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Rudiger Dornbusch's skepticism about the fruits of the existing
lesser developed country (LDC) debt strategy is understandable. Even
with the boost the 1985 Baker initiative wasintended to provide, the
strategy that has been pursued over these past four years has not,
a least not so far, delivered the goods in terms of what was and
remains the ultimate objective—the renormalization of LDC access
to theinternationa financid markets. Thelatest figures show outright
declinesduring this year's first quarter in the exposureof all Bank
for Internationa Settlements (BIS)-reporting banks to LDC’s. If
anything, financid markets appear to be moretightly closed now then
at the pesak of the crisisin 1982-83. It is little wonder that Rudiger
craves a new, more ""redistic'* course of action.

Even so, | do not accept that the trials of the last four years have
been for naught. It isa mistake to generalize from Mexico's current
difficulties, which were coming to light even before the rude shock
of this year's ail-price collapse. Taking the LDC debt pictureas a
whole, however, important progress has been made on severa fronts.
The progress should be both acknowledged and taken to heart by
the numerous, albeit simplistic, advocates of **debt relief.”’

Let mecite three principa achievements. First, severa mgjor LDC
debtors show positive promise and several others aready are per-
forming well. Admittedly, opinionsremain divided on Argentinaand
the Philippines. Still, in contrast to the despair manifest as recently
asayear ago, hopes now run high because the governmentsof both
countriesevidence determination to redlize their countries economic
potential.

In terms of actua performance, the honors go to Korea, Brazil,
and Colombia. Amid fast economic growth, a strong baance of
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payments, and the many other positiveindicatorsfor Koreds economy
today, it takes some effort to recall that just three years ago many
observers thought the country was headed for financia trouble.

Brazil, which did not avoid reschedulingand recession, nonetheless
has staged an impressive comeback. 1ts economic growth hit 8 per-
cent last year and will be only a little lower in 1986. Even if some
further dowing is needed in 1987 to sustain the Cruzado plan's
counterinflationary breskthrough, Brazil will have achieved substantia
per capitaincomegansfour yearsin arow. At thesametime, Brazil's
current account is headed for a surplus of $3 billion this year and
alike amount in 1987. Its exports will have grown at an average an-
nua rate of 8 percent during 1984-87. Meanwhile, its external debt
will have climbed only little. As a result, Brazil's debt-export ratio
should be just a bit above 300 percent by the end of 1987—about a
sixth less than the 1983 pesk and the lowest since before the crisis.
Interest paymentswill absorb only 20 percent of Brazil's export earn-
ings next year, haf the burden of 1983.

Elsewherein Latin America, Colombiafor a time tectered near
the brink of rescheduling but chose at the last hour to work closely
and constructively with the International Monetary Fund( | MF) and
the World Bank. It thereby retained a degree of confidence on the
part of the internationa financial markets and was spared the dide
in per capita income suffered by most countriesof Latin America.
More recently, Colombia has been blessed by high pricesfor its cof-
feeexports, such that itsdebt-export ratio now standsonly awhisker
above 200 percent (versus over 260 percent two yearsago) and interest
on the debt takes up just 15 percent of export revenues. If both sus-
tain progress, Brazil and Colombia should be the first of the Latin
American countries to re-enter the credit markets.

Second, by strengtheningtheir own capital positions, thecommer-
cial banks have substantially reduced their vulnerability to any strains
associated with their LDC credit exposure. On average, U.S banks
have brought down the ratio of their Latin American exposures to
their own primary capital from a pesk of 125 percent in 1982 to 75
percent at the beginning of thisyear. For the ninelarge money center
banks, the ratio has dropped from 181 percent to 124 percent. For
the 15 next-largest banks, the ratio has come down from 129 percent
to 71 percent; while for al other U.S banks, it has fdlen from 65
percent to 33 percent.
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Third, despiteall thefrustration and fashionablecynicism, the key
playerson thedebt stage retain a constructiveattitude—most recently
on display in the new credit package for Mexico. The debtor coun-
tries are working in a cooperative, rather than confrontational way
to help themselvestoward improved economic and financial perfor-
mance. In much of Latin America—many of whose present leaders
were educated so well by Rudiger and his colleaguesin Boston and
elsawhere—there is growing appreciationthat, for the region to pros-
per, it must be competitivein the global marketplace. Thus, if Latin
America is ever to attain the much-admired dynamism of many
developing countriesin Asia, it must turn its back on the stultifying
statism of the past. Accordingly, there is a surge of interest in the
growth-boosting potential of basic reformsto privetizeinefficient state
enterprise, strip avay protection of vested interestsin both public and
private sectors, and open economiesgenerally to the bracing draught
of real competition.

