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The BuybackBoondoggle

ACROSS Latin Americatoday,countriesareexperimentingwith market-
baseddebtreductionto easetheirmassiveforeigndebtburdens.Brazil
expectsto swap$8 billion ofits debtfor equityinvestmentsduring1988.
Duringthefirst ninemonthsof 1988, Chile swapped$1.42billion of its
bankdebtfor equity,andplansto repurchasemoredebtusingreserves.
Mexico,whichconvertedroughly$2.5billion worthofdebtduring1986
and1987, tried unsuccessfullyto swap$10billion in new seniorbonds
for $20billion in bankdebtin February1988;arevisedplanis saidto be
in the offing. Many smallerdebtor countriesare also attemptingto
restructuretheir foreign debts.Bolivia repurchased46 percentof its
bankdebtlast March,andthereis now talk of CostaRicaengagingin a

Thedangerin thenewtrendis thatwhen highly indebtedcountries
retiretheirdeeplydiscounteddebt,either throughbuybacksor “debt-
equity” swaps,they may simply be using their scarceresourcesto
subsidizetheircreditors.Suchprogramsmight be valuableascompo-
nentsofefficiency-enhancinglargerdealsbetweendebtorsandcreditors.
However,highly indebtedcountriesdo notbenefit if they repurchase
debt unilaterally, without receiving concessions.In some instances

The authorsaregratefulto membersof theBrookingsPanelfor helpful commentson
anearlierdraft.

1. Formoredetailson recenttransactions,seePeterTruell, “Banks, Latin American
NationsAre Fedup with Debt,” Wall StreetJournal, September22, 1988; PeterTruell,
“Chile Buy-Backof ForeignDebtat DiscountSet.Planfor Using Its ReservesMay Be
CopiedbyOtherLatinAmericanNations,”WallStreetJournal,September22, 1988;and
StephenBaker,JeffreyRyser,andElizabethWeiner, “DealsThat AreMaking aDentin
ThirdWorld Debt,”BusinessWeek(October3,1988).
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countriesappeartohavereceivedsuchinducements;in otherstheyhave
not.

Therearetwo reasonswhy buybacksanddebt-equityswaps,which
areessentiallyacombinationofbuybacksanddirectforeigninvestment,
areby themselvesaboondogglebenefitingacountry’s creditors.The
first concernstherelationbetween“average”and“marginal” debt.A
countryusing themarketto retire partof its debtin abuybackpaysa
priceequalto theaveragevalueof debt.However,thereductionin the
value of thecountry’s obligationsreflectsthe marginalvalue of debt,
which,for bothsovereignanddomesticcorporatedebt,we argueis less
thantheaverage.

The seconddisadvantageof sovereignbuybacks,which doesnot
applyto domesticdebtrepurchases,derivesfrom thespecialnatureof
the “collateral” underpinningsovereigndebt. The relationbetweena
debtor’sreservesandits future repaymentsis muchmoretenuousfor
countriesthan for domesticborrowers.When a domesticborrower
repurchasesdebt, it usesassetsthat otherwisecould be seizedin the
eventof default.Usingassetsthatway reducesthegainto bondholders
from a buybackand makes the transactionmore attractive to the
borrower.Becausea sovereign’srepurchasedoesnot imply thesame
reductionof lender’scollateral,thetransactiontips heavily in favor of
thelender,andthevalueof anyremainingdebtwill rise.

Our analysishasno implicationfor whetherthe“muddlingthrough”
approachto thedebtcrisis is preferableto the“comprehensive”plans
advocatedby someeconomists.We argueonly that for abuybackto
makesensefor acountry,it musteitherreceiveincrementalnewloans
andgrantsto coverpartofthecost,orelsereceivesomeothersubstantial
negotiatingconcessionsfrom creditors.

The Bolivian Buyback

Therationaleofferedfor debtbuybacksis simple.Debtorcountries
shouldtakeadvantageof currentfire-salesecondarymarketprices to
retire someof their loans.Thediscountsavailableon manycountries’
debtsareenormous,astable1 illustrates.Severalacademicshaveargued
that buybacksat marketprices can be an efficient way for a debtor
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Table 1. Measuresof International Debt, Fifteen Highly Indebted Countries

Country

Total debta
(billions of

U.S.
dollars)

Percent
privately

held”

Secondary
prices

(centsper
dollar)

Ratioof
total debt
to GNP

Argentina
Bolivia
Brazil
Chile
Colombia

49.4
4.6

114.5
20.5
15.1

86
27
76
83
49

29.0
10.0
53.0
60.5
67.0

0.66
1.19
0.41
1.39
0.47

Ecuador
Ivory Coast
Mexico
Morocco
Nigeria

9.0
9.1

105.0
17.3
27.0

70
61
86
32
55

31.0
30.0
52.5
50.0
28.5

0.84
1.23
0.84
1.27
0.46

Peru
Philippines
Uruguay
Venezuela
Yugoslavia

16.7
29.0
3.8

33.9
21.8

53
61
80
99
70

7.0
52.0
59.5
55.0
45.5

0.62
0.94
0.63
0.71
0.33

Sources:Secondarymarket bid prices are cents per dollar of government guarantced debt, as quoted by Salomon
Brothers, May 2, 1988; all other data are from World Bank, World Debt Tables: External Debt of the Developing
Countries, 1987—88, vol. 1, Analysis and Sumnzary Tables (World Bank, 1988), p. 14.

a. Total debt is end-1987, except for Bolivia, Ecuador, and Uruguay, which is end-1986.
b. Nonprivate debt consists largely of borrowings from multilateral agencies such as the International Monetary

Fund and World Bank, borrowings from national export-import banks, and direct government-to-government loans.

countryto allocateits resources,includingaidfrom abroad.2Our view
is that countriesshouldundertakerepurchasesonly in exchangefor
significantcompensationfrom their creditors.The novel March 1988
Bolivian buybackillustratesthemain issues.

2. See,for example,Paul R. Krugman,“Market-BasedDebt ReductionSchemes,”
Working Paper2587(NationalBureauof EconomicResearch,May 1988);JeffreySachs
andHarryHuizinga, “U.S.CommercialBanksandtheDeveloping-CountryDebtCrisis,”
BPEA,2:1987, pp. 555—601;andJohnWilliamson, VoluntaryApproachesto DebtRelief
(Washington,D.C.: Institute for InternationalEconomics,September1988). Krugman
arguesthat buybackstransferwealth from creditorsto debtors,and that creditorswill
benefitonly if efficiencygainsarelarge.SachsandHuizinga(pp. 587—97) contendthat
Westernpolicymakersshouldtakepositiveactionstosupport“debtconversionschemes,”
including buybacksanddebt-equityswapsat secondarymarketprices, exit bonds,and
debtforgiveness.Theynotethat, at present,contractualandregulatoryproblemssome-
timesblocksuchtransactions.A moreskepticalassessmentofdebt-equityswapsisoffered
by RudigerDornbusch,“Our LDC Debts,”in Martin Feldstein,ed., TheUnitedStates
andthe WorldEconomy(University of ChicagoandNBER, 1988),pp. 161—96.
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AlthoughBolivia is threetimesthecombinedsizeof EastandWest
Germany,economicallyit is small andimpoverished.Its GNP is less
thanone-quarterthatof RhodeIsland’s.Percapitaincomefor Bolivia’s
6million citizensis lessthan$700,anditsforeignbankdebthasrecently
tradedat discountsof 90 percentand more. In 1987 Bolivia and its
commercialbank lendersreachedan innovative agreementallowing
Bolivia to repurchaseandextinguishdebtusingmoneydonatedby other
governments.Theagreementallowedeachindividualcreditorto choose
whetherto participate.3An anonymousgroupof countries,rumoredto
include the Netherlands,Spain,and somewealthierLatin American
nations,donatedfundsfor abuyback. Using thebenefactors’money,
theBoliviansspent$34 million in March1988to buyback$308million,
or46percent,of their$670million in foreigncommercialbankdebt.4

