamer the
foreign capital with which 1o service external debts. Lastly, banker’s required
assurances that countries would adhere to these economic reforms over the life of a
medium-term koan, usually 3-5 years, They felt that without a set of proper economic
guidelines debtors’ balance of payments and foreign currency reserves would fluctiate
and debt servicing would become extremely unpredictable. Such a situation would
keave hankers very reluctant to lend debtor countries anything but very shornt-term
laans, if even that.

With these new criteria in mind, bankers began to Jook towards the Fund as
the institution best sujted to devising and enforcing improved standards of
creditworthiness in indebted developing countries. The Fund was the only real
candidate for this position. Only it had the political influence, technical expertise and
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financial resources to cammy out such a task and it already had in place a system for
legally enforcing changes within debtors’ economices, namely, conditionality.

Conditionality, while it provided the basic framewark for economic reforms,
was too lenient t0 enforce the extensive economic changes demanded by the
international financial community. So it became necessary for the Fund to increase
the scope and enforcement of conditionality in order to satisfy debtors” need fur
economic reforms and the banks’ new, stricter standords  of  sovereign
creditworthiness. The Fund achieved this by creating two new facilities, the Structural
Adjustment Facility and the Enhanced Structural Adjustment Facility and altering two
existing facilities, the Compensatory Financing Fucility and the FExtended Fund
Facility.

EFFICIENT USE OF NEW LENDING CAPITAL

The Fund employed a number of means to meet tha bankers’ criterin for the
efficient use of new capital in member countries. The first of these were the changes
made to the Compensatory Financing Facility in 1988 (here afier it wifl be called by
its present name, the Compensatory and Contingency Finuncing Facility, or CCFF).
The most important of these changes was the introduction of measures 1o strengihen
Fund contro] over the efficient use of the contingency part of the kun. Now a limit
is set to the maximum amount of contingency funds that can be disbursed in the case

of unfavourable external developments which threaten a nation’s economic reforms.

5K



i

No funds can be released umtil the IMF is satisfied that the country is making viable
progress towards adjusting its economy.!!! The Fund has sole control over the
masimum amour.t of contingency financing that is available if the recipient veers from
its adjustment program. In order to ensure that the amount of conditional funding
released is not excessive in relation to the member's needs the Fund includes in
CCFF agreements the stipulation that the amount of contingency financing be
determined by the amount of the country’s balance of payments deficit in a given

period of time.' 1

Equally strict measures have been instituted by the Fund over the use of
financing under the Structural Adjustment Facility. Structural Adjustment Facility,
or SAF, loan agreements stipulate that the amount of funding supplied over the three
years of the agreement be determined before the money is released, rather than on
an annual basis.'’® The annual releasing of the financing is only permitted if the
Fund approves of the member's efforts 1o adjust and if the country can prove that

the money is required for balance of payments assistance.!?  If neither of these
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criteria are met than the Fund halts financing, regardiess of its commitment 1o a
three year lending period.!'S

The use of Policy Framework Papers on SAF loans allows the Fund even
further control over the use of its credit. Policy framework papers are prequired by
country members secking to receive a8 SAF loon. These papers contain detuiked
descriptions of the country’s major economic problems and priorities, structural
adjustment polices and most importantly, estimates of its external financing nevds and
the sources of such funding.!'® Policy framework papers help the Fund to set o
limit on the size of its SAF loan and avoid a situation in which a sudden influx of
excessive concessional financing leads to the inefficient use of capital and the
weakening of a country’s structural adjustment program.

Fund indicators are another check on a country's use of IMF loans, Indicators
evaluate the efficacy of a member’s economic reforms by assessing them against a
wide range of benchmarks, including a country’s fevel of indebtedness, number of
arrears, growth performance and recent and projected behaviour of current accoum
reserves.')?  Indicators sre usually imegrated into the country reports of those
nations undergoing structural adjustments. These reports are then made available

to the country’s commercial creditors.