Such reforms have long been urged by the region's externd creditors.
Theclimatefor progress now is more promising than for many years.
Practical stepsare dready being taken. Redlisticdly, however, pro-
gress will be dow and setbacks inevitable. Although the key deci-
sions belong to the debtor countries themselves, the policy-based lend-
ing activities of the World Bank—an ingtitution now led by a new
president with strong U.S Treasury backing—can make a vital con-
tribution through advice, encouragement, and financial inducements
for public-sector reform and private-sector rehabilitation.

My stress on the positive accomplishmentsd the last four years
does not deny the seriousinternational debt problemsthat till exist.
After thecrisis, much of the banking community took the view that
al could be well again in three or four years. With hindsight, that
view seems naive. Instead, it isincreasingly clear that the issue will
be with us a great deal longer than originally supposed. However,
it does not follow that the strategy pursued hitherto must be discarded
lock, stock, and barrel.

Rather, the sensible approach liesin adapting the existing strategy,
preserving the good and necessary featuresof what aready is being
done, and adding new ones to cope with changing circumstances. In
this spirit, 1 am all in favor of constructive initiatives adapting and
carrying forward today's case-by-caseapproach. What | rgject, as both
unnecessary and unworkable, is the imposition of some fixed plan
that would pretend to meet the needs of every country in all
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circumstances.

Let me now set out what | regard as thesi ne quanon of any suc-
cessful resolution of the debt problem. First, given the mood of the
U.S Congressand theredlity of U.S fiscal limitations, tdk of aMar-
shall Planfor Latin America—implyingyear-in, year-out appropria-
tion of substantial amountsof public money—is utterly unredisticand
counterproductive. Congressis not about to fund anything that might
be construed as a bailout for the banks or vote foreign aid money
over and above whet is being given today.

Other public money will continueto dribblethrough from theregular
activities of export credit and international lending agencies. But their
funding is unlikely to grow rapidly. Having been burned in the past,
many of the export credit agencies are keeping a low profile.
Multilateral activity is circumscribed by the fisca inability of the
United States to contribute its normal share of any mgor step-up in
funding and the reluctance of other industrial countriesto step into
the breach. Besides, the priority beneficiariesof additiona official
money may well be the very low-incomecountriesof Africaand Asa
rather than Latin America

Since most of any significantincrease in new money for the major
LDC borrowerswill, therefore, have to come from the private sector—
certainly in the foreseeable future—the key objective remains the
restoration of normal credit market access for the troubled debtors.
To that end, debtors and creditors will have to work out their prob-
lemsin amutua and cooperative manner, avoiding resort to unilateral
action, which would set back the redlization of the ultimategod for
many years. Equaly, it is a dead-end street to play up the notion of
having the President of the United States convene a full-dress " relief*
conferenceevery year under the chairmanship of the president of the
World Bank. The conference, according to proponents, would work
for forgivenessof principa and interest on privateand official credits
according to some long-term plan for **debt relief.” Mandating such
action, however, would assuredly put an end to private-sector fund-
ing without providing any public-money substitute.