Wasthebuybackanefficientwayfor donorsto helpBolivia? Viewed
in isolation, thedealwas primarily of benefit to Bolivia’s creditors.It
can bejustified only if Bolivia undertookit in return for concessions
from creditorbankersandofficial creditors,apossibilitywewill explore
later.

The basicproblem with repurchasesis that they require heavily
indebtedcountriesto paytheaveragevalueofdebt,ormarketprice, to
retire debton the margin.The marginalvalue of debtis thebenefit to
debtorsofhavingthefacevalueof theirdebtreducedby adollar. In the
caseof acountrylike Bolivia, whereaveragedebtis worth solittle, the
marginalvalue of debt is almostnothing.Once a countryowesmore
than it is ever likely to repay,a small changein the face value of its
obligationshas little effect on reschedulingnegotiationsand on the
amounteventuallypaidout.

ConsideragaintheBolivian buybackon theassumptionthat it wasa

3. Tobeallowedtoconducttherepurchase,Bolivia hadtonegotiatewith itscommercial
bank lendersfor an amendmentto its 1981 and 1983 reschedulingagreements.(The
standardcontractbetweenadevelopingcountryanditsbankcreditorsprohibitsthedeb4zor
from repurchasingits owndebtat discount.)An agreementwas reachedwith thebanks’
reschedulingcommitteeon February17, 1987,andmadefinal that July. Creditorbanks
agreedto allow aone-timerepurchaseprovidedthatall banksiwer’~ offert~dthesamedeal
andthateachbankhadtherightto rejecttherepurchaseoffer for all orpartofits debt.

4. Actually~of the$308million in debtrepurchasedby the~olivians,$268million was
soldfor cashand$40million was soldfor local-currencybondsthatcan beusedto invest
in Bolivia. SeePeterTruell, “Bolivia Buys Back Nearly Half Its Debt to Banks at a
Fractionof the FaceValue,” WallStreetJournal,March 18, 1988,p. 16.
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straightmarkettransactioninvolvingno specialconcessions.The pos-
sibility of a repurchasewas first discussedshortly after the banks
completedtheSeptember1986Mexicandebtrestructuring.At thattime,
Bolivia’s privatebankdebttradedat6 centson thedollar,andthetotal
marketvalueof the$670 million it owedbankswas$40.2 million. After
theMarch 1988debtrepurchase,its $362million in remainingdebtwas
sellingat 11 centson thedollar. Total marketvalue:$39.8 million. The
$400,000marginaldebt reductionwas a mere 1.2 percentof the $34
million buybackcost.This calculation,whichmustbequalifiedbecause
ofthethinnessoftheBoliviandebtmarket,5suggeststhattherepurchase
did little to easeBolivia’s debtburden.Eventhoughthefacevalue of
debtwasalmosthalved,thetotalmarketvalueofdebtfell only 1 percent.

If thetotalmarketvalueofBolivia’s debtwasonly $40million before
theannouncementof the repurchaseplan,why did it costBolivia $34
million to buy backlessthanhalf thefacevalueof its debt?Themost
naturalexplanationis that creditorbanksrecognizedthat thevalueof
their remainingclaims on Bolivia would go up after the repurchase;
fewercreditorswould remainto divide upmoreor lessthesamestream
of payments.To induceanycreditorto tenderits holdings,Bolivia had
to offer theexpectedpost-repurchasepriceof 11 cents.Evenif selling
creditorshadbeenwilling to accepttheoldpriceof6 centsonthedollar,
or$18.5million total,thebenefitto Boliviaofthemarginaldebtreduction
would still havebeenonly $400,000.

It is possiblethatsomethingelsemadethepriceof Bolivia’s debtgo
up betweenSeptember1986 and March 1988. For example,Bolivia
endedaseverehyperinflationin early 1986, andtheBolivianeconomy
resumedgrowth in 1987 aftera six-yearslump. But not all of Bolivia’s
economicnewshasbeensogood. Thepricesof majorexportssuchas
tin andcocaleaveshavedroppedsharplysince1985.And Argentinafirst
rescheduledandthendefaultedon its $500 million debtto Bolivia for

5. For example,while SalomonBrothers’bid price for Bolivian debtwas 6 centson
the dollar, their askpricewas 8 cents.Furthermore,while sometradesin Bolivian debt
includedarrearages,in somecasesthearrearagesweretradedseparatelyfor apennyper
dollar of debtprincipal.Therefore,it maybe fairerto say thatBolivia’s debtwas worth
between6 and9centsinSeptember1986.On theotherhand,aweightedportfolio ofother
highly indebtedcountries’debtearnedalargenegativereturnbetweenSeptember1986
andMarch 1988,while our calculationsimplicitly assumethat Bolivia’s creditorswould
haveearneda return of zero in comparableother assets.We thankManuel Mieja. of
Merrill Lynch, Bolivia’s investmentbanker,for providingthedatausedin this note.
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Table 2. SecondaryMarket Bid Prices of Fifteen Highly Indebted Countries

Cents per dollar

Country
August 18,

1986a
February20,

1987b
July 13,

1987c
April 4,
1988d

Argentina
Bolivia
Brazil
Chile
Colombia

66.5
6.0

74.0
66.0
84.0

65.0
9.0

69.0
68.0
86.0

47.0
10.0
57.0
68.0
81.0

28.0
11.0
49.5
58.0
65.0

Ecuador
Ivory Coast
Mexico

65.0
75.0
57.0

64.0
77.0
57.0

45.0
60.0
54.0

31.5
30.0
51.0

Morocco
Nigeria

70.0
50.0

69.0
36.0

65.5
28.0

50.0
28.5

Peru
Philippines
Uruguay
Venezuela
Yugoslavia

20.0
66.0
63.0
74.0
79.0

18.0
70.5
71.0
75.0
78.0

11.0
68.0
70.0
69.0
73.0

6.0
51.0
59.5
54.2
46.5

Source:Salomon Brothers,Inc., ‘lndicative Pricesfor LessDevelopedCountry Bank Loans,” various dates.
Pricesare Centsper dollar of government guaranteed debt.

