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Abstract

When Less Developed Countries (LDCs) announce debt relief agreements under the Brady Plan,

their stock markets appreciate by an average of 60 percent in real dollar terms—a $42 billion

increase in shareholder value. In contrast, there is no significant stock market increase for a

control group of LDCs that do not sign Brady agreements. The results persist after controlling

for IMF programs, trade liberalizations, capital account liberalizations, and privatization

programs. The stock market appreciations successfully forecast higher future net resource

transfers, investment and growth. Creditors also benefit from the Brady Plan. Controlling for

other factors, stock prices of US commercial banks with significant LDC loan exposure rise by

35 percent—a $13 billion increase in shareholder value. The results suggest that debt relief can

generate large efficiency gains when the borrower suffers from debt overhang.



Introduction

Bono and Jesse Helms want debt relief for the world’s less-developed countries (LDCs).

The Pope and 17 million people are behind them. At a June 1999 meeting of G8 leaders in

Cologne, Germany the lead singer of the rock band U2 presented Chancellor Gerhard Schroeder

with 17 million signatures in support of the Jubilee 2000 Debt Relief Initiative. In November

1998, Pope John Paul II issued a Papal Bull calling on the wealthy nations to relieve the debts of

developing nations in order to “remove the shadow of death.”

Opponents of debt relief occupy less hallowed ground but are no less zealous about their

cause, citing at least two reasons why the debt relief campaign is misguided. First, debt relief

alone cannot solve the problem of third-world debt. Even if all debt were forgiven, it will

accumulate again if income does not grow faster than expenditure (O’Neill, 2002). Second, debt

relief can create perverse incentives for debtor countries. By relaxing budget constraints, debt

relief may permit governments to prolong wasteful economic policies (Easterly, 2001a).

Do the benefits of debt relief outweigh the costs? Or is it a welfare-reducing market

intervention? The stock market provides a natural place to search for answers. Changes in stock

prices reflect both revised expectations about future corporate profits and the discount rate at

which those profits are capitalized. Consequently, the stock market response to the

announcement of a debt relief program collapses the entire expected future stream of debt relief

costs and benefits into a single summary statistic: the expected net benefit (current and future) of

the program.



government to persist with wasteful policies, economic growth and corporate profits may be

reduced impacting stock prices adversely. Second, countries that do not honor their debts may

incur costs in the form of trade sanctions, which may also hurt growth and profits (Bulow and

Rogoff, 1989a). Third, debt relief may damage the debtor’s reputation for repayment and raise

its future cost of borrowing in international capital markets (Eaton and Gersovitz, 1981).

But, the reputation argument is valid only under assumptions that may not be plausible

for LDCs (Bulow and Rogoff, 1989b). Furthermore, both borrower and lenders can benefit from

debt relief when the borrower suffers from debt overhang. If each creditor would agree to

forgive some of its claims, then the debtor would be better able to service the debt owed to each

creditor. Consequently, the expected value of all creditors’ claims would rise (Krugman, 1988;

Sachs, 1989). Forgiveness will not happen without coordination, however, because any

individual creditor would prefer to have a free ride, maintaining the full value of its claims while

others write off some debt.

By forcing all creditors to accept some losses, debt relief can solve the collective action

problem and pave the way for profitable new lending (Cline, 1995). By relaxing the

intertemporal budget constraint, the new capital inflow may reduce the discount rate in the

debtor country. To the extent that the country suffers from a “debt overhang” caused by the

collective action problem, debt relief increases the incentive to undertake efficient investments.

In turn, these investments may raise expected future growth rates and cash flows (Froot,

Scharfstein, and Stein, 1989; Krugman, 1989; Myers, 1977; Sachs, 1989).



preceding the official announcement of its Brady deal, the average country’s stock market

appreciated by 60 percent in anticipation of the event. Stated in dollar terms, the market

capitalization of debtor country stock markets rose by a total of 42 billion dollars.

