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) I'ntroduction: Historical Evolution of the Brazilian Debt
Reschedul i ng Process

The success of international banking in the 1970's was
based on the creation and mai ntenance of expansive operations
characterized by low interest rates sustained by short-term

capi tal

G ven the context of high liquidity inthe 70's, it should
not be surprised by the doubling of the Eurocurrency narket every
four years, fromlow of US$ 65 billion in 1970 to about US$1, 400
billion in 1984.°1 But the situation changed suddenly after
Mexico's noratorium in 1982, the mmjor international banks
finally realized the strong inplications of holding on enornous

and i nbal anced forei gn debt.

In fact, in the beginning of the 1980's, still affected by

the second international crisis of petroleum - when prices rose

1

Lehman, P. (Indebted Devel opnent :Strategic Bargaining and
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by 50% bet ween 1979/80 - and under the vigorous effort to reduce
inflation in the industrialized countries, banks’ |ending
capacity substantially shrunk. The nonetary contraction was
severe and the interest rates rose sharply: for exanple, six-
nonth LIBOR rose from about 10% in 1979 to nore than 16% in

1981°%

Because of its global nagnitude, it caused a retraction in
the international <credit, reducing capital flows to the
devel opi ng countri es. The conbination of these effects had
di sastrous consequence for countries' balance of paynents,
specially the Latin-Anmerican countries that had a high | evel of

i ndebt edness.

Bank | ending to devel oping countries felt from around US$
51 billion in 1981 to US$ 25 billion in 1982. The probl ens
with Mexico and Brazil nade banks nore cautious in extending
| oans to countries in South Anerica in 1982. As an exanple, new
Eurocurrency bank credits fell fromUS$ 2.5 billion in 1981 to

US$ 1.5 in 1982 to Argentina, and US$ 2.2 billion to US$ 1.1

Econom ¢ Adjustnent in the Third Wrl d)

I MF, World Economic Qutl ook, 1983



billion to Chil e’

The devel oping countries were particularly vulnerable to
changes in the world economc conditions in the early 80's
H gher interest rates led themto an unexpected change in cash
fl ow and an increasing debt burden, which caused strong effects
for a long period. In fact, the decade becane marked by the
successive restructuring of debt agreenents between conmerci al
banks and devel opi ng countries; which, considering the fragility

of their econom es, those agreenents had fail ed.

° McKenzi e, George and Thomas, Stephen (Financial Instability and
the International Debt Problen) 5



The Brazilian indebtness process in the international
capital market nodified substantially in the decade of 1970 when,
from 1973 to 1978, the external debt rose fromUS$ 6.1 billion
to US$ 31.0 billion - net basis® This process, resulted from
the high liquidity of the Eurocurrency market in the early 70's,

and occurred predom nantly through the syndicated | oans.

Concerning the restructuring process, Brazil started in
1983 with energency | oans fromcomerci al banks and nultil ateral
organi zati ons, with an agreenent of restructuring debt with the
banks, tried to keep the reserves at a mninumlevel to fulfil

international conmtnents.

The first agreenment was conposed of an |IMF w thdrawal of
SDR 4.2 billion, for a three year period, a restructuring of US$
4.5 billion with the banks and a "new noney" |oan of US$ 4.4
billion. The agreenment was al so extended to forei gn governnent al
creditors (Paris Cub) for US$ 3.0 billion, resulting in the

restructuring of 95% of the debt maturing in 1983/ 84.

In 1984, the conmerci al banks agreed to reschedule US$ 5.2

billion of principal and provi ded an additional credit of US$ 6.5

‘ Conmez, Carlos Thadeu de Freitas (Captacao de Recursos no

Mer cado | nternacional de Capitais)



in "new noney.” However, the governnent's inability to neet
all of the lending conditions established by the IMF led to

successi ve suspensions in the | MM s disbursenents to Brazil.

In the reschedul i ng agreenent of 1986, Brazil was not able
to recei ve "new noney" fromthe commercial banks. The agreenent
covered around US$ 16 billion of medium and | ong-term debts and

US$ 15 billion of short-termtrade and interbank |ines.

Despite the adjustnent, a sharp drop in reserves in 1986,
resulting froma |l arge capital account deficit and a substanti al
current account shortfall, caused the governnent to declare, in
February 1987, a noratoriumon principal and i nterest paynents to

comrer ci al banks.

In Septenmber of 1988, Brazil and the bank creditors
concl uded a conpl ex and ext ended reschedul i ng agreenent (The 1988
Brazi|l Financing Plan) involving approximately US$ 61.0 billion
pursuant to a Multi-Year Deposit Facility Agreenment (MYDFA), an
additional credit of US$ 5.2 billion in "new noney" according to
a Parallel Financing Agreenent (a syndicated loan term, a
Commerci al Cofinancing Agreenent (parallel cofinancing wth
certain Wirld Bank projects and sector |oans), a New Money Trade

7



Deposit Facility Agreenent (a nediumtermtrade financing), and

US$ 1.0 billion of Brazil Investnment Bonds ("Exit Bond").

The Agreenent was acconpani ed by an | MF st andby arrangenent
of US$ 1.44 billion. However, the | M- suspended t he di sbursenent
in 1989 because of the Brazilian Governnent's failure to reach
public sector deficit targets. Wth the reserves under pressure,
t he Governnent inposed new restrictions on interest paynents to

creditors in July 1989.

It is possible to observe the variety of instrunents in the
conposition of 1988 Brazilian agreenent, which represented a new

idea for treating debt rescheduling.

I n August 1990 Brazil began a new round of neetings wth
the commerci al banks. By January 1991, the Governnent permtted
the full paynent of external debts owed by the private sector and
financial institutions, and 30%of the interest paynents due and
payabl e by public sector obligors. In April 1991, Brazil reached
an agreenment with the Bank Advi sory Comm ttee ("BAC'), conpri sing
the twenty |l argest Brazilian creditors, treating US$ 9.1 billion
ininterest arrears fromJuly 1989 to Decenber 1990. Under the
agreenent, Brazil paid cash US$ 2.0 billion and t he renai nder was

8



exchanged for principal amunts of [DU Bonds, issued in two

tranches in Novenber 1992 and March 1993, respectively.

Concl udi ng the reschedul i ng debt process on July 9, 1992,
Brazil and the "BAC' reached an agreenent in principle on
restructuring Brazil's nmedium and long-term public debt to
commer ci al banks al so specific interest arrangenent arrears since
1991. The agreenent was based on the policy procedures of a

"Brady Pl an" and invol ved approximately US$ 43.1 billion.

