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As the 1990s get under way, Venezuelans
- and Latín Americans in general- are naturally
wondering whether this is going to be yet another
lost decade like the 1980s, or whether we can finally
overcome the long-lasting crisis with which we have
been struggling for several years and come to
enjoy better economic conditions.

l. The Consensus Solution

The "consensus solution" to the crisrs
affecting all the Latin American countries (Vene
zuela among them) was spelled out at a recent
meeting organized by the Interamerican Develop
ment Bank. A set of conditions which had to be
present for the problem to be solved and for the
region's economies to be able to achieve an accepta
ble economic performance was defined.

This "consensus solution" is composed ofthe
foIlowing three key components:

1. A substantial and permanent reduction
in foreign debt servicecosts.

2. Application of reasonable and coherent
economic policies, with olear and well defined
objectives for the short, medium, and long term

3. Availability of large-scale, sustained
international ñnancing in the years to come.

But for success to be achieved, all three
of these conditions must be met in a hannonious
and mutually supportive way. Like a tripod which
can only stand ifall three legs are in the right place,
the "consensus solution" can only be expected to
yield the desired results if all three of its compo
nents are fully in place, since each of them is a
necessary, but not sufficient, condition for overco
ming the crisis.

That is where those observers who argue

MetroEeonómical Monthly Report I january 1990

that the crisis can be overcome if only the debt
problem is solved, or if only the rigbt economic
policies are pursued, go wrong. Everythinghas to be
done at once, in a consistent and mutually suppor
tive way.

1.1. The Solution to the Foreign Debt
Problem

The foreign debt problem can only be solved
when conditions are created under which both
debtors and creditors can come to a rational agree
ment on a plan whose implicit costs are equitably
distributed. Among other things, the governments
ofthe creditor countries will have to take a true and
sincere interest in developing an effective way of
attacking the problem; their role consists not only
of providing essential financial and política! sup
port, but also of creating conditions that will bring
the debtors and creditors closer together.

They must, for example, make a series of
modifications in their banking regulations and
provide tax relief so th"ata debt reduction plan will
not bring excessive losses to the private creditor
banks; that would make the banks much more
willing to cooperate.

At the same time, the inteñerence of the
authorities in the relationship between debtors and
creditors - which has weighted the scales in favor
of the latter and against the former up to now
must come to an end. Only then wiIl the banks be
forced to cooperate more constructively in the
search for a final solution to the debt problem: if
they refused to do so, they would expose themselves
to hostile action by the debtors, in the form of
greater resistance to making debt service payments,
or even full-scale temporary moratoria.

But for that to be possible, the debtor
countries must be free of fear of official retaliation
- such as a cutoff offinancial assistance from the
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multilateral 01' bilateral financial institutions -for
justified actions they took against banks whose
attitudes were negative 01' passive.

1.1.1. Tbe Brady Plan: a Solution to the
Problem?

Ayear after U.S. Treasury Secretary
Nicholas Bradyannounced his intention ofcreating
an alternative plan for the solution of the debt
problem, through debt relief afi'ecting both princi
pal and service, we can weIl ask what advances
have been achieved and whether we are justified in
placing our hopea for a quick final solution to the
problem in this initiative. One way to seek an
answer to those questions is to examine the results
ofthe first agreement between a debtor country and
agroupofitscreditors under the Brady Plan. We
refer to the Mexiean agreement, signed on
February 4 in Mexice city. in the presence of high
financial officials and private bankers.

of the current Mexican debt.

Table No. 1 shows the effects of the new
agreement for Mexico, in terms of reduction ofnet
debt service payments (reduction ofpayrnents plus
new loans),

Table 1

Results of the New Mexican Agreement
(Approximate figures)
(Billion U8$)

AmountNegoliated: 48.5
3S%~IBCir:bl(41~ 19.9
Irimitrecidlnt>6.2S%(47%) 22.8
t\9y¡kmi(12%¡ 5.8

Optlon 1: Principal Reductlon (35% dlscount):
Anw1totl8StÜ'lgde~ (19.9"0.65) 12.9
~rec:U:lion(19~12.9) 7.0