a. September—October 1986: buyback negotiations begin.
b. February 17, 1987: executed copy of amendment to bank loans signed by Bolivia and Bank of America as

coordinating agent.
c. July 1987: final agreement is signed with bank creditors.
d. March 1988: buyback is executed.

naturalgas.6Perhapsthemostcompellingevidencethatthe risein the
priceof Bolivian debtwasattributableto therepurchaseis presentedin
table 2. As thetabledemonstrates,thesecondarymarketpricesof the
debtsof all theother14 heavilyindebtedcountriesfell betweenSeptem-
ber 1986 and April 1988. ExcludingBolivia, secondarymarket debt
pricesfell anaverage(weightedby amountoutstanding)of30percent.7

The drawbacksof debt repurchaseswithout concessionsare clear
enough.Whatofanypossiblebenefits?Onecommonlyarguedbenefitis

6. See “Pauper Losses,”Economist (August27, 1988),p. 69.
7. John Williamson has offered an alternative explanation of our dataon theBolivian

pricerise.HearguesthatthesecondarymarketpricesforLDC debtshouldbeinterpreted
asreflecting thebeliefsof themostpessimisticbanksandthattheyunderstatethe debt’s
truevalue.The buybackcausedthepriceof Bolivian debtto rise,hecontends,becauseit
eliminatedthe mostpessimisticbanks.SeeWilliamson, VoluntaryApproachesto Debt
Relief, p. 21. If, for example,acountry’sdebtis “really” worth 60 cents,but for some
reasonno marketparticipantis willing to pay morethan25 cents,thenit mightpossibly
(thoughnotnecessarily)beworthwhilefor thecountrytotakeadvanta of4ris“bargain.”
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thatadebtbuybackreduces“debt overhang.”Debtorsanticipatethat
when their output rises, creditors will be able to bargainfor higher
repayments,up to thepointoffull repayment.Thusthedebtburdencan
beadisincentiveto investment.Since“debtoverhang”cannotbemore
costly to acountrythanfull debtrepayment,asapercentageof GNPit
is likely to bevery small.Forexample,full interestservicingofBolivia’s
entire$670million debtto privatecreditorswould havecostlessthana
week’sincomeperyear.Nevertheless,relativeto the $34million paid
for thebuyback,thedebtoverhangmightbeimportant.

Had theBolivian debt sold at facevalue after the repurchase,one
mightplausiblyhavearguedthatthebuybackeliminatedthisdisincentive
andtherebyengenderedlargeefficiency benefits. However,sincethe
secondarymarketpriceroseonly from 6 centsto 11 cents,andsincethe
disincentiveremainsuntil the debt is fully paid off, it is difficult to
imaginethattheefficiencygainsfrom thebuybackwerelarge.8

Anotherpossibility is that theBoliviansandtheirbenefactorscould
havehadinsideinformationthatthevalueof thedebttheyretiredatthe
marginwasmorethanthe$34 million theypaid,eventhoughthemarket
valuedthis marginalreductionat only $400,000.Given thatthemarket
priceof Boliviandebtstill standsatroughly 11 centson thedollarmany
monthsafter the repurchase,onemust concludethat any suchinside
informationhasnot yetbecomepublic.

Viewed in isolation, the Bolivian buybackappearsto havebeena
giveawayto creditors.However,thebuybackcanbefully justified if it
was partof a largerdealin whichBolivia benefitedon net. As Jeffrey
Sachshas emphasized,“Bolivia wasgrantedan IMF programdespite

thefact ofgrowing arrears on its commercialbank debtsand despite
thefact therewasnosettlementinsightbetweenthebanksandRolivia.“~

Bolivia’s 1986InternationalMonetaryFundprogramdid indeedmark
thefirst instancein whichacountryreceivedan IMF packagewithout
coming to terms with its private creditors.Bolivia similarly received
significantnew fundingfrom theWorld Bank.The 1988 buybackmay

8. Evenif thedebtoverhangeffect is large,abuybackmay still not be thebestuseof
acountry’sresources.It maywellbebetterto spendthemoneyon domesticinvestment.
SeeJeremyBulow and KennethRogoff, “SovereignDebt Repurchases:No Curefor
Overhang”(StanfordUniversity, October1988).

9. JeffreyD. Sachs,“New Approachesto theLatin AmericanDebtCrisis” (Harvard
University,September1988).Emphasisin original.
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havebeendirectly linked to the IMF andWorld Bank packagesif, for
example,Bolivia promisedto spendmoney on a repurchasein lieu of
makingsignificantinterestpaymentsto its privatecreditors.Viewedin
context, then,thebuybackmay havebeenanecessaryconcessionby
Bolivia for whichit receivedmorethanadequatecompensationfrom its
official creditors.

Anotherpossibility, suggestedby someof Bolivia’s advisers,is that
while in form eachbank’sparticipationin thebuybackwasoptional,in
substancetheBoliviansstruckadealin whichall cre.ditor-swill-participate
equally.Theseadviserscontendthatthereis animplicit agreementthat
therestof Bolivia’s debtwill beretiredat apriceverycloseto 11 cents.
If so, therepurchasewouldbeexemptfrom ourcriticism, whichapplies
only to voluntaryparticipationplans.

Our main interesthere is not in whetherBolivia was adequately
compensatedfor its buyback,althoughwe certainlyhopeit was.And
we mostdefinitelydo not intendto criticizetheBolivian government’s
overall post-1984economicpolicy, whichhasbeensuccessfulin many
key dimensions.Thegovernmenthastamedoneofthecentury’sworst
hyperinflations.What we want to emphasizeis that themany highly
indebtedcountriesnow consideringbuybacksanddebt-equityswaps
must make sure they receivesufficient compensationfrom creditors
beforeproceedingwith anysuchplans.

The Calculus of SovereignDebtRepurchases

Thedistinctionbetweentheaverageandmarginalvalueofdebtdoes
not in itself explain why bond repurchasescan be bad for debtor
countries.After all, thesameaverage-marginaldistinctionappliesto
conventionalcorporateborrowerswho sometimesmakebusinessdeci-
sionsto reducedebt.It is theuniquecharacteristicsof sovereigndebt
thatmakebuybacksofdeeplydiscounteddebtanexceptionallybaddeal
for acountry.

Sovereigndebt is not supportedby collateral in the usual sense.
Creditorscannotseizeall of a country’s productiveresourcesin the
eventof a default, asthey canthoseof a domesticcorporation.What
creditorscan do is threatenacountrywith cutoffs of tradecreditsand
with othermeasuresthatwill reducethecountry’s gainsfrom tradein
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goodsandcapitalmarkets.t0Essentially,thecreditors’collateralderives
from their ability to ransomthesegains from tradein exchangefor
repayments.As aconsequence,sovereigndebtrepaymentsarerelated
only tenuouslyto acountry’s availableresources.Foreverydollarthat
atroubleddebtor’sincomerises,creditorsareableto bargainfor only a
fractionofadollar in higherrepayments,andthatfraction is unlikely to
beaffectedsignificantlyby changesin thefacevalue of debtoutstand-

~II In the currentdebt crisis, for example,no country has been
compelledto divert morethan 5 percentof its incometo debtservice
overanyextendedperiod.Bycontrast,ifadomesticcorporationdefaults
on its debt,creditorswill haveaclaimon 100percentofits assets.