Qobserving the brief description of Brazilian agreenents, we
can note the distinct phases of the strategy on debt treatnent.
The first one (1982/86)was marked by rescheduling arrears on
paynments, conbined with new noney from banks and an | M

agr eenent .

The second phase (1986/89 - the Baker approach), showed the
initiative of a variety of instrunents within a conbination of
short-term balance of paynents adjustnents toward |ong-term
structural change (the nenu approach), and finally, t he period
when t he decline of the debt val ue on the secondary market hel ped
gai n acceptability for the i dea of debt reduction through market -

oriented reforns(The Brady Pl an).



1) The Evolution of the Creditors' Approach:

I1.1) The Baker Pl an

Facing evidence that the austerity approach to debt
managenent was both stagnating the "DC s" and affecting busi ness
and trade bal ance, a few bankers and US governnent officials
began to rai se questions about the matter. Led by Senator Bil
Bradl ey, they argued that sonme form of a debt wite-off was

essential to growh in the "DC s.”

The result materialized during the annual neeting of the
Wrld Bank and International Mnetary Fund (I MF) of 1985, when
Treasury Secretary James Baker announced a plan to pronote growth
and adjustnent, and to encourage new capital flows to heavily

i ndebted countries fromboth officials and private sources.

The Baker Plan had three nain features:

I) it proposed macro and structural policies within indebted
countries to pronote growth, balance of paynents inprovenents
and the reduction of inflation; supply side reforns were given
particul ar inportance, such as reducing subsidies and controls

10



over markets, and unifying nultiples exchange rates;

ii) the IM and the other official |ending agencies were to
continue to play a central role in nonitoring progress in
various countries and in supplying US$ 9.0 billion in
addi ti onal new | oans. If sufficient private funds were nade
avai l able then capital of the official agencies could be

i ncr eased;

iii) international banks were asked to make a further US$ 20
billion available to aid adjustnent (along with official
finance) in 15 of the nost heavily indebted m ddle-incone

countries over the period 1986/ 88.

The conponents to carry out the plan had to be chosen from
a menu of options to be tailored to each beneficiary country

according to a case-by-case approach.

Wiile the previous restructuring plans were exclusively
directed to support the interests of the comrercial banks, the
Baker Plan had different concerns: (a) economc growh of the
debtor countries, which should be considered the main support
to recover the external debt paynent capacity, and (b) the

11



al l ocation of "new noney" (necessary for the paynent of debts
refinanced and non-refinanced), even if |inked to the execution

of structural reforns under | MF conditionalities.

In fact, the plan reinforced the strategy of coordinated
lending while shifting the focus of the debt strategy from
short-term balance of paynent adjustnments to long-term

structural change.

However, in covering only the group of fifteen heavily
i ndebted countries, the plan bypassed other countries across
the worl d, whose overall debt was small if conpared to Brazil,
or any other major debtor, but whose debt service burden was
enornmous in the context of their ability to pay. Further, the
anmount foreseen by the plan (total of US$ 20 billion in new
| ending for three years) would not be sufficient to acconplish

the basic prem ses of "sustained growh" of the countries.

Because of the economic instability in the nmain country
beneficiaries, which were an obstacle to arrangenents with the
IMF, it was possible, only in 1987, to establish the first
structure of a financial Brady package to Argentina called
" Mar ket - based Menu Approach.” The package included sone

12



features introduced by different agreenments during 1985/87

such as (a) «currency redenomnation, (b) interest rate
repactuation, (c) extended period paynent, (d) relending funds
previously reschedul ed, (e) trade facilities and (f) debt-for-

equity option.

Two innovations appeared: a "de mnims rule,” which
excludes banks below a certain level of debt from certain
commtnents, and APl (alternative participatory instrunments),
which allowed banks to reduce their base exposure for

recal cul ati ng new noney contri buti ons.

The aimof the API, as well as the other innovations, was
to substitute nore tradable financial instrunments for bank
cl ai ns. The process of seeking nore tradable instrunents
represented the "securitization"” of bank clains, which intended
to all ow banks to diversify their sources of funds. Therefore,
securitization was seen as one neans of obtaining higher

priority clains against a debtor.

According to Cine®, the BIS (Bank of International

5

Cline, WIliam (1990, From Baker to Brady: Managing
I nt ernati onal Debt)
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Settlements) data showed a reduction of bank clains by US$ 9.7
billion fromthe end of 1985 to the end of 1988, on beneficiary
countries. In the sanme period the banks converted US$ 15.0
billion fromdebt to equity, US$ 1.0 billion into exit bonds,
elimnated US$ 1.0 billion through buybacks, and cut debt by

US$ 8.0 billion in discounted restructuring.

However, the strategy of the plan was threatened by the
sharp drop in the “DCs” credibility, represented by the
pricing of their debts in the secondary nmarket (froma wei ghted
average of 67 cents per dollar in 1985 to 50 cents in 1987)°
and the position adopted by the banks agai nst the plan, due to
differences in tax and reserve treatnents, European and

Japanese banks were reluctant to extend new | endi ng.

It was agai nst this background that, in May 1987, Citicorp
decided to give up entering new noney packages and set aside
US$3.0 billion to its loan loss reserves, a nove that was

mat ched by ot her international banks.

These facts contributed to the changes in the basic

5

| M=, 1990 (International Capital Markets: Devel opnents and

Per specti ves)
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principles of the Baker Plan and led to changes in the
structure of future arrangenents. The tax regulatory and
accounting environnents of the banks were inportant factors in
desi gning the new agreenents, while the debtors sought better
terms in the forns of |ower spreads, debt reduction, |onger

maturities in order to fit with their weak cash fl ow positions.

I1.1.1) The 1988 Brazil Financing Pl an

Wth nmuch of 1986 dom nated by eventually successful
attenpts by creditors to negotiate an acceptable package of
policies with Mexico, with the support of the I M, in February
1987 Brazil declared a noratorium on principal and interest
paynments to commerci al banks that would be formalized by The
1988 Brazil Financing Plan, signed in Septenber 1988.

According to the Worl d Bank’ s study’, the Brazilian package
was specifically structured along the |lines of the market-based
menu approach to sovereign debt workouts. The approach
consisted of tailoring forns of participation in the package to

the different needs and preferences between the banks and

‘Laudany, Reuben (The Market Based Menu Aproach in Action), Wrld
Bank, 1989
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Brazil, and was conposed of four basic instrunents:

(a) Multi-year Deposit Facility in Brazil's Central Bank (US$
61 billion);

(b) 5 New Money Facilities (US$ 5.2 billion);

(c) the renewal of trade and interbank credit lines (US$ 15
billion);

(d) the issuance of an "exit" bond option (US$ 1.0 billion).