Tbe MexicanAgreement

Under the agreement, Meneo renegotiated
the terms of its foreign debt to private banks,
amountingto approximately US$ 48.5 billion. This
figure representa sligbt1yless than halfafthe country's
total foreign debt, which exceeds US$ 100 billion.
Under the agreement, the banks can choose among
the foIlowing three options:

Optlon 11: Reductlon of Interest lo 6.25%:
InErestalU8ORf.13'16 (22.8*UBOR+13116)
In8eresl al6.25% (22.8*(Ul625)

Optlon 10: New Loans:
New loan;113 years (5.8"O25)

0.625

2.05
1.43

0.620

1.5

NET ANNUALDEBT SERVlCE SAVING {(1)+{2)+{3» -:- 1.745

Noe: In Itiscase we assune lhe U80R rae wilbe 8.1875% 111990.
UBOA +13116 willhen be 9%.

The Mexican finance minister, Pedro Aspe,
has stated that his country wiIl save US$ 4.0 billion
peryearunderthe accord. This ismuchhigherthan
the US$ 1.745 billion estimate shown in Table No. 1.
The reason is that under the old agreement Meneo
was obligated to pay annual maturities of princi
pal to its foreign creditors amounting to US$ 2.154
billion between 1990 and 1994, which wiIl no longer
be due; no principal payments wiIl now be required
for the next 30 years, when the US$ 35.7 billion in
bonds to be issued by the Mexican government and
exchanged for preexisting bank debt under the
first two options (US$ 12.9 billion under the
principal reduction option and US$ 22.8 billion
under the reduced interest option) mature. Pay-

1. Reduce the principal ofthe debts they hold
by 35% and continue receiving annual
interest payrnents on the remaining 65%
at LIBOR plus 13116%.

2. Maintain the principal at its present level,
but charge a lower and fixed interest rate
of6.25%, ratherthan LIBOR plus 13116%.

3. Grant new loans between 1990 and 1992
amounting to 25% of their previous ere
dits, which would not vary and would
continue to earn interest at LIBOR plus
13116%.

Accordingto official announcements, the first
option (a 35%reduction of principal) was chosen for
41% of the refinanced debt; the resulting debt
reduction is on the order of US$ 7.0 billion. Banks
holding 47% of the debts at issue chose the second
option and reduced interest rates. The third option,
for new credits, was chosen by banks holding 12%

(3) New Ioans per annum 0.5
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ment of the face value ofthose bonds at maturity
is guaranteed by U.S. Treasury zero-coupon bonds
to be hought by Mexico under favorable conditions.

However, the savings generated by the
elimination of the principal maturities for preexis
ting bank debt is not strictly attributable to the
Brady Plan. If prior experience serves as a guide,
even in the absence of that plan, Mexico would
negotiated a new restructuring of its debts and
obt.ained new grace periods which would have
postponed the maturities in question for several
years more.

Consequently, it can be said that the Brady
Plan will yield Mexico a reduction ofits debt service
burden of only about US$ 1.745 billion per year in
the early 19908. While this is by no means an
insignificant figure, it represents less than 20% of
the country'sformerinterest obligation. At the same
time, the debt reduction so achieved comes to just
US$ 7.0 billion, less than 7%ofMexico's total foreign
debt. Tbese calculations do not inelude the sums
Mexico will have to layout for the purchase of the
zero-coupon honda which wiIl provide backing for
the principal ofits new bonds at their maturity.

Tbough ithas unquestionably obtained more
favorable terms than it would have gotten under
agreementssimilarto those ofthe past,<:md it will
have major savings that can now bechanneled into
its economy, Mexico has not by any means solved
its foreign debt problem. On the contrary, its obli
gations and their service are still very high. And
what is worse, future payment of debt service may
weIl be difficult to assure and wiIl be much more
obligatory and inflexible than in the pasto (See
Seetion 1.3 ofthis study)

Tbe Possible Case ofVenezuela

Venezuela has been engaged in negotia
tions with its creditors for a year, in an attempt
to achieve a new agreement for its restructured
publie foreign debt ofmore than US$ 20.0 billion.
These negotiations seek terms similar to those ob
tained by Mexieo sorne months ago, since current
eonditions do not seem to be conducive to an agree
ment any more favorable than that.