Second, achievement and maintenance of a favorable world
economic environment are crucial. Complacency is not in order.
Although the world economy is more supportivetoday than in 1981-82,
it remains serioudly troubled. Only in 1984, thanks to stellar U.S
performance, did theindustria countriesapproach S percent economic
growth. Sincethen their growth hasfallen back below 3 percent and,
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on present reading, is unlikely to pick up much for some years to
come. Virtualy theentireincreasein LDC exportsto industrial coun-
tries between 1982 and 1985 went to the United States, even though
the latter accounted for only one-third of total LDC exports to the
industrial world last year. Other industria countriessimilarly became
accustomed to feeding off the U.S. economy and the still-rising U.S.

tradedeficit. Japan and Europe remain extremely dow—indeed, flatly
reluctant—to take overt and significant measures to increase their
domestic demand and, thereby, offset the deflationary implications
of theinevitableshrinkageof the U.S. tradedeficit. Ye without open
and growing industrial economies, the LDC's cannot expect the
increasein their exportsthat isindispensableto the restoration of their
creditworthiness.

In his paper, Rudiger notes how a negative external environment
helped cause the debt problem, but he glosses over this externa fac-
tor in his call for a redistic solution. Admittedly, none of us can be
proud of the present state of internationalist thinking, cooperation,
and decision making among the G-5 countries. But that is no reason
to throw inthetowd. | am, therefore, disgppointed —indeed amazed—
that Rudiger has passed up a golden opportunity to point up the policy
shortcomingsadf Japan and Germany. Rudiger is rarely so dy. Japan
seems willing to settle for minimal growth. Europe remainsin the
grip of itsmercantilist traditions. Incredibly, many Europeans main-
tain that, with the dollar now lower, the only policy changesstill needed
arefor the United Statesto reduce its budget deficit and resume lend-
ing to the LDC's—thereby enabling the LDC's to buy more goods
not only from the United States but al so from Europe and Japan. That
isaformulafor Europeto hang onto itstrade surpluseswith the United
States shouldering the risk—an interesting concept of burden-sharing!

Meanwhile, in the United States, muddle-headed analysisand sheer
protectionism plaguediscussion of the nation's trade problems. The
moans over "job losses™ in the export sector too often overlook the
huge increase in overdl U.S employment since the recession.
Nonetheless, | look forward to the recovery of U.S. exportsto Latin
America. The resulting boost to U.S. jobs would be welcome.
However, it is unredlistic to suppose that higher U.S. salesto Latin
Americawill do much to remedy the overall U.S. trade deficit (of
which the bilateral deficit with Latin Americaisless than one-tenth)
or that there exists some financial fix that will enable a strong rise
in U.S exportsto the region before those countriesthemselves achieve
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better export performance. Early improvement o theoverdl U.S trade
positionwill have to occur mainly relative to the other industrial coun-
tries. The turn of the LDC’s will come later. If it is not to be a the
expensedf the LDC’s through U.S. protectionism, it isvital that both
developing and industrial countries recognize their common interest
in mutua trade liberalization. Next month offers what mey be the
last opportunity to set that under way with the scheduled launch in
Uruguay of the delayed new round of multilateral negotiations.

Third, structural reformsare essential for thereturnof confidence
in the debtor countries. Thefirst phase df the debt strategy successfully
reduced theimmediatebalanceof paymentspressureson most. Con-
fidence, nevertheless, remained low and it became obvious that
attention had to turn to the strengthening of their internal economies.
Even where effective in narrow terms, stabilization alone was not
enough. It had to be supplemented with structural reforms covering
a wide range of policy and institutional changes at both macro and
micro levels. Theseinclude privatization, the creation of more prof-
itableinvestment opportunitiesin the private sector, and lessgovern-
ment intervention in trade and financial markets.

The Baker initiative, which stressed such reforms, gave rise to
unrealistic expectationsof speedy progress. Instead, the far-reaching
and complex natureof reform efforts, and the political obstaclesthey
inevitably encounter, suggeststhat progress will be gradual. Both the
IMF and the World Bank could provideimportant support. Oncethe
debtors economies open up, become competitive, and offer attrac-
tiveinvestment opportunities, money will begin to flow to them, both
from foreign sources and through the return of assetstheir residents
now hold abroad.