About the new noney package it is inportant to nention that
each creditor was expected to conmt 11.4%of its outstanding
Brazilian exposure as of the Base Date. This was the first
New Money package in which the original base date was changed,
fromDecenber 1982 to March 1987, to avoi d overval uation of the

exposure in relation to the supply of funds®.

However, the change in the base date benefited those banks
that had reduced their exposure through sales or conversions
and hurt the ones whose exposure was denom nated in currencies

that have appreciated since 1983, especially Japanese banks.

Further, banks were allowed sone flexibility in deciding

® New noney was cal cul ated as a percentage of a bank’s position

on a specific base date
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how to divide their commtnents anong the five new noney
facilities, although there was a predeterm ned cap for each
facility. Furthernore, the new noney would be disbursed in
three tranches, each being linked in some formto Wrld Bank

and/ or | MF acti ons.

[1.1.2.) The Instrunents

Under the nmenu, two options were inplenented to restructure

exi sting debt and five options of new noney, as follow

(a) The Multi-Year Deposit Facility (MYDF) - the outstanding
clains of creditor banks were converted into a deposit account
on banks’ behalf in the Brazilian Central Bank. The term was
20 years, and grace period of seven years, with an anorti zation
schedul e of 26 sem annual instalnments. As special feature it
admtted <currency switching (creditor <could choose to

denom nate its claim in US. dollars or any other honme
currency"); retimng of interest paynents (paynents shifted
from a quarterly to a sem annual basis); relending (al

creditors' deposits would be available for relending);
debt/equity conversion (deposits would be eligible for

conversion into equity in accordance with internal regul ation).

17



(b) Exit Bonds (Brazil Investnent Bond-BIB) - Br azi |
undertook to issue up to US$ 5.0 billion, but only US$ 1.0
billion were subscribed. The idea of the exit bonds is to
create a nechanism that enables "free rider banks"(small -
exposure banks) a formal exit from concerted lending while
insuring an adequate burden sharing (lower interest rate 6%
p.a. - longer mturity: 25 years with grace period of 10
years).

(c) Parallel New Money Facility - US$ 2.85 billion for three
years. Eligible for debt/equity conversion at par rate
observing a cap of US$ 1.8 in conversion.

(d) Two Cofinancing Facilities - US$ 750 nmllion to be
di sbursed in connection wth Wrld Bank programand bank | oans.
(e) New Money Bond - US$ 1.0 billion issued in bearer form
(f) New Mney Trade Deposit Facility - US$ 600 nmillion
avai l abl e for trade financing.

(g0 New and Additional Trade and Interbank Commtnents -
renewal of trade and interbank credit lines of approximtely

US$ 15.0 billion.

[1.1.3) The Results

Despite the advanced formul a given to Brazil, the internal

18



targets fixed by the agreenent with the | MF were not fulfilled.
Under a fiscal and nonetary policy constraint, the Governnent
i nposed new restrictions on the interest paynents to the
creditors, causing the plan to fail ten nonths after its

i npl ement ati on.

Al t hough the agreenent had been regularly followed for 10
nmont hs, sone benefits obtained by the country were inpressive:
debt -equity auctions reduced debt by US$ 3.0 billion, infornal
cruzado- based buybacks reduced another US$ 4.0 billion (prior
to governnment restriction because of concern about the inpact
on the parallel discount nmarket spread), and the use of new
noney in debt-equity conversions reduced debt about US$ 2.0

billion.

[1.2) The Brady Pl an

During the 1987/88, despite the results obtained by the
menu approach, sone countries tried sone special features in
side agreenents wth the banks, resulting in a reduction of the
exi sting debt due to the banks. One exanple was the Mexico-
Morgan Guaranty deal that extingui shed, at a discount rate, the
bank's clainms for about US$ 3.7 billion in exchange for bonds

19



collateralized by U S. Treasury zero coupon bond.

Furthernore, a shift in political pressure fromthe U S.
Congress claimng for a view wthin the U S. admnistration
that the public sector was taking over the risk while banks
were exiting from | endi ng. In addition, |leaders criticized
the debt strategy for defending the interests of the banks to
the detrinment of U S. manufacturing firnms and their workers
(U.S. exports to Latin America had fallen from US$ 42.0
billion to US$ 26.0 billion in 1983, although they returned to

US$ 44.0 billion in 1988)°.

Mor eover, the decline of secondary market debt prices, to
ranges of 30 to 40 cents per dollar, created the idea that
there was a market opportunity for extinguishing debt at a
di scounted price. 1In fact, there was a trend to consider that
the Iow price on the secondary nmarket was what the debt really

worth and thus all that debtor should be willing to pay.

Considering this background up to March 1989, the U S
Treasury Secretary, Nicholas Brady, announced a new plan that

woul d change the strategy from coordinated lending to the

9

| M=, 1992 (Direction of Trade Statistics Yearbook)
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reduction or partial forgiveness of the outstandi ng debt. The
Brady Pl an was based upon a voluntary market-oriented approach

to debt reduction.

Further, the arrangenent rejected any type of mandatory
reduction, which probably would have faced strong opposition
from the banks and, in any event, would have risked the
restoration of normal capital market conditions that the

previ ous arrangenents tried to assure.

In its sense the plan was "voluntary” and "nmarket-
oriented.” By voluntary it nmeant that the banks had the choice
bet ween new noney and forgi veness; and market-oriented because
the depth of the debt reductions conbined a close relationship
bet ween the secondary narket price and the extent of the risk

reducti on by enhancenent coll ateral.

The key provision for voluntary debt reduction was the
public sector funding for wuse in collateralization of
conversi on bonds. This procedure was adopted to avoid the
critique that the public sector woul d be bailing out the banks,
and it could do so credibly because the counterpart was the

21



debt forgiveness. By md-1989, around US$ 34.0 billion had
been al | ocat ed for of fici al suppor t in col |l atera
"“enhancenents," forned by US$ 12.0 billion each fromthe | M

and the World Bank and US$ 10.0 from the Exi mbank of Japan®™.

To be able to receive such support, countries would be
requested to adopt strong policies to ensure structural
adjustnment in an IM- program and by this neans ensure that
they woul d be able to service their reduced debt burden. The
enphasis should be given to pronote internal savings and the
repatriation of capital flight. |In addition, countries would
be encouraged to maintain their debt conversion prograns to

provi de additional relief.