118 BID
16 1ntemstional Monctary Fund. ANNUAYL REPORT, 198693
117 IBID
60



DOMESTIC ECONOMIC REFORMS

The IMF felt that bankers’ demands for economic reforms in debtor countries
could be met by the replacement of LDCs’ statist economic policies with free-market
cconumic reforms designed to generate the foreign reserves with which to service
external debts. These reforms hold out the promise that in an environment of giobal
economic growth developing countries will be able to re-invigorate their economies
through the privatization of incfficient government enterprises, expansion of export
industries and eventual return to a level of creditworthiness acceptable to the banking
community. With these expectations in mind, IMF officials vigorously pursued the
expansion of conditiona) lending, with the result that the vast majority of the financial
disbursements since 1982 have had medium to high conditionalities on them.

The IMF achieved this high proportion of conditional lending through the
aheration of its Contingency and Extended Fund facilities and the creation of the
Structural Adjustment Facility and Extended Structural Adjustment Facility. The
Extended Fund Facility, or EFF, was originally created in 1974 to assist member
countrics in meeting external payments problems over a longer period and in larger
amounts than were available under stand-by arrangements. in 1988 the Interim
Committee of the Fund decided that increased EFF funding would only go to those
members who were undergoing strong adjustment efforts supported by the
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Fund!® To make this change more palatable to member countrics the
Committee extended the life of a EFF loan from three 10 four years.!'Y Michel
Camdessus, formerly Managing Director of the Fund, stated that with these changes,
the EFF would become a more effective instrument for supporting the Fund's
adjustment programs in member countries and catalizing other sources of financing
for members, primarily commercial credit, ! |

The Compensatory and Contingency Financing Faocility underwent similar
changes. It, in addition to providing the traditional compensation for shortfalls in
export receipis or excesses in the prices of cereal imports, would now provide
members with extra financing, but only if they were already pursuing strong
adjustment measures.’2! The Fund stated openly upon creating the CCFF that
it was npow geared towards helping countries o maintain the momentum of their
adjustment measures in the face of adverse external shocks. !>

The SAF and the ESAF were delbiberately created for the purpose of propping
up economic reform packages in debtor countries. The SAF, developed in March of
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1986, provides resources on concessional terms to only those low-income member
countries that are facing protracted balance of payments problems as a8 result of
implementing a structural adjustment program.!Z i objectives are to help
member countries establish the conditions for sustained growth, strengthen their
halance of payments position and facilitate orderly relations with creditors.}?¢
These loans are dishursed annually over a three year period, but only if members can
prove that they are adhering to their agreed structural adjustment program.}®
If the Fund believes that adjustment programs have not worked and that corrective
measures are pecessary, the program will be altered and reinforced during the next
mmualrsmi::\ilv1::1'0&9!1,“le

The ESAF resembles it predecessor, the SAF, in its objectives, eligibility and
basic program features. Where it differs is in the intensity of the provisions it uses
to force members to adhere 1o their agreed structural adjustment progam.
Recipients of ESAF loans must not only devise a policy framework paper and a
detniled annual program, but also undergo Fund susveillance throughout the three
year life of the agreement, This surveillance consists of quarterly benchmarks, semi-

3 Jaternational Monetary Fund, "Enbanced Surveillance” IMF SURVEY, September 1989:2
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anns! performance reports and in most cases, mid-year reviews.'””  Countries

receiving these joans are expecied to be enforcing sirong adjustment efforts aimed
at fostering growth and achieving a substantially strengthened halance of payments
pmitions,m Because of the strong adjustment mensures that are capable under

the ESAF the Executive Board of the Fund decided in 1990 that countries should be
encouraged to adopt programs warranting ESAF support "as early as possinie”. '™
In this way the IMF has a far greater opportunity to muonitor the trick revord and
viability of member’s adjustment measures than if the country wis under a SAF

loan.3®

COMMITMENT TO STRUCTURAL ADJUSTMENTS

Fund officials are aware that bankers view the agreement 1o adopt economic
reforms as only the first move in a debtor country's return to creditworthiness, A
second and more important step is the country’s medium to long-term commitment
10 these reforms. In order to achieve this criteria the Fund has integrated into
CCFF, SAF and ESAF agreements conditions which are designed to munitor the
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enforcement of 8 country’s commitment to structural adjustments over the medium-
term.