Fourth, the IMF should be more accommodating of countriesin
need of balance of payments assistance. The collapse of oil prices,
from an averagedf $27 per barrel in 1985 to less than hdf that leve
at timesin recent months, hascaused magjor balancedf payments prob-
lems for Mexico and many other oil-exporting nations. The IMF’s
Compensatory Financing Facility was designed for just such even-
tualities. Theingtitution's ample resourcesshould now be put to work
on behdf of oil exporters, especially those making respectable
adjustment efforts. In no way should this beinterpreted as the shoring-
up of cartelized pricing. It seemsfair to recall that, when oil prices
soared after the first oil shock of the 1970s, the IMF was quick to
assigt rich industria countries, such as Britain, France, and Itay. With
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the shoe now pinching the other foot, it ishard to rationaizetheIMF’s
present stinginesst ovar d the much lower income oil-exporting nations.
| believethel M F can—and should—play asignificant rolein financ-
ing balance of payment deficits of oil exporters.

Inaworld of major current account imbal ances, countrieswith large
surpluses should be actively concerned with recyding those surpluses,
either through the officid internationa ingtitutionsor bilaterally. Saudi
Arabids constructive behavior in the 1970s should be emulated by
Japan and Germany today. Japan reportedly is taking a positive, abeit
modest, first step by extending a $1 billion export credit to Mexico.
But Germany and the other surplus nationsof Europe have yet to be
heard from.

Fifth, | must takeissuewith Rudiger's cavdier treatment of capital
flight. If capital flight isgiven afreeridein the caboose of the debt
train, thetrain isgoing to go nowhere but off therails. | find it both
necessary and feasiblethat capital flight be handled up near thefront
of thetrain. It is necessary for both quantitativeand psychologica
reasons. It is feasible because we are neither ignorant of the causes
of capital flight nor without means to stem and reverse it.

Quantitatively, the assets that resdents of the debtor countries have
accumul ated abroad total up to a substantial offset of thesecountries
gross foreign debt. Severa of the maor debtor nations—notably,
Argentina, Mexico, and Venezuda—have net investment positionsthat
are much better than their grossindebtedness suggests. Smilarly, their
financing needs would be modest and manageable in the absence of
capital flight, but immodest and unmanagesble if the hemorrhage
resumes.

Psychologicdly, nothing has contributed moreto the pervasivesense
of frustration over the LDC debt problem than the realization that
capital flight persisted, if on a reduced scale, amost throughout the
1983-85 period of "'involuntary' lending. Creditors, both private and
official, arereluctant in the extreme—and understandably so—to pro-
vide fresh funds unless the debtors put a stop to the capita flight.
Still less can creditorslook warmly upon the cyclical suggestion that
a smart debtor—not unlike the proverbia millionaire panhandler—
should borrow al hecan, invest abroad, and then demand debt relief.
Fortunately, albeit belatedly, most Latin America governments have
woken up to the capital flight problem. For the time being, at least,
theflight itsalf has more or lessdried up. Argentinaand Mexico have
each seen reflows on the order of $1 billion.
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With capital flight stemmed, the next priority becomesthe repatria-
tion of the earnings on the stock of overseas private assets. Regret-
tably, the new $12 billion financia packagefor Mexico—soundly con-
structed as it isin most respects—takes for granted that the earnings
will remain abroad in large measure, presumably in view of thein-
adequacy of Mexican financia investment vehicles and the genera
statedf uncertainty in that country. Mexico's creditorsare being asked
to put up $2.4 billion through theend of 1987 to cover nonrepatriated
earnings, and afurther $14 billion to boost the reserve position. Bank
creditors would be alot happier with the package minus those provi-
sons. After all, when reservesbuild up, Mexico hasa history of falure
to maintain aredistic exchangerate, thereby engendering privatecapita
outflows. Moreover, ful repatriationdf the estimated $3.5 to $4 billion
of earningson assets held abroad by Mexican residentswould yield
sufficient foreign exchange each year to pay theinterest owed on about
half Mexico's total external debt. That would be a lot healthier for
Mexico than forced debt relief and its attendant negatives.