Besides, for the first tinme, the | M- woul d not insist that
a country have a previous agreenent with the banks before the
institution extended stabilization | ending. The sane tol erant
position was adopted by U S. Treasury officials inrelation to
country arrears on interest owed to the banks. The arrears were
considered by them as a "nessage" to the banks relating to

their market clains pricing.

“ dine, WIlliam 1990 (From Baker to Brady: Managing
I nternational Debt), pg. 93.
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During the evolution of Brady' s principles there was a
major shift away in the debt paradigm from concerted new
| endi ng toward market-oriented debt reduction. Sonme authors,
such as dine and WIIianmson", considered the debt reduction as
an inportant opportunity presented by the secondary market
devel opnents. O hers, including officials frominternational
financial institutions, sought a nore definitive shift,

inplicitly with a greater el enent of coercion on the banks.

In the end, the Brady Pl an was | aunched with the purpose of
reinforcing the principle of debt reduction, but in practice
the plan was sonetines applied with nore enphasis on new
| ending by banks that planned to remain (Venezuela and
Philippines); or in other cases (Argentina and Brazil) the

enphasi s stressed debt reduction.

G ven the conpl exity of the new agreenent, Mexico took four
nmont hs of negotiations fromthe announcenent of the deal to the
agreenent in principle on a debt reduction program in July
1989. The central issue was the depth of the reduction.

Initially, Mexico requested 55% forgiveness (practically the

23



same discount prevailing in the secondary market). The
agreenent was reached with the banks accepting a 22% di scount

of the anmount tendered to di scount bonds.

Al though the debt forgiveness was smaller in Mexico
agreenent than had been proposed originally, it set the basic
pattern for nost subsequent agreenents, showi ng an advance in

the debate of the features and their evol ution.

By May 1994, fully five years of the Brady Plan, there had
been 18 deals conpleted or announced, in which the countries
restructured approximtely US$ 191.0 billion of the origina
bank cl ai ns. Among the Latin-Anerican countries, all had
received Brady treatnment in their debt, except for Chile,

Col onbi a and Jamaica. They did not request a debt reduction.

I1.2.1) Negotiation Structure and Basic |Instrunents

Negotiating a debt reduction has been a difficult and
conpl ex process. On the side of the creditors, considering
they are a large nunber, they are represented by a bank

advisory commttee ("BAC') that is conposed of one group of

“"Wlliam dine and John WIIlianmson
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| eaders (the "chair") and sonme subcommttees for different

pur poses (financial analysis, |egal aspects etc.).

Starting the negotiation, the first step is to secure an
"agreenent in principle” in which the proposed deal and the
specification of the nmenu of options ("head of terns") are
def i ned. For the debtors, these packages are equivalent in
inmpact to a partial debt buyback at market price and a
restructuring of the remainder, according to a case-by-case

appr oach.

The next stepistocirculate alegally precise description
of the terns and the waivers required for the original |oans
(the "termsheet"). By an agreed date, the creditors present

their selection anong the options of the nenu.

For the debt reduction to take effect, the banks nust
commt a m nimumproportion of their eligible clains ("critical
mass") . The agreenent is then signed by all creditors and a
specific date is set (the "closing date"). On the d osing
Date, the | oans are repurchased or exchanged for new financi al
instrunents (the bonds) and the collateral is deposited in a
"collateral agent,” previously chosen by the parts.

25



The options in the debt reduction agreenents usually are:

a) Buybacks - the debtor country is allowed to repurchase
part of its debt at an agreed discount (a debt reduction
option);

b) Di scount bond exchange - |oans are exchanged for bonds at
an agreed discount with the bonds yielding a nmarket rate of
interest (a debt reduction option);

c) Par bond exchange - | oans are exchanged at their face
val ue for bonds yielding a lower interest rate than that on the
original |oan (debt service reduction option);

d) Conversion bond conbined with new noney - | oans are
exchanged for bonds at a par that yield a nmarket rate, but
banks nust provide new noney in a fixed proportion of the
anount converted (an option for banks unable or unwilling to

participate in debt or debt service reduction).

The maturity of the Par and Di scount bonds are normally 30
years wth a bullet repaynent, and principal is wusually
collateralized with 30 year U S. Treasury zero-coupon bonds.

The collateral for interests, if any, according to the case,
IS provi ded by depositing(escrow account) the appropriate

26



amount in financial instruments covering interest falling due
over a fixed period, say 12 or 18 nonths (rolling interest
guarantees), calculated at a rate of interest specified in the
agreenent . This nmeans that if the country remains current on
interest paynents, the interest guarantee rolls forward
covering the next period, but the interest earned from the

escrow account returns to the debtor.

For the debtor, the collateral accounts also effectively
reduce the burden of the debt because expected rebates of the
interest and principal fromaccounts, eventually cover the cost
of funding of <collateral accounts (the rebates would be
expected to be equal in present value to the noney originally
drawn or borrowed from the reserves and deposited in the

accounts).

By contrast, in the case of buyback operations, thereis no
prospect of future rebates because a country's debt is nerely
reduced by the anmpunt of debt purchased, and increased by the

borrowi ng obtained to finance the operation.

Sonme vari ati ons of debt service reducti on bonds had evol ved
t hrough the negotiation of the Brady agreenents. Sone bonds

27



conbi ned a permanent reduction of interest with very |low rates
of early maturities (step-down/step-up interest). Front -
| oaded i nterest reduction bonds (FLIRBs) offer only a tenporary
interest rate reduction, featuring lowfixed interest rates for

a few years and then reverting to market rates until maturity.

Despite the different characteristics of the wvarious
countries, Brady packages have shown tendencies toward both
uniformty in the options’ design and a specific need of an
i ndi vi dual country. These features are represented by the par
and discount options that generally kept the extent of
principal and interest rate reduction at about 1/3 (banks were
unwlling to give nore favorable terns than was given to
Mexico); and by the different levels of collateralization
(which were correlated with the different secondary market
di scounts over country's  debt prevailing before the

agreenents).

I n many cases, countries were slowto carry out appropriate
macr oeconom ¢ reforns that would provide a basis for needed
official financial support. 1In addition, the conplexity of the
menu options made negotiations difficult, particularly when
precedent did not exist or when countries tried to insert any
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i nnovati ons.

It nust be considered that sonme agreenents, such as with
Mexi co, Phil i ppines, Uuguay and Venezuela, dealt wth
princi pal debt only, as these countries renmained current with
their interest paynents. But other deals, such as wth
Argentina, Brazil and Costa Rica, and all recent agreenents,

have i ncluded al so interest arrears.