"The SAF and ESAF both last three to four years, which coincides with the
banks’ perception of a medium-term lending period. The SAF and ESAF both
employ the use of benchmarks. Smwalben&m:ksa@wkvym
policics, while financial benchmarks are employed every three months to measure
monetary, fiscal and external debt variables.!”’  Any deviations from these
benchmarks would be taken into account in assessing subsequent annual
programs.'*2 Benchmarks help the Fund, as well as creditors, to assess a
countries’ commitment to structural adjustments and if necessary, to reinforced these
reforms owver the life of the loan period.

In addition to having to meet certain benchmarks, countries receiving SAF and
ESAF loans must also undergo a periodic assessments of their economic adjustments,
annual surveillance reviews and in the case of the ESAF, semi-annual performance
reviews and mid-year assessments.

The OCFF has no specified monitering techniques. Instead the Fund chose
10 feave the choice of monitoring techniques up to the discretion of the officials
responsible for constructing each three year CCFF loan agreement. The nules of
these agreements give Fund officials wide enforcement options by stipulating that
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purchases made under the contingency financing section of the CCFF are subject 1o
the observance of "any applicable performance criteria” as is thought necessary by
Fund offictals,'®

Monitoring techniques such as surveillance reports and performance reviews,
help to reassure bankers that at least in the medium-term, countries’ commitment to
structural adjustments will be closely monium:d. and enforced by the IMF.

Despite the Fund's accomplishments in bringing a heightened degree of ordes
and stability to Third world lending, there are still many areas if coacern that hawe
yet to be addressed. Bankers fear that structural adjustment programs may conflict
with their needs and encourage debtors to seek medium to long-term loans before
their economies are fully stabilized. Also, the very ability of structural adjustmem
programs to reform debtors’ economies and generated increased foreign reserves has
been questioned by 8 number of analysts. Unfortunately it is impossible for the
Fund, as a public institution, to respond fully to these and other concerns of private
institutions such as banks. Bankers can only be assured of the full servicing of their
loans when both the developed and developing worlds return to a increased level of
economic growth.

3 rarernational Monetary Fund. ANNUAL REPORT, Washington, D.C.: 1989:K7



CHAPTER 5: CONCLUSION

When Mexico snnounced its payments crisis in 1982 many feared that the
ensuing debt crisis would bankrupt many of the largest creditor banks. This
environment of uncertainty forced Western .nations and their banks into an
unprecedented afliance designed to enforce a debt management strategy that would
minimize the risks 1o the creditor banks by ensuring an uninterrupted flow of debs
payments from the debtor countries to their creditor banks.

The Baker and Brady plins attempted to enforce this strategy by overcoming
the major obstacles 1o continued private lending to the debtor countries. Baker
believed that by tying new lending 10 economic structural adjustments he could ease
bapkers® soncems over the interruption of debt servings due to LDCs' economic
instahility. Buker sought 1o address the issue of equal burden sharing by encouraging
the IMIF and World Bank to join commercial banks in new lending to developings
countnies.  Brady faced the same problems as Baker, but took a more realistic
approich to their resolution.  He pensisted in calling for the reform of debtors’
economies, but recognized that principle and interest payments reductions were a
precursaor to the successful adjustment of debtors’ economies. Brady arranged for
reduction efforts to be supported by the IMF, World Bank and American and

Japanese governments. He was convinced that by reducing LDCs’ debt overhangs

67



he could promote debtors’ structural reforms and return them to an acceptable level
of creditworthiness on the international lending market.