Nor were the wealth gains from debt relief simply a wealth transfer to the debtor nations

from western commercial banks. Figure 2 shows that the stock prices of the 11 major U.S.

commercial banks with large LDC loan exposure increased by an average of 35 percent—a 13.3

billion dollar increase in market capitalization. Adding the LDCs’ wealth increase to that of the

banks gives a rough sense of the Brady Plan’s net benefit to society: 55.3 billion dollars.

To be sure, changes in stock market capitalization measure efficiency gains in a very

narrow sense. The stock market welfare metric tells us only whether the benefits to shareholders

outstrip any costs involved. In that narrow sense, the results suggest that debt relief may

generate ex-post efficiency gains. Of course, debt relief may also induce ex-ante contracting
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inefficiencies (Shleifer, 2003). Our analysis provides no evidence on the size of any such costs,

but it is nevertheless important to understand whether debt relief generates ex-post efficiency

gains. To the extent that debt restructurings induce ex-ante efficiency losses, the existence of

some ex-post efficiency gains is a necessary condition for debt relief to be welfare improving.

In addition to the narrowness of our welfare metric, there are many other reasons to be

concerned about using the stock market to evaluate debt relief. One should not look at debtorcountry stock market responses in isolation. If the Brady Plan coincides with a positive global

economic shock that is unrelated to debt relief, then debtor-country stock markets will rise in



the stock market response of the Brady countries with the market response of a similar group of

countries that did not sign Brady deals. Figure 1 shows that a control group of non-signing

LDCs does not experience a significant increase in stock prices. Similarly, Figure 2 shows that

the price increase for U.S. commercial banks is not driven by a common shock; there is no

significant price increase for a control group of U.S. commercial banks that did not have

significant LDC exposure.

Perhaps a greater concern is that anticipated economic reforms drive the price increase in

Figure 1. Countries receive Brady deals in return for committing to World-Bank-IMF-supported

reforms that are designed to increase openness and raise productivity. So, it is possible that stock

prices go up because debt relief signals future reforms. We attempt to distinguish the effects of

debt relief from those of reform by making use of a key historical fact. On October 8, 1985, the

Secretary of the Treasury of the United States, James A. Baker III, announced a plan for dealing

with the Third World Debt Crisis. The Baker Plan called on the debtor countries to undertake

extensive economic reforms—stabilization, trade liberalization, privatization, and greater

openness to foreign direct investment—but deliberately excluded any plans for debt relief. In

contrast, the Brady Plan explicitly called for debt relief in addition to the continuation of the

reforms begun under the Baker Plan four years earlier.

The difference in focus of the two plans implies that the “news” in the Baker

announcement was the official U.S. push for economic reforms while the “news” in the Brady

announcement was the official U.S. push for debt relief. In other words, because economic



relief.

The Baker Plan notwithstanding, it is still important to confirm that markets were not

surprised by the economic reforms enacted around the time of the Brady Plan. Sections IV and

V do just that, and address other concerns about the robustness of our results as well. There,

instead of simply inferring that the Brady agreement did not signal any new information about

economic reforms, we confront the issue directly. We do so by documenting the dates on which

major reforms occurred and testing empirically whether the reforms had any effect on stock

prices. While our tests are not definitive, the stock market increase associated with debt relief

remains economically large and statistically significant in all regression specifications that

include the economic reform variables.

After grappling with concerns about robustness, Section V turns to more primitive issues

of interpretation: Why do stock prices rise? Is this a spurious result? Or, does the stock market

rationally forecast future changes in the fundamentals? If market values rise because debt relief

paves the way for profitable new lending, then the stock market responses should have some

predictive power for future changes in net resource transfers (NRTs). Similarly, if the Brady

Plan alleviated debt overhang we should see more investment and growth. The descriptive

evidence we provide is not definitive, but the stock market responses do help to predict changes

in the NRT, investment, and GDP growth for up to five years following the agreements.



triggered the beginning of the Third-World Debt Crisis. The next five years were marked by

frequent debt restructurings and new-money packages that tried, but failed to resolve the crisis

(James, 1996, Chapter 12).