For cases in which significant interest arrears had
accunmul ated, agreenent on the level of paynents to the banks
after the packages were adopted often presented a key hurdle.
Further, reconciling overdue interest clainms proved to be a
difficult task. Because of these factors, sone countries spent

much tinme to achi eve the conplete carrying out.

In Brazil’s case, the remaining interest arrears were
converted into a "PDI" bond (past-due interest). These bonds
generally have a shorter maturity and grace period than the
Brady' s. Most of them have yielded a market interest rate,
typically the London interbank rate (LI BOR) plus 13/16 percent

poi nts.
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[1.2.2 ) The Role of the Miultilateral Institutions

As the flow of new noney from the international capital
mar ket to a debtor country reduced it had inplication for the
of ficial sector. In fact, it increased the pressure on the
Wrld Bank and IM- to play a larger role both in financing
bal ance of paynent deficits, and in articulating appropriate
adjustnent strategies through the conditionality that both

institutions can bring to debtor nations.

If banks provisioning nmade the debt problem worse by
increasing the incentive for debtor default, it increased the
need for conpensating action. The unani nous feeling anong
different authors is that the nultilateral institutions should
have done nore to help the debt problem not only nmaking
financi al concessions and renodeling conditionalities, but al so
in ternms of orchestrating and taking a general approach to

third-worl d debt.

The first phase of the debt crisis was marked by voluntary
| endi ng by banks orchestrated by | M-, which played the role of
overcomng the free-rider i ncentive of banks acting
individually. The main prem se was that the debt problem was
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not one of insolvency. Thus, further | ending was appropri ate.
However, by 1985, inports had been conpressed severely and
internal disarray lead the developing countries to a new

crisis.

Concerns have also been expressed about application of
official conditionalities to devel oping countries. First by
pl aci ng the charge of the adjustnment upon the shoul ders of the
borrowers, this approach neglects the fact that the main cause
may derive from exogenous facts. Second, the burden of such
restrictive adjustnent policy typically falls over those whose

abilities to adjust are weak, the economes in crisis.

In this respect and observing the problens faced by the
DC s during the md 80's, analytical works were devel oped at
the M and the Wrld Bank to reflect the changi ng dom nant
paradi gm of the problemfromiliquidity to insolvency. By the
end of 1988, US policy nakers conducted an i ntensive revi ew of
the debt strategy, in part because the original tinme horizon

for the Baker Pl an was endi ng.

In March 1989, the new US Treasury Secretary N chol as Brady
announced t he next phase of the debt strategy, enphasizing debt
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reduction and structural refornmns. The plan also proposed
addi ti onal new noney | ending by the banks that preferred this
option. On the case of official enhancenents for conversion
bonds, the new strategy added the stick of IMF "lending into
arrears,” a reversal of the past policy by which that agency
had refused to lend to a country until it had reached an

agreenent with the banks.

Furthernmore, I M- and the Wrld Bank woul d be responsible
for making avail able part of their |oans to finance operations

that included debt reduction.

I1.3) The 1992 Brazilian Financing Plan

Brazil's agreenment with the banks in July 1992 led to the
1992 Financing Plan. The deal was approved by the Brazilian
Senate in Decenber 1992, and distributed to creditors in

January 1993.

According to the agreenent, the restructuring involved
Brazil's nediumand | ong-termpublic sector principal debt, as
well as interest arrears accrued in respect of such debt, since
January 1991. Acconplishing with the agreenent, on April 15,
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1994, Brazil issued approximately US$ 43.1 billion of the
princi pal anount of bonds in exchange for debt, restructuring
about US$ 41.6 billion of eligible debt and US$ 5.5 billion in

eligible interest arrears.

For the purposes of the plan, the outstandi ng debt eligible
for treatnent was divided into two categories, Od Debt and
1988 New Money. The 1988 New Mbney was conposed of US$ 3.6
billion disbursed under the Parallel Financing Agreenent, the
Commercial Cofinancing Agreenent and the New Money Trade
Deposit Facility fromthe 1988 financing plan. The A d Debt
included the aggregate principal anmount of over US$ 24.0
billion outstanding under the Milti-Year Deposit Facility

( MYDF) .

The A d Debt was exchangeable for a nenu of options,
i ncluding bonds types that had been used in earlier Brady
agreenents: par bonds, discount bonds, front-I|oaded interest
reduction bond, and the new noney bond linked to a debt

conver si on bond.

The 1988 New Money was treated nore favorably because it
represented new credit provided to Brazil in 1988. Credits
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under the NMIDF were exchangeabl e for new noney bonds wi t hout
commtnment of fresh noney and credits under CBCFA were
exchangeable for the debt conversion bond also wthout
commtnment for fresh noney. The case of PFA was nore
conplicated. Because it was created in 1988, it was accepted
i n exchange for new noney bonds, debt conversion bond and one
specific bond denomnated in Brazilian currency(lF Cruzeiro
Bond), to be used to capitalize any Brazilian financial
institution, Brazilian holding conpany, or a conbi nati on of the

t wo.

The Brazilian nmenu was the nost conplicated approach with
Ssi x options. The di scount bond had the standard features.
The par bond had a "step-down/step-up" feature for interest
rates (which dropped to 4%in the first year and rose gradually
to 6% by the seventh year, and remained at this rate
thereafter). A front-1loaded interest reduction bond (FLIRB)
also cut the interest to 4% and then gradually raised the rate
to LIBOR plus 7/8ths by the seventh year, and set the maturity
in 15 years. The new noney option called for a 18% i ncrease
in exposure at LIBOR plus 7/8ths, but was only available tied
to a parallel adoption of about six tinmes as nmuch noney base
placed into conversion bonds. A 20-year FLIRB wth
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capitalization (C-Bond) set the interest at a fixed 8% but
capitalized the difference between that rate and a step-
down/ step-up cal endar starting with 4% and rising to 8% in the

sevent h year

A special category of bonds was part of the nenu: t he
phase-in bonds. These bonds were not collateralized. To be
anortized in 10 years with two years of grace period wth a
schedule of interest rates simlar to a step-down/ step-up

related to rates of the par and di scount bonds.

These bonds were part of the Phase-1n period that provided
for a phased delivery of total collateral (US$ 3.9 billion)
over a period of up to tw years (five installnents, the
initial collateral - US$ 2.8 billion - on the exchange date
and four collateral shortfalls - US$ 275 mllion - in
sem annual installments until April 15, 1996). Such innovation
was accepted by creditors since the Brazilian governnent
suggested that the anmount of collateral to be made avail abl e at
the cl osing date woul d not be sufficient to collateralize fully

the par and di scount bonds.

