Rich

with resources,dose to the

United States, with large national markets
and substantial industrial capacity, Latin
America today offers some of the world's
most attractive long-term business opportunities. However, in recent years, Latin
American economies have been
severely buffeted by inflation,
debt problems, recession, and
the dislocations and uncertainty
that inevitably accompany the
fundamental structural changes that
are now underway in the region.
Along with uncertainty, however,
these changes have also created new opportunities for the region's corporations,
investors, and governments. This report
examines one of the most important of these
changes: the increase in the amount of
equity capital that is potentially available to
firms operating in Latin America.
The logical place to begin an examination
of this topic is at the source of the increase in
equity capital.
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A GROWING NUMBER OF EQUITY INVESTORS
The two most important new sources of
equity capital in Latin America are the
commercial banks holding loans to borrowers from the region and international
institutional investors.

Commercial Banks
Behind the growth of banks as equity investors lie three critical developments.
While the "bank advisory committee"
system has been the focal point of the
commercial banks' response to the debt
problem, a number of other market-driven developments have also occurred. The
most important of these have been (1)
the development and growth of a secondary market in LDC bank loans; (2) the
institution of programs to convert
sovereign bank loans into equity investments in the debtor countries; and (3)
the sharp increase in the level of bank
loan loss reserves.

Secondary Loan Market
Following the onset of the debt problem
in 1982, a secondary market in LDC loans
and loan participations has slowly
emerged. The original driving force be-

hind the market was the desire of banks
to" rebalance" or adjust their credit exposure to different countries by swapping,
for example, loans to Brazilian borrowers
for loans to Mexican borrowers. In essence, this was largely a closed system.
Loans were mostly traded between banks,
with few outright sales to non-bank institutions or individuals. A corollary of
this was that. because the market largely
involved loan swaps rather than outright
cash sales, loan values were difficult to
determine and varied widely.
The growth of market volume during
this early stage received further boosts
from increased trading of BONEX and
BONOD instruments issued by the Argentine government and, between 1982 and

Secondary market volume in Latin American
debt is estimated to be
$10-12 billion.

1984, by a debt capitalization program in
Brazil that resulted in the conversion of
over $500 million of external debt into
equity investments. This stimulated the
development of a significant cash market
in LDC debt. as loans were sold to nonbank investors (both corporate and individual) who intended to use them to
make or increase equity investments in
Brazil.
At this stage of its development, which
ended around mid-1985, secondary market trading volume was estimated to be
no more than $2-$3 billion dollars (face
value) per year. Market growth significantly accelerated in 1985 when the government of Chile and the international
banking community instituted a formal
program to convert external sovereign
debt into equity investments in Chilean
companies. In 1986, similar programs
were instituted in Mexico, Ecuador, and
the Philippines. Venezuela, Argentina,
Brazil. Uruguay, and a number of Caribbean and Central American countries
followed in 1987. These programs increased estimated secondary market volume to $5-$6 billion in 1986 and raised
Bob Mclronald,
Senior Managing
Director, Chase Investment BankLatin America.
"This is the most exciting area in the world
for investment banking today. Chase has
assembled an elite
team of professionals
around the world to
find opportunities
and execute transactions on behalf of our
customers. "
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Increasing the level of
investment is critically
important if these
countries are to return
to high rates of
economic growth.

forecasts for 1987 volume to as high as
$10-$12 billion.
Equally important, in recent months
there has been an increasing interest in
loan swaps that involve both LDC and
non-LDC loans. For example, swaps of
LDC sovereign loans for impaired real
estate loans in the United States and
Europe have already occurred. Going forward, the continued integration of this
world market for" substandard assets"
should significantly contribute to the
growth in secondary market volume.
Nevertheless, in spite of these developments, the secondary market in LDC and
other substandard loans remains in its
infancy. In fact, the word "market" probably gives one the wrong impression of
the current state of affairs. First, the instruments traded in the market are not
homogeneous,
as in the case of a bond
market. Rather, they are either whole
loans or loan participations,
each subject
to its own separate legal documentation,
payment terms, and transfer arrangements. Second, in relation to the $350
billion of bank debt outstanding,
the volume of LDC loans traded thus far is not
significant. Finally, the secondary market
is not liquid. While some institutions post
bid/offer prices for loans, no institution
holds itself out as a dealer who always
stands ready to make a market in a particular loan or group of loans.