The IMF’s role in Western management of the debt crisis has been to act as
a stabilizing force. 1t has returned some degree of normalcy to Third world Jending
and es:ablished a new set of criteria by which banks can conduct their lending to
Third world countries. Through its country data gathering efforts and the use of
conditionality it has brought a greater degree of order and stability to relations
between the banks and Third world sovereign lenders, Because of the Fund's efforts
to expand and improve the accuracy of its country data, banks ure now able 1o nutke
respansible lending decisions based on reasoned analysis and not anxious speculition,
The IMF’s country data is at present the only readily available data base that i
consistent from country to country and comprehensive enough to meet the needs of
the banking community. Fund conditionality, in the form of structural adjustment
programs, provides bankers with the first miernationally recognized formate for
assessing the creditworthiness of Third world borrowers.  In addition, conditionislities
provide the jending community with a1 least some assarance that their new money
loans to LDC’s will be used efficiently and for economic adjustment that will provide
for the sexvicing of external debts over the medium-term.

The West's successful siabilization of Third world debis now affords hoth

creditors and debtors the opportunity to address the most debilitating aspect of 1the



debt crisis, LDCs’ debt overhangs. No debtor country can make any substantial gains
wwards economic growth until their external debts are reduced.

Debt reductions need no longer be viewed as a threat to the creditor banks.
The banks are nuw in pusition to absorb substantial Josses on their Third world loans
without any risk to their continuing operations or solvency. Since 1989 U.S. money-
centred banks have had, on average, 30% of their Third world leans covered by loans
koss reserves, while in Europe, banks have 90-100% of their Third world portfolio
covered by their reserves.’> Selling off part of theis Third world portfolio would
not fower the value of banks’ remaining loans since the value of the market has
already recognized their value. In 1989 the secondary market price for Mexico's
debts was 40 coemis on the US. dollar, Brazil's, .32 cents and Argentina’s .18
cents.'™ In addition, the banks have a moral obligation to take responsibility for
their overfending of the 1970, Neither First or Third world taxpayers have an
ubligation to bail out the banks for their bad loans. Furthermore, future bankers may
be more cautious in their lending if they are forced to accept responsibility for their
previowsly irresponsibie lending.  Contrary to bankers’ arguments, debt reductions
offer them an important advantage. Debt reductions can improve the economic
performance of the debtor countries and thereby the ultimate value of their creditors’

portfolin. They will also end the uncertainty around banks’ Third world loans and
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allow the banks to collect what payments they can while debtor countries are stilt able
to service their debts. A number of banks have begun 1o recognize the value of deint
reduction. The American Express Bank unveiled in 1988 g plan for massive deiv
write-offs by the commercial banks and relief for debtor countries.'™ The plan
suggested that banks sell off their Third world debt to an international debt facility
at the current secondary market price, which would be on average S50 cents on the
American dollar.’” The Bank helieves that if developing countries were foreed
1o service their full debts, their ability 1o pay would seriously deterionate ind the
value of bank-held debts would fall to as low as .25 cents or 20 cents on the
American dollar.™*®

The Japanese have been particularly strong supporters of deh redoction fos
the developing world. They are cager to seitke Latin America’s debt problems so that
they can expand their export markets into this area and become a minor source of
commercial capital 0 the Latin Americans,'>’ Jupunese bankers are now
beginning to pressure their governments into giving them larger fax breaks lor

sovereign oans that have been written down, ¥
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Debt reductions should be instituted as part of the World Bank or IMF’s
structural adjustment programs. This wouid proved the institutional setting necessaty
for overcoming the free-rider problem. These debt reductions must be negotiated
through comprehensive agreements between all or most of a country's officiat and
private creditors. This would ensure that the writedown of debts is shared evenly
among all creditors, both official and private. Debt reductions should be of a size
that allows debtors 1o forego future debt reschedulings and return them to an
acceptable level of sovereign creditworthiness. There should also be strict
conditicaalities on debt reductions. It makes little sense to reduce the fevel of LDC's
debts if the money saved is not used wisely and responsibly towards rebuilding
deblors’ economies and reversing the diterjoration in the living standards of the poor
and middle class.

However, debt reductions do not offer the final solution. Debtor countries will
never fully recover from their payments crisis unless there is a8 renewal of economic
growth in the industrialized world. Unti] this happens all that debtors and creditors
can dor is 10 mitigate the consequences of the crisis and ensure that debtors’ are in

a position to quickly exploit any renewal of growth in the industrialized world.
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