Al t hough the principles of the Brady Pl an requi red previous
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adjustnment wwth the | M- to reach an agreenent, Brazil broke the
rule obtaining creditors’ waiver and carrying out its Brady
agreenent without help fromI M, Wrld Bank, or other foreign
of ficial funding for enhancenents. This was possi bl e because
of the wave of capital inflow that enabled country to
accunulate a high level of international reserves. The
Brazilian governnment even skirted the US Treasury's attenpt to
hol d out for | MF approval by quietly buying up 30-year Treasury
coupon bonds for nonths ahead of the agreenent then waiting for

a special US Treasury issuance.

According to dine”, as a result of this autonony, sone
purists mght insist that the Brazilian agreenent shoul d not be
considered part of the Brady agreenent, assumng that the
official sector did not play a direct role in providing
enhancenent . On the other hand, it is inappropriate to think
that Brazil would have been able to agree with the banks

outside of the institutional apparatus of the Brady Pl an.

The 1992 Financing Plan produced a reduction of US$ 4.0

billion in the debt stock (di scount bond effect). In addition,

“ dine, WIlliam 1994 (The International Debt Reexam ned), p.p.
240.
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the Governnent estimated that another US$ 4.0 billion will be

saved on interest paynents over the 30-year repaynent period.

The conpletion of the Brazilian agreenent in April 15,
1994, was considered one the nost inportant signals that not
only the debt crisis was over, but the Brady Plan was w dely
accept ed. | ndeed, the Brazilian agreenent paved the path for

conpl etion of the remai ni ng Brady agreenents.

In Cctober 1995, Brazil rel eased the current install nment of
col | ateral due and advanced the paynent of the |last collateral
shortfall due in April 1996, thereby ending the Phase-in
period. Mreover, wth this procedure, Brazil becane able to
enter into any programof buybacks (other than debt-for-equity
in a privatization progran) of its Brady bonds that it was not

permtted by the agreenent.

[1.3.1) The Instrunents:

Bond Type Annual Int. Rate Principal Repayment Amount Issued in % of Total
USS$ Billion
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Par fixed rate stepping up Bullet - 4/15/2024 10,133 23.69
from 4% to 6% in year
6 and subsequently
Discount six-month LIBOR + Bullet - 4/15/2024 7,287 16.89
13/16%
various 16 consecutive equal 409 05
Phase-In semiannual installments
beginning 4/15/96(1)
FLIRB various fixed rate 13 consecutive equal 1.738 4.06
stepping up from 4% to | semiannual installments
5% in year 6; and beginning 4/15/03
LIBOR + 13/16%
thereafter
C-Bond fixed 8% 21 consecutive equal 7.407 17.16
semiannual installments
beginning 4/15/04®
New Money 6 month LIBOR + 7/8% 17 consecutive equal 2.239 5.19
semiannual installments
beginning 4/15/01
Debt 6mont.LIBOR + 7/8% 17 consecutive equal 8.490 19,68
Conversion semiannual installments
beginning 4/15/04
El Bond 6mont.LIBOR + 19 consecutive equal 5.445 12.62
13/16% semiannual installments
beginning 4/15/97
TOTAL 43.148 1007
(1) If exchanged for Par or Discount Bond, principal repayment occurs April 15, 2024

(2) A portion of the interest payable under C Bonds during first six years from
be capitalized as principal

4/ 15/ 94 will

(3) principal to be repaid under the C Bond includes capitalized interest.

I1.4) The Costs and Benefits

38




Al though a short period of tinme has passed since the
majority of the debtor countries have reached an agreenent
under the Brady idea, sonme critique has appeared in relation to

the short-termeffects of the plan

A central thene in these critiques is related to size of
t he forgi veness, considered too snmall to sol ve any debtor country
pr obl ens. In fact, the extent of the debt reduction achieved is
only one elenent to neasure the inpact of carrying out the
agreenents. In the case of Brazil, the fiscal inpact is also
inmportant, not only in terns of a reduction in the external debt
service, but also through a reduction in the interest rate on

donestic debt (source of funds for paynent).

Wth respect to debt reduction, even the | M and the Wrl d
Bank argued that the deal was "underfinanced" and reported that
their expectation was that, even after partial forgiveness, the

financial flow of voluntary capital would not be forthcom ng.
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TABLE 1 - Debt Reduction Equival ent of Conmercial Debt
(US$ mllion)
Country ARGENTI NA BRAZI L VEXI CO
Face val ue of commercial bank debt (1) 29, 335 57, 600 47,170
face val ue of debt reduction(?2) 3, 265 3,994 7,061
New noney( 3) 0 350 1, 027
Net face value of debt reduction (4)=(2)-(3) 3, 265 3, 644 6, 034
Face val ue of new debt (5)=(1)-(4) 26, 070 53, 956 41,136
PV of interest service reduction(*)(6) 5, 159 3,196 7, 090
Prepayment equival ent of collateral (7) 3, 032 3, 783 7,166
Net adj ustments (8)=(6)+(7) 8,191 6, 979 14, 256
Debt reduction equival ent (9)=(4)+(8) 11, 456 10, 623 20, 290
Addi tional official |ending (10) 2,117 0 3,732
Total debt reduction equivalent (11)=(9)-(10) 9, 339 10, 623 16, 558

Source: World Bank - World Debt Table 1993/ 94
(*) relative to market rates prevailing at the tine of the agreenent.

Table 1 shows part of the study nade by the Wrld Bank

conparing the debt reduction achieved through Brady operations.

We can note that sone results are outstanding, such as obtai ned

by Mexico with the total debt reduction, 35.1% over the ones

obtai ned by Brazil (18.44% and Argentina (31.83%.

Not wi t hst andi ng those figures, it should be noted that the

debt reduction equivalent neasures only one dinension of the
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extent of the debt reduction, and not the cost at which this

reducti on was achi eved.

For exanple, in the case of Brazil the interest accrued
bet ween 1992 and 1993 was capped at a fixed rate of 4% involving
an anount of debt reduction not precisely calculated by the Wrld
Bank. Further, the advantage obtained by Brazil with the Phase-
In can be observed when conpared wth the prepaynent in
collateral, which represented for Brazil 6.3%of the debt's face

val ue, while Mexico had 12.8% and Argentina 11.1%

Anot her interesting point is the fact that, although the
pl an had cancel ed si gni fi cant anmounts of debt, it did not provide
countries with cash relief as happened i n the previ ous approach.

Some countries like, Brazil and Argentina, when restored to
normal relations with creditors through Brady Plan had a

significant increase in their debt service paynent.