Table No. 2 shows estimations ofthe effect for
Venezuela of an agreement under terms similar to
Mexieo's. We assume the same options and the same
distribution of the creditors' choiees among them.
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Table 2

Venezuela: Effects of an Agreement with the
Creditor Banks Similar to the Mexican
Agreement (Approximate figures)
(Billion US$)

Amount Negotlated: 20.00
F/opiqBl8i.ár:rlf41o/~ 8.20
i1erestraó.l:lí:Xlt)625%(47'%) 9.40
~km;(120/~ 2.40

Optlon 1: Principal Reduction (35% discount):
Am:llItofres.ilnJ dett(82'0.65) 5.33
Debt re<ix:lion (820-5.33) 2.87

(1) JImJaI itelestsavilg (2.8nJOOR+7iS) 0.26

Optlon 11: Reductlon 01 Interest to 6.250/0:
InterestalUBOR+7~ (9.4·UOOR+7~) 0.852
InErestal625% (9.4·0.0025) 0.588

(2) hmi i1eIe!i5a'kg (dlIeIerm) 0264

Optlon ID: New Loans:
New bansil3 y&as (2.40"0.25) 0.6

(3)~bn; peranm 0.2

NETANNUAL DEBT SERVICE SAVING ((1}t{2)+(3)) 0.724

t\be:As inTaI*lNo. 1,weac;sune!he UBOR rae"';!be8.18750/0 i'I
1990.Onaddingthe Venezuelanmarginof718%, we havearateof
9.063%.

==============, -

As discussed for the Mexican case, the net
annual savings generated under the Brady Plan
would be 725 million dollars. Still, the savings is
considerably larger in comparison with the pay- .
ments the country would otherwise have to make
under the February 1987 restructuring agree
ment, since that agreement called for growing
amortization payments, from US$ 1.050 billion in
1990 to US$ 1.650 billion in 1994.

As mentioned aboye, the elimination ofthese
payments is not a result of the application of the
Brady Plan as such, since it would have been
contained in any restructuring arrangement that
emerged from the negotiations with the banks,
even in the complete absence of the Treasury
Secretary's proposal.

As in the Mexican case, an agreementofthis
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kind wouldyield a significant saving for Venezue
la; even greater in relative terms than for Mexico,
since the percentage of total foreign debt covered by
the agreement would be higher. But the remaining
debt service load would still not be reduced to a level
that might be described as desirable and which the
country could absorb without major difficulties; it
would still impose an excessive burden on the
economy and restrict its development potential.

From the foregoing analysis we conclude that
the steps taken to date by the economic authorities
of the industrialized countries to solve the foreign
debt problem have been relatively insignificant,
and there does not seem to be any possibility of a
turn forthe betterin the nearfuture. Consequently,
we feel a solution to the foreign debt problem is still
very far away.

1.2. Realistic Economic Policy on the
Part of tbe Debtor Countries

The second component of the "consensus
solution" depends essentialIy on the Latín Ameri
can countries themseIves. Their economic autho
rities need to become fulIy conscious of the
urgency of adopting correct economic poIicies to
achieve fiscal and monetary discipline, supported
byrationaI foreign exchange and trade policies, and
in general, the creation of permanent conditions
under which alI the economic forces wiIl be led to
engage in more responsible economic behavior. It
is only in the context of clear, credible, and perma
nent rules of the game that the _investment so
desperately needed to put the Latin American
economies baek on the path to consolidation and
development can be expected to flourish.

This is all the more important in the context
ofthe rapid changas takingplace in the world today.
Recent events in Eastem Europe, advancing econo
mic integration in Westem Europe, the creation of
other great supranatíonal markets such as that of
the United States and Canadá, and the consolida
tion of important new economic areas such as the
Western Pacific, are generating enormous invest
ment opportunities which will undoubtedly compe
te with Latin America and undercut its ability to
attraet capital. Therein líes the importance of
becoming fuIly conscious of the new conditions in
the world and exploring ways by which to take the
greatestpossíble advantage ofthem and prevent the
negative consequences they might bring with them.
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We will not go into detail in the analysis of
these ideas, since it is not the central theme of this
study. Butitmust be said that itisessentialforthe
Latin American countries to pursue greater
economic integration, in the search not only for an
expansion of their internal markets, but also to
enhance their ability for the efficient production of
the goods for which they have comparative advan
tage and which will enjoy a large and growing
worldwide demando