A second critical point was reached in February of 1987, when Brazil declared a debt

moratorium and suspended all interest payments to its creditors. In response to the Brazilian

moratorium, Citicorp announced a $2.5 billion increase in its loan-loss reserves on May 20,

1987. Shortly after Citicorp’s decision, a number of other banks made similar announcements

and increased their loan-loss reserves as well (Boehmer and Megginson, 1990). From an

accounting perspective, then, May of 1987 appears to be the date when the banks officially

recognized that a significant fraction of their LDC loans were non-performing.

Table I provides a brief summary of the debt restructuring history of the countries that

eventually received a Brady Plan: Argentina, Bolivia, Brazil, Bulgaria, Costa Rica, the

Dominican Republic, Ecuador, Jordan, Mexico, Nigeria, Panama, Peru, the Philippines, Poland,

Uruguay, and Venezuela. Column 2 shows that a large number of restructurings took place in

each country between 1982 and the time of its Brady deal. The sheer number of restructurings

lends credence to the view that these countries were suffering from debt overhang. Column 3

indicates that a number of countries began to restructure their debt prior to Citicorp’s increase in

loan-loss reserves, suggesting that LDC loans may, in fact, have become non-performing prior to

May of 1987. Column 4 gives the date of the last debt restructuring that took place before the

announcement of a country’s Brady deal; only 4 countries did not restructure their debt after



Table 5.3, p. 234). However, the book does not provide announcement dates for Bolivia,
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Nigeria, Panama, Peru and the Philippines . For these five countries we retrieved announcement

dates using the Lexis-Nexis Academic Universe (http://web.lexis-nexis.com/universe).
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We



verified the accuracy of the search by matching the dates obtained from Lexis-Nexis with those

in the Quarterly Economic Reports of the Economist Intelligence Unit (EIU).

IA. What Was Restructured?

The goal of the Brady Plan was to restructure the commercial banks’ loans in such a way

that interest payments would be reduced, principal forgiven and maturities lengthened. The plan

restructured both the public and publicly guaranteed debt claims of the commercial banks.
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The



public debt consisted of commercial banks’ loans to the central government. The publiclyguaranteed debt consisted of loans that were guaranteed by the central government: trade credit;

project finance; and bank loans to regional governments and state-owned enterprises (SOEs).

Table II shows that the majority of the loans were denominated in dollars, reflecting that most of

the debt was held by U.S. Money-Center banks.

Under the Brady Plan, the commercial banks were presented with four options for

restructuring the debt:



(1) Discount Bonds: Issue bonds with the total face value of the debt reduced by

30 to 35 percent and an interest rate of LIBOR plus 13/16; a “bullet” single

payment maturity of 30 years with US Treasury zero-coupon bond collateral on

principal and a rolling guarantee of 12 to 18 months of interest.



(2) Par Bonds: Issue bonds worth the full face value of the debt with an interest

rate of 6 percent and similar maturity and collateralization as the discount bonds.

(3) New Money: Retain the full value of the debt, but issue new loans in the

amount of 25 percent of current exposure over the next three years with at least

half of the new money coming within the first year.

(4) Cash Buybacks: Repurchase of the debt at a specific price.



The options chosen by the banks varied by country. In countries that were lightly indebted,

banks favored the new money option, whereas in heavily indebted countries there was very little

new money. Cash buybacks were limited to small, low-income countries with little bank debt

such as Costa Rica. The discount bond was designed for banks concerned about limiting the risk

of interest rate fluctuations. The par bond was intended for banks located in countries where

regulatory and tax considerations made maintaining full face value preferable (Cline, 1995).

In return for accepting the four-point restructuring menu, the banks received 25 billion

dollars of enhancements—collateral for principal and a rolling fund to cover several interest

payments—in the form of U.S. Treasury Bonds (Cline, 1995, Chapter 5). The debtor countries

paid for the Treasury securities with loans from the International Monetary Fund (IMF) and the

World Bank. Although they needed a member-country-financed capital injection to make these

loans, it is important to remember that the Fund and the Bank "…lent at rates that reflect at least

opportunity cost of Treasury bonds...so that the public sector is not providing concessional

financing. The short answer, then, is that the public-sector enhancements did not cost anything."

(Cline, 1995, p. 265). Of course there may have been transaction costs, but they were probably
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