The reversa of capita flight is not the fantasy flight that Rudiger
aleges. The declinein U.S interest rates lessens one incentive for
residentsof Mexico and other troubled debtors to hold assetsabroad.
However, repatriation will not occur on asubstantial scale unlessthe
conditionsaso areright in the debtor countriesthemsalves. Individuals
and businesses respond to market forces—hence the importance of
sound economic management, including redistic interest and exchange
rates plus attractive investment opportunities in domestic financia
markets and businessenterprises. Theincentiveto hold assetsabroad
could be further reduced if the debtor governments wereto take steps
to improvetheir ability to collect taxes on their residents earningson
foreign assets. Tax and exchange rate inducementscould be offered
for repatriation of foreign assets. Amnesty programs also could be
o value in recapturing capital sent abroad illicitly.

Sixth, with the recognition that not al may turn out for the best,
what should U.S. commercia banksdo? Their best strategy continues
to be to build capital several timesfaster than exposure to the major
debtors. No matter how worthy or promising the borrower's purpose,
it is neither plausible nor prudent to expect creditors to lend from
a position of weakness. Even though the banks LDC exposure-to-
capital ratios have come down in the last few yeers—they are now
below end-1977 levels—the bankers generally regard these ratios as
uncomfortably high. For the large money center banks, exposureto
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thefour largest borrowersin Latin America—Argentina, Brazil, Mex-
ico, and Venezuda—ranged between 75 percent and 135 percent of
primary capital at theend of 1985. It waslowest for Morgan and around
the middle of the range for most of the others.

What may congtitutethe upper limit of prudenceisdifficult to judge
amid today's credit quality and world environment concerns, not to
mention the worries voiced about the possibility of collectivedefault.
However, LDC exposureis not the only source of vulnerability. For
many U.S. banks, credits to such problem sectors as agriculture,
energy, and real estate are far more important quantitatively than
international exposure. Clearly, given the range of risks confronting
the banking system, thisis not the time for bold adventuresin debt
relief, whether forgiving interest or principal.

In the case of interest relief —unilateral nonpayment or forgiveness
by agreement —bankswould suffer an immediate reduction of pretax
earningshy no lessthan theamount of interestin questionand possibly
by the amount of al interest on the affected loans. Conservative
management, its accountants, or the regulatorsmight put such loans
on nonaccrual status, requiring that any interest received be applied
to principal reduction rather than taken as income.

Principal forgiveness would result inimmediatechargeoffsat |east
equal to the amount forgiven, as well as earnings reduction. Most
banks could withstand some earningslosses and chargeoffs on loans
to a single major debtor country. Ye if debt relief were offered to
any one debtor, political realities would virtually dictate extenson
o relief to others. That might shake confidencein anumber of banks.
Indeed, snowballing debt relief still could threaten the international
financial system as a whole.

Besideshbuilding up capital, banksought to explore alternativeforms
o lending to LDC’s. These might take their inspiration, if not literal
specification, from the innovative instruments and techniques
originating in other financial markets. Of course, not every device
is appropriate. In particular, it is important for the integrity of the
banking system now—and down the road,for the debtors recovery
of market access—that there be no forced capitalization of interest
obligationsnor any departurefrom market-related pricing. Swapsthat
lock in interest costs, or caps and collars that limit floating-rate
exposure, conform to the latter requirement and may cometo play
auseful and significant rolein LDC debt management as the markets
concerned deepen and broaden.
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Debt-equity swaps have considerablepotential as a vehiclenot only
for attracting resident assets from abroad and foreign direct invest-
ment but also for reducing externa debt. Such arrangements can
providefor residentsor foreign investorsto purchase the debtor coun-
try's foreign-currency obligationsat a discount abroad and redeem
this debt for local currency with the debtor-country government or
central bank a& asmaller discount. Theinvestors, thereby, obtain local-
currency fundsfor al manner of business purposes, even to pay local
taxes, using discounted dollar claimsacquired through the emerging
secondary market in securitized claims of foreign banks. Instead of
being coerced into continuing an undesired position, these banks—
small and medium-sized ones especidly —may find thisan attractive
mechanism to work down their LDC exposure at a market-determined
cost. Somebanks, particularly in Europe, may even recoup morethan
book vaue. In thedebtor countriesthemselves, the consequencesfor
domestic monetary policies will have to be carefully handled. More
important, attractive equity will have to be provided. That, in turn,
will requiremore wholehearted acceptance of privatization and foreign
direct investment than some governments display at present. Such
acceptance is part and parcel of the broader challenge to improve
investment opportunities.