The achievement of this goal requires the
adoption ofhomogeneous, complementary, ratio
nal, and permanent national policies. The aim of
those policies must be to create, among other
things, conditions conducive to the domestic invest
ment of both national and international capital.
That is the only way to put an end to the climate
of uncertainty and negative expectations which
has made potential investors reluctant to invest
and has led individuals to send their savings abroad
to protect them against inevitable inflation and
devaluation in their national economies.

Nevertheless, this perverse and paralyzing
pessimism can only be overcome if new, realistic,
coherent, lasting, and credibIe economic policies
are supported by the third component of the "con
sensus solution." Latin America needs a flow of
funds into the region from a variety ofpermanent
sources, many ofwhich now provide it with Httle or
no capital.

1.3. Future Financia! Assistance __

There is precious little discussion on the
third basic component of the consensus formula,
but it is just as important as the other two. Howare
the essential new investments to be financed when
both public and private foreign credit for Latin
America is so severely restricted and the demand for
funds on the world markets so strong?

The obvious first place to look is the very
large pool of Latin American capital invested
outside the region. But it will hardly be easy to
bring it back. Its owners wiIl be interested only in
attractive local opportunities whose potential fi
nancial yield is not only competitive with what they
can now earn abroad, buthigh enough to compensa
te for the added risk ofinvestment in Latin America.

The repatriation offlight capital depends on
the adoption ofeconomic policies capable ofcreating
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secure investment opportunities and new financial
engineering schemes to channel returning funds
into high-yield, low-risk Latin American securities
offered on the regional and international markets.

But very little capital will be repatriated in a
permanent way (rather than for purely speculative
purposes) in the absence of the belief that the
conditions which make it attractive to bring these
funds back will persist over time. The creation of
such favorable expectations, in turn, will largely
depend on the degree of foreign debt relief and the
assurance that the region will have access to inter
national capital in the years to come.

This means that the position taken by
certain public officials and spokesmen for private
intemational financial institutions, that the res
ponsibility for creating the conditions under which
flight capital will be motivated to return lies almost
entirely with the countries themselves, is oversim
plified and unrealistic. Those governments and
institutions must also play an important part in
achieving that goal.

TbeRole oftbe Intemational Financial
Institutions

International financial institutions like the
World Bank or the Interamerican Development
Bank could also playa crucial role in bringing about
a favorable c1imate for investment by providing the
Latin American countries with access to ínter
national developmentfinancing. Not only must

they continue to provide direct funding in the years
to come, but they could also help to make Latin
American securities acceptable to the world mar
kets.

How could they do this? We have been propo
sing actions along these lines for years. One possi
bility is for countries seeking foreign private capital
to issue dollar-denominated bonds to be transferred
to the international financial institutions; the
latterwould then offerthose securities on theworld's
financial markets and guarantee service payrnents.

The institution in question would collect the
funds forinterest payrnents from the debtor country
and make the payrnents to the credítors, At the
same time, it would provide the debtor countries
with contingent lines of credit to guarantee interest
payrnents; they would be activated when the debtor
countries found themselves temporarily unable to
payo (See the diagram in this page.)

Both the' country and the agency involved
would obviously have to study the investments to
be funded in this way very carefully; they would
have to determine whether the projects justified
new borrowing and whether the country would
reliably be in a position to honor its additional
obligations. The institution would also supervise
the use of the credit, making sure it went into
specified development projects, and would see to it
that the debtor countries maintained rational eco
nomic policies designed to minimize the risk of
being unable. - to serve their obligations in the
future.

Sale ofBonds
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By providing credible guarantees to
potential bond purchasers, this arrangement would
broaden the regíon's access to intemational capital
of all kinds: from private sources, banks, institu
tions, and individuals. It would also make it more
attractive to bring national flight capital back.