As wewill showin ourformalanalysis,thisdifferencecruciallyaffects
thecalculusof sovereigndebtbuybacks.When a corporationspends
resourceson abuyback,it is-usingassetsthat otherwisewould go to
creditorsin theeventof default. Most of theresourcesthat a country
usesfor abuybackwould otherwisego for domesticconsumptionand
investment.

A SIMPLE MODEL OF BUYBACKS: THE EXTREME SOVEREIGN
CASE

We considerthecaseof a small sovereigndebtorwhoseobjectiveis
to maximizetheexpectedvalue ofits consumption.To makebuybacks
look asgood aspossible,we assumethat thecountry’s only marginal
investmentalternativeis to holdreservesfor consumption.Sincein this
casethereareno efficiency coststo a buyback,thesoleissuefor the
countryis whetherthebuybackraisesor lowersthepresentvalue ofits
debt repayments.Allowing for investmentinefficiencies,as in a debt
overhangmodel, only strengthensour case.When the country has

10. An alternativeviewis thatLDCs makerepaymentson theirdebtstopreservetheir
reputationfor repayment,andtherebytheir ability to borrowagainin thefuture. Thusit
maybein anLDC’s interestto paymoreevenif creditorshaveno directability topunish
it. For a critical assessmentof this view, see JeremyBulow and KennethRogoff,
“SovereignDebt: Is to Forgive to Forget?”American Economic Review, vol. 79 (forth-
coming,1989).

11. Foraformalbargaining-theoreticanalysisof LDC debtreschedulings,seeJeremy
Bulow and KennethRogoff, “A ConstantRecontractingModel of SovereignDebt,”
Journal of Political Economy, vol. 97 (forthcoming,1989).
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investmentsthat aresuperiorto holdingreserves,buybackslook less
attractive.12

For simplicity, webeginby analyzingthecasewhererepaymentsare
independentof reserves.’3The countryhasinvestmentsthat returnI,
whereI is anonnegativerandomvariable.Bondholdershaveaclaimof
D thatcomesdueassoonasI is realized.However,themost theycan
forcethecountryto payis qI, where0 < q ~ 1. Themarketvalueof the
debt,v (D), is thengivenby

(1) v(D) = E[min(D, qI)].

We definetheprobabilitythatqIwill belessthanD asF(D), which is the
probabilityofdefault.We assumethatF(D) > 0, sothatthebondstrade
atlessthanfacevalue.’4

An increaseof onedollar in thefacevalueoftotal debtincreasesthe
marketvalueby themarginalvalueofdebt,v’(D) = 1 — F(D); it affects
thereceiptsofcreditorsonly in thosecaseswherethecountrydoesnot
default.The averagevalueof debtis v(D)ID, the total marketvalue of
thecountry’sdebtdividedby totaldebtoutstanding.Theaveragevalue
of debtreflectsnot only thosecasesin which thecountrypaysin full,
butalsowhatcreditorsreceivewhenthecountrypaysbackonly in part.
Therefore,the averagevalue of debtexceedsthe marginalvalue;for
mostofthehighly indebtedcountries,theexcessis likely to begreat.

SupposethatthecountryspendsC dollars to repurchasepart of its
debt.As notedabove,thecountrymustoffer ahighenoughpricesothat
creditorswho sell will beat leastaswell off asthosewho donot. Thus,
in equilibrium C dollars in cashcan beexchangedfor X dollars in the
facevalueofbonds,where

(2) CIX=v(D-X)I(D-X).

Tenderingbondholdersarebeingrepaidat apriceof CIX perdollar of

debtexchanged.Theymustbeindifferentbetweensellingandbeingone

12. Foratechnicalanalysisof themoregeneralcase,seeBulowandRo-goff,“Sovereign
DebtRepurchases:NoCurefor Overhang.”

13. Indeed,by maintainingahigh level of reserves,a debtorcountrycan mitigate the
costsof beingcutofffrom tradecredits, andtherebyimproveits bargainingposition.This
argumentis cogentlystatedin StephenA. O’Connell, “A BargainingTheoryof Interna-
tionalReserves”(University of Pennsylvania,April 1988).

14. If the bondsarecoming due in the future the analysisis identical, but all the
variablesmustbeinterpretedas presentvalues,discountedat theriskiessrate.
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of theremainingD — X bondholders,who areleft splittingaclaim of
v(D-X).

Becausethemarginalvalueofdebtis lessthantheaveragevalue,we
have

(3) v(D -X)I(D -X)>v(D)ID.

Thatis, repurchasespushup thepriceof remainingdebt. Becausethe
repurchaseis a purely financial transactionwith no efficiencygainsor
lossesandbecausethe repurchasemakesbondholdersbetteroff, the
countrymustcomeoutbehind.

Although we havenot takeninto accountthepossiblerisk-sharing
featuresof sovereigndebtcontracts,theywould makethe transaction
still lessappealing.Whenthefacevalue of thedebtorcountry’sdebtis
reduced,thecountrybenefitsonly in verygoodcircumstances,whenits
outputandgainsfrom tradearehigh andwhencreditorshaveenough
bargainingpowerto enforcefull repayment.In badcircumstances,the
countrygainsnothing:it paysno lessthanit would if thefacevalueof
its debtwerehigher.15

BUYBACK5: THE GENERALCASE

Until now we haveassumedthatthemaximumrepaymentscreditors
can extract is qi, where I is thecountry’s investmentincome. Now
supposethat repaymentsare tied to the country’s total disposable
income,so that if thecountry hasR dollars of incomenot devotedto
risky investment,maximumrepaymentswill beq (R + I). Thevariable
R includes both currentconsumptionand reservesheld for future
consumption.Thenthevalueofbondholders’claimsisgivenby

(4) v(D) = E{minIID, q(R + J)]}.

By spendingadollar of reserveson a debtrepurchase,thecountry
canlowerthefacevalueofits debtbyDIv(D), whichis theinverseofthe
marketprice. A onedollar reductionin thefacevalue of thecountry’s
debt lowersits market value by v’(D). Thusa dollar spenton a debt

15. Weareimplicitly assumingthatthecountryis moreriskaversethanitsinternational
lenders.Presumably,internationalinvestorscandiversifyagainst4he.count~y’sproductive
uncertaintyinworld capitalmarkets.
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repurchaselowersfutureexpectedpaymentsby theratioofthemarginal
valueof debt to theaveragevalueofdebt,Dv’(D)Iv(D) < 1. However,
althoughthebenefitof the repurchaseis lessthanonedollar, sotoo is
the truecost. Whena countrydefaults,which occurswith probability
F(D), creditorsin effectpay for a fractionq of the repurchase.Since
F(D) = 1 — v’(D), creditorspay q[l — v’(D)]; thecostto thecountryis
thus

Comparingthecostand benefitrevealsthata small repurchasehurts

asovereigndebtorif

(6) 1 — q[l — v’(D)] > Dv’(D)Iv(D).