Debt Capitalization Programs
As already noted, in 1985, the government of Chile and the international
banking community instituted a formal program for the conversion of external bank
loans into equity investments in Chile.
This program has been extremely successful, and has led to the institution of similar programs in many other countries.
One of the main reasons behind the
development of these programs was the
critical need to increase the level of investment in these countries. Between 1980
and 1986, real gross fixed investment
(expressed in constant 1980 dollars) in
Argentina, Brazil, Mexico and Venezuela
fell from a total of $164.4 billion to $lll.l
billion -a drop of 32.4 percent. In per
capita terms, the fall in gross fixed investment was even more dramatic: down
57.6% in Argentina, 28.2% in Brazil,
43.6% in Mexico, and 58.1 % in
Venezuela.
Increasing the level of gross fixed investment is critically important if these
and other countries are to return to high
rates of economic growth. In most major
debtor countries, however, domestic savings are insufficient to finance this investment, often due to the need to finance
large government budget deficits. For this
reason, foreign investment had to be
stimulated, and debt capitalization was
instituted to achieve this goal.

General Transaction Description
In general, all debt capitalization programs involve the following basic transaction structure:
1. A foreign investor, generally a multinational, (e.g., ABC, Ine.) wants to make a
new investment (e.g.. of
$ I million) in country X.
2. ABC, Ine. presents an
investment proposal to
the Finance Ministry of
Country X, describing the
project and the proposed
financing via debt capitalization.
3. The Finance Ministry
coordinates and expedites
the government review of
the investment proposal. In the approval
issued by the Finance Ministry, the percent of face value of the sovereign loan
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Chase has unparalleled
distribution and trading
capacity in Latin American instruments, twentyfour hours a day in
locations around the
world.

Kathy Galbraith, Managing Director, Trading and Distribution ..

that will be paid to the foreign investor
in local currency is clearly specified
(e.g.. 90%).
4. Once the project has been officially approved, ABC Ine. purchases external
(generally dollar-denominated) bank
loan debt of the country at a deep discount (e.g.. 70% of face value). The total
amount of external debt that ABC must
purchase is equal to the actual investment
($1 million) divided by the amount of
face value that the Finance Ministry has
agreed to payout in local currency (e.g..
90%). In this case, ABC will purchase
$1.11 million of external debt ($1/.90).
ABC's cost to purchase this debt will be
$777,777 ($1.11 x .70).
5. ABC then presents this loan to the Finance Ministry, which cancels it by paying $1 million in local currency to ABC.
This payment may be made in the form of
either local currency or local currency-denominated public debt instruments. In
the case of the latter, the debt instruments
must be sold in the local secondary mar-

ket to obtain local currency.
6. ABC then uses the local currency to
purchase the capital stock of either a new
or existing entity (e.g.. ABC de Country X).
7. ABC de X then uses the local currency
it receives from ABC, Ine. to make the
desired investment (e.g.. purchasing new
assets, or repaying debt owed to local
banks).

Bank Loan Loss Reserves
Beginning in May 1987, many large
banks significantly increased their loan
loss provisions against their LDC loans. In
the U.S., U.K., and Canada, this reserve is
now in the range of 25 -30 percent of the
face value of these loans. In other European countries, where tax policies have
encouraged larger provisions, loan loss
reserves now equal as much as 40-50 percent of the nominal value of banks' Latin
American loans.
Following this increase in reserves,
many banks which had heretofore done
nothing with their portfolios began to

explore a whole range of possible actions.
The most visible impact of this change
was the sharp drop of loan prices in the
secondary market, as some banks moved
quickly to liquidate their positions. The
thinness of the secondary market quickly
became apparent, however, as prices
plummeted and the pace of selling
slowed.
A less visible but far more significant
impact of the increase in loss reserves was
the change in the way that many banks
approached the management of their
LDC position. In many institutions, a
traditional credit-oriented approach is
being replaced by what has been termed
"active portfolio management." This approach begins by recognizing that, fundamentally, there are two ways to increase
the present value of an LDC loan portfolio: either increase the expected value
of the future cash flows it will generate,
or reduce the riskiness of those cash
flows. All portfolio management transactions must meet one, or both, of these
tests. This approach also recognizes that
today a bank has a number of options for
managing its portfolio:

Do Nothing
A bank may follow a traditional approach
and continue to hold the loan on its
books. However, unlike the past, when
there were no alternatives, the existence
of other portfolio management options
means that banks now must explicitly
evaluate the opportunity cost of the
"hold" option.

Sell Loans for Cash
As the growth of debt capitalization programs stimulates the parallel development of the cash market for LDC loans,
banks increasingly have the opportunity
to sell some, if not all, of their LDC loans.
However, before making the decision to
Special sponsored supplement 5
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sell, a bank must first determine the
relationship between the cash market price and its own view of the economic value of the loans it holds. Value
can be created by selling loans that a bank
believes overvalued in the secondary
market; however, value may be destroyed
if loans are sold for less than their expected value (unless this impact is more than
offset by a reduction in portfolio risk).

Swap Loans for Loans

There's probably more
equity capital available
today to Latin American
companies than at any
time since the turn of
the century.
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The growing integration of the market for
substandard loans offers banks the opportunity to adjust, and, possibly, to reduce
the level of risk in loan portfolios. For
example, a bank might swap out of an
LDC sovereign loan and into a substandard u.s. real estate loan, which is secured by a first mortgage. However, in
order to benefit from the opportunities
presented by this market, a bank must be
able to evaluate quickly the value and
riskiness of both loans involved in the
swap.

Convert Loans into Equity
The existence of debt capitalization programs also gives banks the opportunity to
convert their loans into equity investments, either directly (i.e.. by purchasing
shares of an LDC company) or indirectly
(i.e., by purchasing shares of a mutual
fund or limited partnership which in turn
makes investments in a number of LDC
companies). The obvious reason for making such investments is that the realized
value of an equity investment may eventually exceed the expected value of the
loan converted. Such is the beauty of an
equity investment: its upside is unlimited.
Less obviously, a bank may also see equity
investments as a means of reducing the
riskiness of its portfolio, particularly
when it perceives a significant difference
in the transfer risk associated with a loan
versus an equity asset.
Once again, however, to take advantage of the opportunities presented by
debt capitalization programs, a bank must
be able to evaluate quickly the potential
value and riskiness of both the loan and
the equity involved in the proposed conversion. This often requires close cooperation between different organizational
units that may not have worked together
in the past.
Finally, there are several constraints

faced by banks implementing an active
portfolio management process. First,
there are legal and regulatory constraints
on the amount of equity a bank may hold
in non-banking operations. Second,
many banks will only realize tax losses
up to the point of their alternative
minimum tax liability. Thus, a bank's ability to implement an active portfolio management policy may be constrained by its
ability to generate profits in other areas.
Finally, a bank may set a limit on the
amount of financial accounting losses
that it is willing to recognize in any given
year.