Relatively Httle money would be needed to
fund the contingent lines óf credit opened to gua
rantee the bonds, sinee agreements between the
institutions and debtor countries would minimize
the likelihood ofdefault. Funds would therefore be
freed for direct financing to the Latin American
countries.

Potential Obstacles

A number ofpotentialproblems might under
mine the viability of a scheme such as this. One of
them is the proliferation ofLatinAmerican bonds in
the world financial markets, as existing bank debt
is increasinglyconverted into securities. Tbat could
severely limit, notonly the viabilityanarrangement
such as the one proposed here, but the Latin
American countries' access to the world securities
markets for a long time to come.

Several debtor countries are about to obtain
a reduction oftheir outstanding debts or debt serví
ce obligations through this kind of conversion
under the latest agreements with the creditor banks.
Many ofthe banks which accept the new bonds will
offer them on the market in an attempt to liquidate
their exposure, thereby increasing the amount of
such securities on the market very considerably
from its current low leve!.

Table 3

Foreign Debtofthe FourMost Heavily Indeb
ted Countriesof theRegionas ofDecember31,
1989 (Billion US$)

Total Bond.· %lnBond.

Argentina 60.11 5.35 8.9%
Brazil 117.65 2.00 1.7%
Mexico 94.29 1.32 1.4%
Venezuela 35.64 3.9 3.90/0

TOTAL 307.69 12.57 4.1%

• Includes iltema\ hokings o, doIlar-denomilated bonds
Source: Merrillynch
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In the case ofthe four most heavily indebted
countries ofthe región, extemal obligations in the
form offoreign currency-denominated bond repre
sented only 4.1% of total foreign indebtedness at
the end of1989.

As a result of the new Mexican agreement,
that country will issue more than US$ 35.0 billion
in bonds. IfVenezuela reaches an agreement with
its creditors similar to the Mexican aceord (see
Table No. 2), there would be another bond issue
amounting to US$ 17.6 billion. Should Argentina,
Brazil, Peru, and other Latin American countries
issue additionallarge volumes of bonds under the
terms of future debt renegotiations, it is easy to
visualize the enormous increase in the volume of
Latin American bonds in a short space oftime.

As indicated aboye, a large part ofthose bonds
will go on the market, since the banks which receive
the issues will want to liquidate all or a major
portion of their positions. Consequently, a very
large volume ofLatinAmerican bonds will be in eir
culation throughout the world, and that could
bring very serious consequences for the regíon.

Firstofall, itwould tum into a majorobstacle
to future restructurings ofpayments on their remai
ning obligations: when the bonds spread through
the international investment community, the deb
tor countries will no longer have a compact group of
banks with which to negotiate for new payment
terms. They will beforced to make their payments
on time, regardless of their financial condition, or
find themselves suddenIy excluded from the ínter
national securities markets.

One way to overeome these problems could
be to apply for loans with which to make interest
payments at their maturity. But there will be very
little opportunity for that in the future, since the
chief source of such credits -. the private
intemational banks -- will not meet the Latin
American countries' credit needs for a long time to
come. The upshot will be rigid payment obligations
for the countries of the región, which might well
undermine their access to needed development
financing.

In the second place, the international finan
cia! markets might raise their assessment of the
risk attaching to the Latin American bonds: the
more ofthem are in cireulation, the lower will be the
perceived probability of payment. Not only would
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such a perception depress their market prices, but
it would also lead purchasers of future issues to
demand deeper discounts, unless the bonds carry
an ironcIad guarantee. But ifthey do, the amount of
funds needed to back them up wiIl be so large as to
limit the scale on which this financing altemative
could be applíed, and thereby restrict Latin Ameri
ca's future access to extemal capital.

H, Conclusion: Future Difficulties

As the preceding discussion shows, a great
many problems remain to be solved before Latin
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America can overcome its crisis and resume pro
gress in the development process. Those problems
can only be solved with the enthusiastic participa
tion not only of the Latin Americans, but also of
the many other parties directly involved. If the
passive behavior shown by many ofthem continues
into the future, the chances of success will be very
slim.

How much longer can Latin America bear its
crisis? We think very little. So it is essential for all
concerned to take the immediate and decisive
action needed to prevent a tragedy ofincalculable
proportions.
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