Forlargebuybackstheanalysisis somewhatmorecomplex,butexpres-
sion 6, evaluatedat thepost-buybackvaluesof marginaland average
debt,is asufficientconditionfor repurchasesto beunprofitable.

If acountrywerelike acorporation,andall its assetscouldbeseized
in theeventof default,thenq would equalone.’6In thecorporatecase,
expression6 implies thatdebtbuybacksarealwaysgoodfor thedebtor
andbadfor thebondholders.17At theotherextreme,if repaymentsare
independentofreserves,thenbuybacksareneverprofitable.Thisis, of
course,thesimplespecialcaseweanalyzedabove.

Clearly, buybackscan work for debtornations only if q has a
sufficiently high value.We will arguein the nextsectionthat q cannot
possiblybe largeenoughfor anyof today’sdebtorsto makebuybacks
worthwhile.

16. Debt buybackshavebeenanalyzedfor the casewhereq = 1 in two interesting
recentpapers,both written independentlyof this paper.SeeKrugman,“Market-Based
Debt ReductionSchemes,”and KennethA. Froot, “Buybacks, Exit Bonds,and the
Optimality of Debt and Liquidity Relief,” Working Paper2675 (National Bureauof
EconomicResearch,August 1988).Both authorsrestricttheirattentionto theq = 1 case,
which is why their conclusionsregardingthe desirability of sovereigndebtrepurchases
differ sharplyfromours.

17. Our finding that buybacksare always good for the country in the q = I, or
“corporate,”caseisaconsequenceof ourassumptionthattheonly alternative~avestment
is holdingreserves.If thecountryhasrisky investmentopportunities,thenbuybackscan
bebadfor borrowersevenin thecorporatecase.
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Quantifying q

Althoughdirectestimatesof q arenotpossible,someroughbounds
canbeobtainedby lookingat howmuchprivatecreditorshaveactually
beenableto getoutofdebtorcountriessincethedebtcrisisbegan.Table
3 shows,for eachdebtorcountry,thenumberofyearsbetween1980and
1986 in whichnetrepaymentsto privatecreditorsexceeded1 percentof
GNP. Netrepaymentsincludeinterestpaymentsplusprincipal repay-
mentsminusso-callednewmoneyloans.’8Thetablealsogivestheratio
of averagenet repaymentsto GNP andto exportsfor theserelatively
high-paymentyears.Thusevenif onerestrictsattentionto peakrepay-
mentyears,nohighly indebtedcountryhasbeenaveragingpaymentsof
asmuchas5 percentofGNP,or 23 percentofexports.Theserelatively
low numbersindicatethat thecollectionof commercialbankdebtcan
bedifficult evenwhentheentirefacevalueofprivatedebtequalsonly a
few monthsGNP. (This is especiallytrue for less-developeddebtors
suchasBolivia andPeru;seetable 1.)

Ideally, q shouldmeasurehow muchrepaymentsrise with adollar
increasein a country’s net income. If the country’s bestalternative
investmenttobuybacksincreasesGNPandrepaymentsproportionately,
thenthenumbersin thesecondcolumnsuggestanupperboundto q of
0.05. The upper boundon q is higher if one assumesthat marginal
investment increasesthe country’s gains from trade(and therefore
willingnessto pay)by amuchlargerpercentagethanit increasesGNP.
For example,supposerepaymentsareproportionalto exportsandthat
themarginalinvestmentincreasesexportsby onedollarfor everydollar
increasein GNP.Thenqcouldbeashighassomeofthenumbersin the
thirdcolumn—maybe0.15to 0.20.

Armedwith estimatesof q, secondarymarketprices,andthecritical
buybackcondition,expression6, we arenow ableto evaluatewhether
buybacksarelikely to beprofitablefor highly indebtedcountries.Setting
q equal to 0.05, and the market price of debt v(D)I D equal to 0.5,

18. New money loans are funds the banks relend to cover a portion of interest
repayments. The Latin Americans refer to theseas “fresh money” loans; everyone
understands full well that the funds are in fact ratherstale.
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Table 3. Peak Net Repayment-GNPand Net Repayment-ExportRatios,
Fiftee’n Highly Indebted Countries, 1980~~86a

Country

Yearswith
peaknet

repayments
(greater than 1

percentofGNP)
(1)

Averagenet
repayment-

GNP
ratio in peak

paymentyears
(2)

Averagenet
repayment-export

ratio in peak
paymentyears

(3)

Argentina
Bolivia
Brazil
Chile
Colombia

0
0
0
0
0

0.029
0.040
0.018
0.027

. . .

0.224
0.126
0.163
0.091

Ecuador
Ivory Coast
Mexico
Morocco
Nigeria

3
3
3
3
3

0.033
0.047
0.039
0.025
0.020

0.120
0.104
0.200
0.107
0.124

Peru
Philippines
Uruguay
Venezuela
Yugoslavia

1
1
1
1
1

0.018
. . .

0.040
0.042
0.018

0.084

0.136
0.143
0.066

All combined 3 0.021 0.110

Source:world Bank, WorldDebt Tables,1987—1988,vol. 2, count~ Tabtes(world Bank, 1988).
a. Net repayments,or net transfers,equalprincipalrepaymentsplus interestrepayments,minusnew loans.

expression6implies thatbuybackscanbenefitthedebtoronly if v’(D) is
greaterthan0.487.Whatdoesthismean?If expectedrepaymentsare50
centson thedollar,andtheprobabilityof full repaymentv’(D) is 0.487,
thedebtoris effectivelyexpectedto repayeitherin full ornotatall. This
seemswholly inconsistentwith the consensusexpectationthat the
debtorswill repaysomebut not all of their borrowings.This calcula-
tion is essentiallythesameusing anyof thesecondarymarketpricesin
table 1.

Wearenot suggestingthattheselow valuesofq imply thattheburden
of thesedebtsis minor. Net repaymentsof severalpercentof GNPare
clearlypainfulfor manyLatin Americandebtors.A low valueof q does
imply that thesecountrieshavebetterusesfor theirmoneythanbuy-
backs.

One can condemnbuybacksevenwith much higher valuesof q.

688
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Supposeq hasanunrealisticallyhighvalueof 1/3: noneofthe 15 debtor
countrieshas madepaymentsof asmuchas a third of exportsin any
singleyearin thisdecade.19 Thenif v(D)ID equals0.5, v’(D) would have
to begreaterthanorequalto 0.4.This is still implausiblycloseto theall
or nothingcase.It is worth repeatingthat thecaseagainstbuybacks
becomesstill strongerif theoverhangofforeigndebtreducesinvestment
in thedebtorcountries.