Banks as Equity Investors
There are three key facts which set banks
apart from other equity investors. First,
their liabilities are of a very short tenor,
especially relative to the liability structure
of more traditional equity investors (e.g..
pension funds and life insurance companies). This limits the amount of equity
a bank will be able to hold. Second, banks
will be purchasing equity through the
conversion of loan assets. This makes the
pricing of an equity offering targeted at
bank investors extremely difficult, as different banks may attach different values
to the loan being converted. Finally, the
loans converted are currently on the
banks' books; a bank making an equity
investment is not taking on incremental
country risk. Moreover, given their exposures in many countries, banks also benefit, in theory, from the diversification of
their portfolios across many countries.
For these reasons, a bank's required rate
of return on an equity investment should
be lower than that of local or foreign nonbank investors.
FIGURE
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As they begin to expand their equity
investments, banks are proceeding cautiously, as one would expect, Broadly
speaking, in addition to pricing, banks'
key investment considerations
include:
o Quality of Management.
Banks rank this
first and foremost. Given the fact that the
bank will be a minority shareholder, this
is even a more important consideration
than it is in the case of a loan.
o The Product/Market
Situation. Many
banks have expressed a preference for
export -oriented or natural resource companies with growing markets.
o Competitive Situation.
Strong market
share and stable, sustainable competitive
position are favored.
o Tax Benefits. Given the high rates of withholding taxes imposed by many countries
on dividend payments abroad, many
banks prefer that investments be structured so that any tax benefits flow back to
the investor.
o Liquidity.
Up to this point, banks have
generally preferred investments with a
high degree of future liquidity, if hot a
guaranteed takeout.
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In the short run, banks have been responsible for mostof the increase in cross-border demand for LDC equities; in the long
run, however, the growth in international
equity investment by non-bank institutions could be even more important.
While Europeans have always been
active international
investors, the 1980s
have seen a dramatic rise in cross-border
investment by institutional investors from
the U.S, Canada, and Japan. To give just
one example, international
investments
by U.S. tax-exempt pension funds are estimated to have grown from $3.8 billion in
1979 to over $55 billion by the end of
1987 -a compound growth rate of 47%
per year. More important, many institutiona I investors are just beginning to
make investments in the world's smaller
capital markets. Behind this trend are a
number of factors. First, there are risk reduction benefits, as returns in many of
these markets have a very low correlation
with returns in more developed markets.
(Figure 1.)
Second, although many of these markets have been highly volatile, dollar returns have been commensurately
high.
(Figure 2.)
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dures are often highly inefficient, while
liquidity is inadequate, due to the undercapitalization or lack of market makers
and the existence of restrictive trading
rules. Finally, many countries restrict
foreign investment and impose high withholding taxes on dividend payments to
foreigners. (Figure 4.)
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Third, even as many companies located
in developing countries become competitive on a worldwide scale, their shares
often sell at low multiples in their local
markets. (Figure 3.)
However, institutional investors have
also encountered
barriers to increased
investment in developing country capital
markets. In many cases, information
availability is poor, due to inadequate
disclosure standards and weak or
nonexistent research coverage. Moreover,
settlement, delivery, and custody proce-

While the problems encountered
by investors in developing country equity markets will not go away overnight, progress
is being made on many fronts. First and
foremost, many countries have recognized the importance of strong non-bank
financial markets and are taking steps to
promote their development.
In some
cases, restrictions on local institutional
investment in equities are being relaxed,
while in others, the growth of new institutional investment vehicles, such as
mutual funds, is being actively promoted.
In some cases, rules regarding disclosure,
trading procedures, and investor protection are also being modified. In the near
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future, many expect to see an increase in
the quantity and quality of research coverage, as well as the development
of more
liquid offshore markets for developing
country shares. Unfortunately,
two developments which could significantly
speed the growth of portfolio investment
in developing country markets have thus
far been resisted, namely, reducing withholding taxes on dividends or allowing
foreign investment in local investment
banking and brokerage houses. Nevertheless, the benefits of investment in these
markets are clear, and institutional investor demand for developing country shares
should continue to increase.

THE ISSUER'S PERSPECTIVE

Leslie Lassiter, Director, Brazil Corporate Finance-NY

Chase is widely known as the leading international investment bank in the largest economy in
Latin America. With over thirty years' operating
experience in Brazil, Chase has in -depth knowledge of local issuers, investors, and opportunities.
8 Special sponsored