It is curious to observe that countries that were paying in
full the interest service before Brady agreenent (such as
Mexi co), coincidentally, were the ones who did not benefit from
new noney |oans on the previous agreenent, had not incurred on
arrears, and consequently benefited nore from the cash relief
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(see Table 2).

The Brady operations differed fromthe previ ous new noney
approach nore by greatly extending the tinme horizon of the

contractual relief than by reducing the |ikelihood of further

reschedul i ng or of new noney request.

TABLE 2 - Annual Net Transfer* to Banks Before and After
Brady Plan(billion of dollars)
Country Bef ore Pos Br ady Pos Br ady
Brady Plan | Short run Long run
Argenti na 0. 59 1.19 2.09
Br azi | 2. 20 2. 45 4. 44
Mexi co 3.24 3.59 3.59
Source: World Bank, World Debt Tables/ W' s estinates

(*)Net transfers before debt reduction are defined as cash debt
servi ce paynents mnus disbursements from banks. Transfers after
the plans are defined as paynment due under the new instrunents

i ssued (principal/interest and any other obligation).

Despite the critics, the Brady plan architects proved they

were right in saying that there would be renewed voluntary

capital flows because of the favorabl e psychol ogi cal environnent
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created by the agreenent.

flow was

cl osely

linked to

As we can note,

t he

the timng of this
announcenent s

i npl ementation of Brady Pl an arrangenents (see Table 3).

TABLE 3 - CAPITAL I NFLOAS (billion of dollars)
Period/Country ARGENTINA BRAZIL MEXICO
1990 0.8 5.3 8.5
1991 5.8 0.8 20.0
1992 13.8 8.8 26.0

Source: IDB 1991, 1993; | M- 1992 Statistic Yearbook

Anot her positive result of the plan was related to its
i npact on the secondary debt market prices. Usi ng nonthly data
on secondary market prices from 1986 to 1993, the Wrld Bank

showed that "for all countries, secondary-market prices rose

qui ckly after the conclusion of debt reduction operation” s

Taken fourth quarter of 1989 as a base, by the fourth quarter of
1993 sone prices had risen about 128% for Mexico, 408% for

Argentina and 109% for Brazil ™.

“® World Bank - World Debt Table 1993/ 94

“ Worl d bank - Financial Flows and the Devel opi ng Countries
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Restori ng market access has al ways been a central goal of
debt strategy, and the shift brought by the Brady arrangenent was
an i nportant step toward this end. Trying to | ock debt service
relief into a longer horizon, it supported the inplenmentation of
a program of reforns that would allow debtors to repay the
restructured debt as well as the new borrow ng request ed. In
fact, on March 10, 1989, Secretary Brady told the Breton Wod
Commttee that "the path toward greater creditworthiness and a

15 »n

return to the markets needs to i nvol ve debt reduction™.

Advancing toward these goals, the plan tried to provide a
nore stable long-run financial framework that, conmbined wth
structural reforns by the debtor countries, would lead to
restoration of international capital nmarket access. But, in
order to gain significant market access, countries had to show
evi dence of inproved debt-servicing capacity as a reflection of

the structural reforns inplenented.

I11) THE | NTERNATI ONAL CAPI TAL MARKET

[11.1) R sks and Benefits

 Cark, John, 1994 (Debt Reductionnd Market Reentry under
t he Brady Pl an)



After followng into default on its bonds in the 1930's,
Latin Anerica was set apart from the capital market for four
decades. On early 1991, Latin Anerica entered into a new era of
capi tal market abundance. The di scussion of the debt crisis on
a market-oriented basis certainly contributed to this outcone,
al t hough there are sone experts that reported that the G eenspan
Plan (low interest rates)” conplenented the Brady Plan in

bringi ng about the capital flow.

Certainly, one of the remarkable recent devel opnents in
the international financial market has been the increase in
private capital flowto devel opi ng countries, especially the ones
who carried out Brady agreenents. Most of the new flows had
different fornms in direct and portfolio investnent, both through
equity and securities market, and through repatri ati on of capital

flight.

Y Wth the recession in the United States, doll ar-based interest
rates felt encouraging capital flows in pursuing of high returns
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For Latin Anerica, the net capital inflow doubled in 1990
(fromUS$ 10.9 billion to US$ 21.7 billion) and reached a peak of
approximately US$ 58.0 billion by 1992, after which net inflow

nmoderated to around US$ 42 billion in 1993Y.

In short, the weak commercial bank financial market for
lending to Latin Anerica was replaced by portfolio security
fi nanci ng. Nati onal repatriation of flight capital al so played

an inportant role in the new fl ow

Research made by the | M suggested that whereas capital
repatriation was dom nant through 1990/92, since 1993 there has
been a shift toward a new class of “institutional investor®™” As

a result mutual funds, pension funds and insurance conpanies

entered aggressively into the market.

There were two main reasons for this trend. First was the
fact that sone countries were consolidating their economc
situation; second, considering that sonme investors have "short
term performance goals" they were under pressure to increase

their gains, as dollar returns on equity investnent in emerging

Y IMF - The Worl d Economic Qutl ook
“® I MF - Coldstein and Fol kert - Landau
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mar kets reached 80% in 1993.

Whereas the flight capital portfolio nodel tends to point
toward a noderation in capital inflows after the initial
readj ustnment, the nodel "institutional investor"”™ would seemto
hol d the prom se of nore sustained fl ow However, nutual funds
seem vul nerable to herd dynam cs, wth correspondi ng potenti al

volatility for flows to debtor countries.

In the return of the debtor countries to the market there
was a distinctive feature that was the role of the float rate
bonds issued in the international market. Table 4 below reports

sone exanpl es of issuances during the period of 1990/ 93:

TABLE 4 - | NTERNATI ONAL BONDS | SSUED BY DEBTOR COUNTRI ES

(Billion of dollars)
Country/Period 1990 1991 1992 1993
Argentina 0.02 0.80 1.57 6.20
Brazil 0.0 1.84 3.66 6.30
Mexico 2.31 3.37 5.92 8.40

Source : Wrld Bank - World Debt Table 1993/94

According to Cline, there were three basic reasons that

affected positively the return of countries with Brady agreenents
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to the capital market. First, after the inplenentation, it was
i npl ausi ble for these countries to return soon to unsecured

syndi cat ed bank |l ending of the 1970's style. Thus, they were
interested in bonds. Second, on the supply side there was a
col l apse of the interest rates in the US market that conpelled
investors in a searching for higher yields abroad. Third, during
the debt crisis, bonds had generally been held harmess, in
contrast to | ong-term bank cl ai ns. The inplicit senior status
of bonds provi ded a psychol ogi cal environnent that made creditors

nore willing to lend through this instrunent.