So far we haveassumedthat thecountry’s only debtis bankdebt.
Whatifborrowingsfrom official creditors,includingmultilaterallending
organizationsandindividual foreign governmentsandtheir agencies,,
areconsideredasanotherclassofobligations?Ifweassumethatprivate
debtisD andofficial debtis G, thenexpression6mustberewrittenas

(7) 1 — q[1 — v’(D + G)] > v’(D + G)IP,

whereP is themarketpriceof the debtto be repurchased.Note that
v’(D + G) is theprobability of all debtbeing repaid, including both
public andprivate.

Applying expression7 requiresreestimatingq to includenet repay-
mentsto official creditors,acalculationthatsuggestsastill lower value
of q. As table 4 shows,official creditorshavenot receivednet repay-
ments,or net transfers,on most debt owed by the highly indebted
countries.Onthecontrary,between1983 and1986, official multilateral
creditorslentthem$1.39for everydollartheyrepaid.Thatexplainswhy
suchloanshavegoodrepaymentrecords.

Thesenumbersdo notsquarewith theofficial view thatobligations
to the IMF and the World Bank are seniorclaims. If anything, it is
probablymore appropriateto think of a debtorcountry’s outstanding
World BankandIMF debtsasameasureofpastforeignaid from those
agencies.

Debt-Equity Swaps

Our analysisof debt repurchasescan be directly applied to debt-

equityswaps,whichhavebeenwidely publicizedandarebeingusedon
19. See World Bank, World Debt Tables:ExternalDebt ofDevelopingCountries,

1987—1988(World Bank, 1988).
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Table 4. Capital Flows from Highly Indebted Countries, by Type of Creditor, 1983—86
Billions of dollars, exceptwherenoted

Item

Official

PrivateMultilateral Bilateral

1. Interestpayments
2. Principalrepayments
3. Total payments

9,535
9,597

19,132

6,495
10,652
17,148

78,059
32,586

110,645

4. Less: Newmoney loans
5. Net transfers from highly

indebted countries

~74

—7,242 1,215 47,845

6. Newmoneyas percentageof
total payments(4 3) 139 93 57

Source:World Bank, World DebtTables,First Supplement,pp. 30—31.

agrowingscaleby manyof themajor debtors.20In adebt-equityswap,
a countryagreesto exchangelocal currencyfor bank debt,with the
stipulationthatthecurrencybeusedfor directforeigninvestmentin the
debtorcountry.Typically, abanksells its debtin thesecondarymarket
to aforeigncompanythatconductstheswapandacquiresthephysical
investmentplant in thedebtorcountry.

Much of thecontroversysurroundingdebt-equityswapsstemsfrom
concernthat debtorcountriesarepayingwell abovesecondarymarket
pricesto repurchasedebt.Forexample,in early1988,Brazilwaspaying
73 centsworth of cruzadosfor eachdollar faceamountof debt. Since
thedebthasamarketvalueof50 cents,thecountryappearsto beleaving
23 cents“on the table.” But this concernis misplaced:thedebtorhas
manywaysto recapturethesurplus.Thediscountsareofteninflatedby
theuseof official exchangerates.Also, importantexplicit restrictions
aretypically imposedon equity obtainedthroughdebt-equityswaps.

20. Among the countriesthat haveinitiated debt-equityswap programsare Brazil,
Chile,CostaRica,Ecuador,Mexico, thePhilippines,andVenezuela.Fromthebeginning
of 1984 throughSeptember1987,suchcountriesconvertedinto equity roughly $6 billion
in bankdebt, or 3 percentof the group’stotal bankdebt; seeKlaus P. Regling, “New
FinancingApproachesin the Debt Strategy,”FinanceandDevelopment(March 1988).
pp. 6—9; and Michael Blackwell and Simon Nocera, “The Impact of Debt to Equity
Conversion,”FinanceandDevelopment(June1988).Debt-equityconversionsarepro-
ceedingevenfasterduring1988.Roughly$20billion ofLatin America’s$350billion bank
debtis undergoingdebtreductionprogramsthis year, involving primarily debt-equity
swaps;seeTruell, “Banks,Latin AmericanNationsAre Fedup with Debt.”
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Forexample,theinvestoris usuallyexplicitly prohibitedfrom repatriat-
ing anyearningsfor anextendedperiod,andis oftenrequiredto invest
in certainindustriesor in certainregionsofthecountry.2’

Thereal problemwith debt-equityswapsis that they are neverthe
bestwayfor adebtorcountryto attractdirectforeign investment.Any
debt-equityswapcanbebrokeninto twocomponents.First, acompany
buyssomeof acountry’sbankdebton thesecondarymarket.Second,
it takesthe debtandtradesit for physicalassetsin thecountry. This
combinationof transactionsis exactlyequivalentto thefollowing alter-
nativesetoftransactions.First, thecountrysellsassetsto thecompany
for cashthroughaconventionalprogramof direct investment.Second,
thecountryusesthe moneyto retire debt at its averagevalue.22The
secondtransactionis definitelyunattractivefor thedebtor,andit does
notneedto undertakethesecondtransactionto undertakethefirst. The
outcomein bothcasesis thesame.A debt-equityswapis simplythesum
of aconventionaldirectforeigninvestmentandamarginalpurchaseof
debtat averagedebtprices.The secondtransactionis unprofitablefor
thecountry.Therefore,conventionaldirect foreign investmentdomi-
natesdebt-equityswaps.

“DEBT FOR DO-GOOD” SWAPS

An interestingapplicationof our debt-equityswapprinciple is the
recent“debt for nature” and“debt for development”swaps.Conser-
vationgroupshaverepurchasedthedeeplydiscounteddebtofcountries
suchasBolivia andthePhilippines,andhaveswappedit for promisesof
naturepreservationprograms.Nigeriawas ableto retire somedebtin
return for undertakingmore family planning projects. While these
projectsthemselvesaredesirable,thelogic of theabovediscussionstill
applies.The countrieswould gainmoreif theywerepaid in cashrather
thanin bondsof equalmarketvalue. Of course,thesamelogic applies
to the “debtfor do-bad”swapoffer of theColombiandruglords to buy
backtheircountry’sdebtin returnfor immunityfrom prosecution.