supplement

Since the onset of the debt problem in
1982, the degree of uncertainty and business risk faced by most companies operating in Latin America has sharply increased. Normally, these conditions
would dictate a reduction in the amount
of debt in firms' capital structures, so that
they might enjoy the increased financial
flexibility and stability provided by equity
capital. Unfortunately, domestic equity
capital in Latin America from both public
and private sources has generally either
been unavailable or accessible only at an
unacceptably
high cost in terms of dilution and reduced operating control. Companies have, therefore, remained relatively overleveraged and subject to sharply rising interest rates and liquidity shortages. This, in turn, has had serious negative consequences:
necessary investments
have been postponed; workers have been
laid off; and, in many cases, firms have
been left competitively vulnerable.
It is clear that many firms operating in
Latin America would benefit from an
equity increase, if it could be raised on
acceptable terms. Today, growing demand
for equities by international
investors offers many companies an attractive alternative to domestic sources of risk capital.
In particular, the private placement of
equity securities with bank investors
through a debt capitalization
program is
especially attractive.
As previously noted, banks' required
rate of return on such investments is
likely to be lower than that of domestic
public and private investors. In many
cases, it may also be lower than the "hur-

'I'
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dIe rate" used by many multinationals
to
evaluate additional investments in their
foreign subsidiaries.
Moreover, structuring requirements for
equity securities issued under debt
capitalization programs are generally
quite flexible. This allows the design of
securities which satisfy both bank investors' return objectives and issuers' goals
regarding disclosure and control.
Finally, the private placement of shares
with bank investors is the first step toward
accessing non-bank international
investors, who will be an important future
source of equity for many LDC companies.
A typical private placement transaction
might work as follows:
1. A local firm (e.g.. XYZ, S.A.) wants to
raise new equity, either to reduce leverage
or finance new investments.
2. The local firm retains a financial advisor, which counsels the company on
the structure and pricing of the equity
issue and prepares a private placementoffering memorandum
describing the
company and the shares being issued.
3. The financial advisor contacts potential
investors, delivers the private placement
memorandum,
arranges meetings and
presentations
by the company to interested investors, and assists the company with any negotiations that may
ensue.
4. Once the investors have agreed to purchase the shares, the financial advisor
assists in the documentation
of the transaction closing and proceeds to coordinate
the preparation of the necessary materials
required for use of the debt capitalization
program.
5. Once the proposed investment has received official approval from the government. the financial advisor coordinates
the transfer of the loans to the local government. their cancellation, the issuance
of the shares to the foreign investor or
investors, and the payout of local currency to XYZ, S.A.

Choosing a Financial Advisor
A number of principal qualities distinguish an effective financial advisor:
a) Superior corporate

finance skills.

An advisor must be able to work with a
company to identify an optimal capital

structure given current and expected
interest rate, foreign exchange, equity
market. and operating parameters. An
advisor must also be able to assist in
the design and implementation
of debt
and equity policies to achieve the target
capital structure.
b) Excellent knowledge of local and international equity financing alternatives.
An advisor should be able to identify
and compare alternative sources for
raising new equity and be able to structure share offerings that will beattractive to each. All private equity placement transactions are complex and
require careful consideration
of many
accounting, tax, and legal considerations, along with the underlying financial economics. A financial advisor
must be able to coordinate the efforts
of experts from these various areas to
design an equity offering.
c) Broad distribution

and trading capacity.

An advisor should have an international network of sales and trading locations and maintain contacts with
sufficient potential investors to understand their needs and, thus, ensure that
equity issues are successfully placed on
the best possible terms.
d) In-depth understanding
of debt
capitalization programs and sufficient
staff to execute transactions efficiently.
In many countries, the approval process for debt capitalization transactions
is quite complex and often involves
multiple government entities (e.g.. the
Ministry of Finance, Foreign Investment Commission, and Central Bank).
An advisor must understand the intricacies involved and be willing and
able to assist in the approval process.
To do so, an advisor must have sufficient staff in -country to track closely
the progress of transaction proposals
and respond quickly to any questions
or issues that may be raised by government authorities. An advisor should
also have sufficient "back office" staff,
and information and communication
technology, to be able to execute
quickly and accurately the complicated
documentation
involved in the trading
of non-standardized
developing country loan obligations and their capitalization into equity investments.