Asyet, the debt-equity swgp market is not of great sizeor breadth.
On the debtor side, Chile has been the most active, with deals that
should approach $/30 million thisyear, over haf representing repatria-
tion of Chilean residents holdings of assets abroad. Also in Chile,
Bankers Trust has exchanged loans for an equity interest in alocal
financia institution. In Mexico, deals involving public-sector debt
purchased at deep discount and converted to equity investments by
multinational corporations have amounted to about $150 milliondur-
ing the past year. Of these, the recent Nissan Motors ded came to
$40 million. In Argentina, following alimited exerciselast year that
yielded nearly $470 million in swepsbut that failed to ensureincreased
rea investment, the prospects seem to be gaining for an improved
and broader-ranging approach. This is targeted by the government
to generate swaps upward of $1 billion annualy and boost investment
too. Outside Latin America, the new government of the Philippines
has recently decided to encourage svaps. Evidently, if the mgor deb-
torsembrace the concept vigoroudy, the potentia scale of debt-equity
swaps could run to billions of dollars. )

Altogether, debt-equity swaps and variants thereon bring benefits
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tod| partiesinvolved. The developing countriesgain through increased
domesticinvestment and reduced external debt. Banks can work down
their exposure-capital ratios more speedily, and the smaller banks can
obtain a means for graceful exit, dthough at a chargeto their earn-
ings. And confidencein the LDC’s could be enhanced as they attract
equity finance in place of debt obligations.

To sum up, it is understandablethat a certain fatigue and frustra-
tion have overtaken many of the partiesto the LDC debt problem.
However, it does not follow that some radical clearing of the decks
will enable a new deal to be struck to work instant miracles for al
concerned. Besides, | prefer not to throw the baby out with the
bathweter. | caution, therefore, againgt a politically negotiated all-
westher "*plan’ to solve the debt problem. This would require U.S.
congressional involvement, which would surely politicize the debt
issue. The deceptive promise of increased exports and jobs through
debt relief would set thelegitimate interests of the financial community

.against those of business and labor, while doing nothing to revive
investor confidencein the debtor countries. When public money is
as scarceas today, it makes no sense to alienate the private financial
sector. If banks are required to write down their loans, simple
prudence—and perhaps even legd cond derations—would surdly inhibit
new lending to troubled countriesfor years to come.

My conclusionis that we have no redlistic alternativeto soldiering
on within the preceptsdf the present debt Strategy. They havethegreat
virtue of keeping clearly in sight the ultimate objective of all con-
cerned with the LDC debt issue—the restoration of the debtors access
to theinternational financial markets. Admittedly, that will not come
about overnight or unfold in nest stages, as Mexico's troubl es attest.
The debtors will have to persevere with stabilizationand structural
reform. The commercia banks as a whole must say in the game.
So, too, must theofficia ingtitutions—notably theIMF and, as never
before, the World Bank. All parties involved will have to exercise
patienceand flexibility. They also will need opennesstoward new idesas,
not least to cope with the inevitable setbacksand new problemsthat
will emerge. Of course, not al *'new ideas’—certainly not mandatory
debt relief —are smart or wise. Those that are may not dways meld
smoothly with past positions and established practices. But the past
should not be permitted to stand in the way of constructiveinitiatives.
Nor should past failures preclude success in the future.