21. See Paul Kling, ed., “Global Debt: The Equity Solution,” Euromoney and
Corporate Finance (Supplement, January 1988).

22. Both the countryand the companywill paythe samesecondarymarketprice,
providedthat whenthe companyis the buyer,investorsanticipatethat the debtwill be
retiredby adebt-equityswap.
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BUYBACKSANDDEBT-EQUITY SWAPSAS PART OF LARGER

PLANS

Whereasdebtor countriesshouldnot actively seekto makedebt-
equityswaps,it canmakesensefor themto agreeto suchswapsin return
for concessionsby creditors.Some(thoughfar from all) of themajor
playersin the debt negotiationsseemwell awareof this point. For
example,thedebtrestructuringplanproposedby PresidentAlfonsin of
Argentina specifically offers debt-equityswapsand macroeconomic
restructuringsasconcessionsto creditors.In return,theAlfonsin plan
callsfor reducedintereston existingloans andfor newloans thatwill
exceedtherevisedinterestpayments.23In its current(November1988)
debtrescheduling,“Argentinenegotiatorsin NewYorkareresistingthe
demandsoftheirmajorcreditorbanks,whichwantthecountrytoaccept
largeprovisionsfor debt-equityswaps . . . aspartof aprospectivedebt
settlement.’‘24

JohnReed,chairmanofCiticorp,hasbeenastrongsupporterofdebt-
equityswapsasapreferredmeansfor countriesto dealwith theirdebt
problems.He hasnotsuggestedanycompensatingconcessionsfrom the
banks,apositionfully consistentwith hisbeliefthatthedebtorcountries’
long-run bestinterest is to pay more.25Similarly, Horst Schulman,
managingdirectorofthe Instituteof InternationalFinance,a lobbying
group representing183 banksfrom 38 nations,has singled out debt-
equityswapsasthe“most satisfactoryoftheseschemesto date.”26

Someimportantpotential benefactorsof thedebtor countriesmay
alsobe awareof theseissues.The Miyazawaplan, first proposedby
Japanat theTorontoeconomicsummitin June1988,implicitly attempts
to finessethe marginal-averageproblem.27Miyazawa would require

23. See “Debt Plan Scorecard,” in International Economy (July—August 1988),pp.
104—05.

24. See Peter Truell, “Brazil Completes Debt Pact with Banks;ArgentinaResisting
Creditors’ Demands,” WallStreetJournal,November 3,1988.

25. See Eric N. Berg, “U.S. BanksSwapLatin Debt,” New York Times, September
11, 1986; and Peter Truell, “Citicorp’s ReedTakesFirm Stanceon Third-World Debt,”
Wall Street Journal, February4,1987.

26. SeeTruell, “Banks,LatinAmericanNationsAre Fedup with Debt.”
27. See“Any Interestfrom Debtors?”Economist (August 6, 1988),pp. 62—63; and
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countriesto submit to IMF conditionality programsandusecashfrom
reservesandsalesof foreign assetsto securitizepartof their loans.In
return,official creditorswould increasetheir lendingandbankswould
berequiredto lower or possiblyevenforgive interestpaymentson the
debtfor upto five years.

Thesecuritizationessentiallyamountsto repurchasingsomedebtat
par—andthereforeprovidesasubstantialbenefitto creditors.However,
by cappingdebtorcountries’netoutflowsbelowrecentlevels,theplan
circumventsthemarginal-averageproblemby providing benefitseven
to countriesthat may not endup repayingtheir entiredebt. Thus the
plan avoids the pitfalls of voluntary buybacksthat benefit creditors
without requiringthemto makeanyconcessions.

Buybackswith SeniorDebt: the Mexican Repurchase

If countriescould pay marginalinsteadof averagedebt value for
repurchases,then,asexpression6 shows,abuybackwouldbeat leasta
fair deal for a countryevenin theextremecasewhererepaymentsare
independentof reserves.Are thereanyfinancial engineeringgimmicks
acountrycanuseto paylessfor repurchases?Theanswerwouldbeyes,
were it only possibleto enrich theseniority structureof the debtor’s
obligations. The February 1988 Mexican repurchaseillustrates the
generalissues.

Mexico’splanwasto issue$10billion in newbonds,andthenauction
off thebondsfor bankdebt.Thebondswereto bepartially collateralized
by U.S.Treasurybonds,whichMexico would purchaseoutof its own
reserves.Also, Mexico impliedthatthenewbondswould betreatedas
seniorto existingbankdebt.Thus,Mexico’s planwasreally apackage
dealwith two components.OnecomponentinvolvedtheuseofMexican
reservesto buy backdebts,therebybenefitingthebanks.The second
componentinvolvedtaking seniority rights,originally held equallyby
all debtholders,andgiving them to creditorswilling to reducetheface
valueof their claims,with thereductionin outstandingdebtbenefiting

WalterS. Mossberg,‘JapaneseProposalon Third World Debt Disturbs the Peaceat
EconomicSummit,” WallStreetJournal,June21,1988.



694 BrookingsPapersonEconomicActivity,2 :1988

thecountry.Beforeevaluatingtheoutcomeof theMexicandeal,wefirst
considerthetheoryunderlyingthis typeofexchange.

CREATING A NEW CLASS OF SENIOR DEBT: THE ANALYTICS

Again assumethat a countryhas a debt with face valueof D and
market value of v(D). For simplicity, assumethat repaymentsare
independentofreserves.Thecountrywishesto exchangesomecashC
andsomenewfirst priority bondswith facevalueN for oldbondswith a
largerfacevalue,X. Onnet, thefacevalueofthecountry’sdebtwill be
reducedby X — N. Assumingthatthecountryis unwilling to paymore
than the marginalvalue of debt to extinguishits obligations,and that
creditorswill agreeto anyschemeaslongasthey“comeout whole”—
that is, no creditor is made worse off, including thosethat do not
participatein the swap—whatset of transactionsis availableto the
country?

First, if bondholderswhoexchangetheirdebtareto breakeven,then

(8) [C + v(N)]IX = v(D)ID.

Thatis, thebondholderswhoparticipatein theexchangewill give up
Xbondsfor cashworth Candfirst priority bondsworthv(N). Thevalue
they receiveperbondmustbeequalto thepre-exchangebondpriceof
v(D)ID.

Second,bondholderswhodonotexchangetheirdebtmustalsobreak
even:

(9) IIv(D + N — X) — vCN)]/(D — X) = v(D)ID.

The left-handside of equation9 representsthe total value of junior
bondholders’claimsaftertheexchange,dividedby thenumberofjunior
(unexchanged)bonds.

If the value of marginal debt, v’(D), is strictly decreasing,then
choosinganyoneofC, N, andXuniquelydeterminestheothertwo. But
evenif not,thereis auniquerelationbetweenC andtheamountofdebt
extinguished,X — N, which comes from the assumptionthat no
bondholderis madeworseoff:

(10) C=v(D)—v(D+N—X).

Equation10 confirms that becauseall bondholdersarecoming out
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exactlyeven,thecountryis managingto payexactlythemarginalvalue
of debtin therepurchase.

However,thereis a limit to how largearepurchasecanbeexecuted
in this fashion. It is easyto show in solving equations8 and 9 that
d(X — N)IdX ~ 0forX ~ D. Thus thelargestpossiblenetreductionwill
occurwhenX = D; that is, whenall bondholdersopt to exchange.

Takingthe limit of equation9 asX goesto D yields

(11) v’(N) = v(D)ID.

Thus thelargestfeasiblevoluntaryexchangeoffer will reducedebtby
justenoughsothatthepost-exchangevalueofmarginaldebtequalsthe
pre-exchangevalueofaveragedebt.Largerexchangesarepossibleonly
if thecountryis willing to pay morethan the reductionin themarket
valueofits debt.