However, the bond investors are discrimnating. They
usual ly charge high junk-bond premuns for borrowers with the
| east secure outl ook. For instance, during 1991/1993, Brazi
paid an average spread of 500 basis points above US treasury
bonds, whereas Chile paid only an average of 150 basis points.

Nonet hel ess, Brazilian private firnms were willing to pay the

prem um because donestic rates were even higher.

In addition, creditworthiness is evaluated on a conti nui ng
basis and is influenced by the market's perception of the
"quality" of the country's nacroeconom ¢ and financial policy.
These eval uations are expressed nost explicitly by the credit-
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rati ng agenci es, which characterize the investnent quality of a

country's debt.

In this regard, perceptions that a country is executing a
weak or inconsistent policy can have an i nmedi at e i npact not only
on its cost of funds and access to credit (downgrading on
country's rating), but also on its ability to sustain a
particul ar exchange rate or nonetary policy (capital flight

outfl ows).

The Mexican crisis in |ate Decenber 1994, can be a good
exanple of inability to sustain a nonetary and exchange rate
policy under great pressure from a huge capital flight. The
consequence for the market was an al ert against the euphoria of
free capital seeking high returns and t he absence of control over

short-termliquidity.

I11.2) The Perspectives for Brazi

The international bond market has been the main path for
mar ket reentry by devel oping countries. Basically, the reentry
was made through the sovereign borrower (Argentina, Chile) or a
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high profile stated-owned enterprise (Mexico and Brazil).

The cases of Argentina and Brazil in regaining access to
the international capital market before their Brady agreenents
were conpleted, call to attention the relative i nportance of the
debt operation and, in particular for Brazil, where high | evels
of inflation and uncertainties related to the agreenents were

common- pl ace.

Brazil returned to the market through a bond issued by
PETROBRAS in order to obtain funds for new proj ect
financing. Al though the conpany had not obtai ned good financia
condition (maturity in 2 »years with 13.5%p.a./ 480 bps), the
success of PETROBRAS issuance was to mark the country market

reentry.

For both Brazil and Argentina, access to new capital flows
foll owed changes in the market's perception of their capacity to
service their debt. As a result, the new flow was priced on
the basis of expected post-deal creditworthiness, causing high

yi el d spreads.

TABLE 5- YI ELD SPREAD* AT LAUNCH FOR UNENHANCED BOND | SSUES
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BY THE PUBLI C SECTOR

Country/ Peri od 1991 1992 1993 1994
ARGENTI NA n. a. n. a 440 338
BRAZI L 480 428 481 450

Source : IMF: International Capital Market

(*) weighted average

In fact, high yields paidoninitial issues are accepted as
an “entry cost” needed to bring investors into unfamliar
territory and proved to be a good "icebreaker.” As investors
becanme nore confortable in the new territory, subsequent issues

have usual |y been on nore advant ageous terns.

During the initial phase of the reentry process, in early
1990, the initial issues of the countries that had faced debt
restructuring prograns were nmarked by short-term high-vyielding
notes issued in snmall anmounts. For exanple, Mexico first issues,
an US$ 100 million Euronote by BANCOVEXT, in 1989, were 2 %

years, and priced to yield 820 basis points over the yield on US
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Treasury bonds®.

Brazil's strategy has followed the rule of the other
countries in Latin America. The reentry through PETROBRAS paved
the way for other state-owned enterprises as well as for the
private sector. During 1991, 1992 and 1993, according to data
fromthe Central Bank of Brazil, approximtely US$ 400, US$ 970,

and US$ 1,292 million, respectively, were issued.

Wth the inplenmentation of a new econom c stabilization
pl an in Decenber 1993, and conplying with the guidelines of its
Brady agreenent, the Brazilian government made its reentry by
issuing two short-term fixed-rate eurobonds, in June and July
1994. The bonds were denominated in Yen and Deutsche narc,

equi val ent to US$ 800 million and US$ 670 million, respectively.

The i ssues created great expectation in the nmarket because
they were the first ones fromenergi ng nmarkets after the Mexican
crisis in Decenber 1994. However, both securities were well

accepted in the nmarket.
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According to IMF research, despite |limted progress in
macr oeconom ¢ policy, Brazil’ s reentry has al so been facilitated
by an increase of investor confidence in the dynamic private

sector, which prom ses considerabl e grow h.

The Brazilian strategy followed the trend issuing first
Wi thin the Euromarket, which provides for wde distribution and
relatively limted disclosure requirenents, although the bonds

usual | y have short maturity.

Trying to inprove the benchmark established by the first
issues, the next step could be new issuances wthin the
Euromarket, or try to go into a new nmarket | ooking for spreading

over the alternatives for funding and investor base.

In this regard, the US private placenent market is the
final target of devel oping countries because it is nore easily
tailored to fit specific requirenents for both borrowers and
investors, is |less expensive, and the securities are sold nore
rapidly than in a public offering. Another relevant factor to

support the strategy is the predomnance of institutiona
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investors in the market, naking bond maturities usually |onger

than in the Euronarket.

' V) Concl usion

Since the beginning of the debt crisis in 1982, policy
makers have tried different nmethods and inventives to avoid
threats to financial system and to gain sonme tine over the

countries' capital shortage.

Trying to solve the debt crisis providing new noney to
debtor countries without a deep structural reform in their
econonm es had a "boonerang” effect. The noney | ent was used for
short-term cashflow relief to repay the own |lenders. |In fact,
insisting on that strategy proved to be waste of tinme during the

crisis.

Revising the nodel was the first virtue of the Brady

approach. Requiring the inplenentation of structural reforns
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before providing nore stable and |ong run rescheduling debt
service, helped to restore devel opi ng countri es’ paynent capacity

and lead themtoward the international capital market.

Wth the increasing international nobility of capital and
the integration of the capital markets, a nunber of recent
epi sodes have shown the i nportance of the international financial
mar ket as both a transmtter of econom c disturbance and an

eval uator of policies.

However, for sone devel opi ng countries, such as Brazil, due
to the short period of tine that has passed since the
i npl enentation of the Brady plan, significant risks remain. The
econony is still fragileinrelation to exogenous vari abl es. Wat

happened in Mexico was a good exanpl e.

Wiile the reassessnment of the international market is
hel pful, the key to sustained growh and creditworthiness is in
the control over the nmacroeconom c reforns. Keeping the pace of
the reforns toward the free market and provi di ng the appropriate

regul ation proved to be a sound incentive to gradually attract
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foreign capital.
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