THE MEXICAN EXPERIENCE

Mexico’s original goalwas to reduceits debt roughly $10 billion in
returnfor anexpenditureof roughly$1.8billion in reserves(thecostof
purchasingtheU.S.Treasurybondcollateral).However,althoughthe
planwas heraldedby someexperts,it was greetedskepticallyby the
market.28As table 5 shows,theMexicansmanagedto reducetheirdebt
only $1.38billion atacostin reservesof$480million. Thedealachieved
only aboutaseventhof its goal in debt reductionat twice thedesired
priceperdollar.

Why did thedealflop? The key reasonappearsto be that investors
did notbelieveMexico’s promiseto treatthenewbondsassenior.The
seniorityproblemis afundamentalonein sovereigndebtcontractsand
not peculiarto theMexicanrepurchase.In thecaseof corporatedebt,
seniorcreditorsultimately havethe threatof liquidating the firm and
claimingfirst rightsto theproceeds.Thisprotectsthemfrom beingasked
to makeconcessionsin re~chedulingnegotiations.In the ijiternational
context,seniorcreditorshaveno similaroption.Themostany groupof
creditorscanthreatento do in theeventof nonrepaymentis to interfere
with thecountry’stradein the internationalgoodsmarketsandcapital
marketsandto lobby their homegovernmentsfor further assistance.

28. For afavorableassessmentof the plan, see JeffreyD. Sachs,“Mexico Plana
ModelforOtherDebtors,”Wall Street Journal, January19, 1988.
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Table 5. The Mexican Debt Repurchase

Billions of dollars, exceptwhere noted

Components of repurchase Amount

1. Loansretiredthroughswap 3.67

2. Less: Newly issuedbonds 2.56
3. Less: Adjustmentfor increasedinterestrateon bonds 0.21
4. Add: Portionguaranteedby U.S. securities 0.48

5. Equals: Reductionin Mexican-guaranteeddebt 1.38
6. Expenditureof Mexicanreservesfor U.S. securities 0.48

7. Expenditureas fraction of debt reduction(6 + 5) 0.35

8. Marketvalueof retireddebta 1.87
9. Marketvalueof new Mexican-guaranteedcomponent(8 — 4) 1.39

10. Value of Mexicancomponentdiscountedat riskless rate(LIBOR) 2.50
11. Priceof Mexicancomponentas fraction of riskiessprice (9 + 10) 0.56

Source:JeffreyD. Sachs,“Mexico Plana Model for OtherDebtors,” Wall StreetJournal,January19, 1988.
a. Secondarymarket bid price of 52 Cents per dollar of governmentguaranteeddebt times $3.67 billion debt

retired.

Supposefirst that junior creditors are allowed to impose the same
sanctionsas seniorcreditors.Then, if seniorcreditorsare everbeing
paid more thanjunior creditors, thejunior creditorscan threatento
invoke sanctions.Oncethe sanctionsareinvoked, thedebtorcountry
mightjust aswell stoppaymentson theseniordebt.Soseniorcreditors
would not really haveany bargainingadvantageoverjunior creditors.
At the oppositeextreme, supposejunior creditors haveno legal or
political rights to imposesanctions.Thenthecountrywill pay nothing
on thejunior loansandtheywill beworthless.While theoreticallyit may
bepossibleto createasizablequantityof seniordebtwithoutstripping
junior loansoftheir rights entirely,suchcontractshavenotyetbecome
prominentin internationalmarkets.

Our calculationsin table5 indicatethatthemarketfelt that thenew
seniorbondswere worth more, but only a little more, than Mexican
bankdebt.Giventhatsofewbondswereactuallyissued,thebondsmay
well be ignoredin future reschedulingsandthusturnout to be agood
dealfor theirbuyers.Butif suchbondseverbecomeasignificantfraction
of outstandingdebts,therewill be greatpressurefrom thecountryand
thebankstopushthebondholdersinto renegotiations.Duringthe1930s,
virtually all sovereigndebtwasbonddebt,but thatdid notstopawave
of defaultsandreschedulingagreements.29

29. Thenegotiationsbetweendebtorsandforeignbondholderscon nittei~sinAhe1930s-
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THE EFFICACY OF MEXICAN-STYLE DEBT PLANS

If newbondscannotbemadesenior,thenaplansuchastheMexican
exchangebecomessimply acombinationof two transactions:amean-
inglessswapofoldMexican-guaranteedpaperfor identicalnewMexican-
guaranteedpaperandanadditionalswapof someold Mexicanpaperfor
cash.30Theeffectfor Mexicois exactlythesameasif it usedits reserves
to makea straightdebt repurchase.That is, it is somethingthey can
benefit from only if their creditors adequatelycompensatethem for
doingit.

Conclusion

Highly indebtedcountriesshouldnot rush to spendtheir resources
on debt repurchases.In a buyback,marginal debt is repurchasedat
averagedebtprices.Furthermore,becausethefraction of acountry’s
resourcesthat can be extractedin theevent of a default is relatively
small, abuybackis a muchlessattractivetransactionfor asovereign
than for a domesticborrower. Buybackscan be justified only if the
countrynegotiatessubstantialconcessionsor compensationfor under-
taking the repurchase.Debt-equityswaps,whicharesimply combina-
tionsof directforeign investmentanddebt repurchases,arebadfor the
samereasonasbuybacks.

If countriescould issuenewclassesof debt that themarket would
acceptasseniorto existingdebt,thenbuybacksmightbeareasonable
use of a debtor country’s scarceresources.However, as Mexico’s
experienceshows,themarketisunlikely to view suchsenioritypromises
ascredible.

werein manyrespectssimilartotoday’sreschedulingnegotiations;-seeEdwinM. Borchard
andW. H. Wynne,State Insolvency and Foreign Bondholders,volumeH(YaleUniversity
Press,1951);andBarry EichengreenandRichardPortes,“Settling Defaultsin theEraof
BondFinance,”DiscussionPaper272(Centrefor EconomicPolicy Research,September
1988).

30. Thereis scopefor abreak-evendebtreductiondealevenif the new bondscanbe
given only limited seniority. However, using an analysissimilar to that employedin
derivingequation10, onecan easilyshowthatthecountrycannotreduceits totaldebtas
muchwith limited seniorityaswith absoluteseniority.
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Obviously, in negotiatingwith creditors, it is better for a debtor
countryto agreeto buy backdebtat 30 centson thedollar thanto use
thesameresourcesto payinterest,whichamountsto buyingbackdebt
at face value. Countries should recognize,however, that diverting
resourcesfrom consumptionandinvestmentandinto debt reduction
representsaconcessionto creditors.

Not all debt restructuringplans are bad for debtor countries.In
particular,large-scalenegotiationsbetweendebtorsandcreditorsmay
well yield benefitsto bothsides.But it is inadvisablefor countriesto try
to buy out someof theircreditorsunilaterallythroughvoluntaryswaps
andbuybacks.