THE GOVERNMENT'S PERSPECTIVE
Broadly speaking, it is beneficial for countries to encourage the use of equity rather
than debt financing. Over time, an excessive reliance on debt financing can lead
to adverse consequences
for a nation as
well as an individual company. A highly
leveraged capital structure increases a
firm's level of fixed costs and financial
risk; thus, it will tend toward a conservative level of business risk. This may cause
firms to avoid risky projects and over time
lead to reduced levels of innovation,
growth, and employment.
Worse, in an
economic downturn, high leverage can
result in greater unemployment
(as labor
costs are trimmed to make interest payments) and, possibly. increased bankruptcies. Moreover, debt financing results
in a constant demand for foreign exchange, regardless of the health of the
firm or economy. Floating rate debt may
exacerbate this problem. When dollar
interest rates increase, so too will the demand for foreign exchange, even as the
nation's export markets (and foreign exchange supply) contract due to this same
increase in rates.
On the other hand, dividend payments
are only made out of profits. Thus, they
are most likely to occur when both the
firm and the nation are economically
healthy. In this sense, equity financing is
countercyclical.
while debt financing is
often procyclical.
-,
As we have noted, many countries have
recognized these facts and are taking
steps to stimulate more portfolio investment by foreign institutional investors.
The results of these efforts, however, will
only materialize slowly over time. In the
short run, the surest way to promote increased foreign equity investment has
been via the initiation of sovereign debt
capitalization programs. To varying degrees, however, these programs have been
controversial. Specifically, three major
questions have been raised regarding the
impact of a debt capitalization program
on the amount of investment in a country,
on its foreign exchange budget. and on
the level of inflation.

Impact on Investment
An important question is whether a debt
capitalization program will result in a
higher level of foreign investment than
Special sponsored
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would otherwise have been the case. Finance theory leads one to believe that
additional investment will, in fact, occur.
A rational firm makes its investment decision by discounting a series of future cash
flows to a present value at a required rate
of return. When this value is positive, the
firm will make the investment. All else
being equal, the financial effect of a debt
capitalization program is to reduce the
dollar value of a firm's initial cash outflow, and thus increase the net present
value of a given investment. At the margin, this will result in more projects having a positive net present value and more
investments being made in the country.
Recent experience in Mexico suggests
that a debt capitalization program does
generate incremental foreign investment.
Real foreign investment in this country
appears to have more than doubled in
1987 over the previous year, while real
domestic private investment fell by about
2 percent. With Mexico's population
growing at approximately 2 percent per
year, it is this increase in foreign private
investment that has allowed Mexico's
real per capita investment to increase by
1.7 percent this year.
It is in this context that one must
examine some countries' current desires
to "capture more of the discount" on the
secondary market value of their loans by
reducing the local currency payout on
these loans to foreign equity investors.
For example, if a foreign investor purchases a loan at 55, and receives a payout
of 65 instead of 85, the cost of his investment has increased by 20. This will reduce the net present value of potential
projects and reduce the overall level of
new foreign investment in the country. In
this manner, using debt capitalization to
achieve one goal may end up defeating
another.
Impact on Foreign Exchange Budget
The impact of a debt capitalization transaction on a nation's foreign exchange
budget is complex and difficult to assess.
In the year in which the transaction is
completed, the impact is negative. For
example, consider a $100 investment.
Assume that dividends paid on this investment equal $5 per year. Assume
further that the interest paid on $100 of
foreign debt is $10 per year. In the ab10 Special sponsored
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sence of a debt capitalization program,
the nation's "net foreign exchange cash
flow" for the year would be $85. This results from a cash inflow of $100 for the
investment, and cash outflows of $5 (dividends) and $10 (interest). In subsequent
years, the new cash outflow will be ($15),
composed of dividend payments ($5) and
interest payments ($10).
If this $100 investment were made
through a debt capitalization program,
the nation'S net cash outflow in the first
year would be ($5), reflecting the dividend payment. As capitalized foreign
debt rather than cash would be used to
finance the investment, the nation would
lose the $100 cash inflow. On the other
hand, because the transaction would cancel the foreign debt, the ($10) cash outflow for interest payments would also be
eliminated. In subsequent years, the nation's annual cash outflow would be ($5),
reflecting continued dividend payments.
Comparing the two scenarios, the differ-

ential impact of the debt capitalization

program on the nation'S foreign exchange
budget is $90 in the first year [($5 )-$85],
and $10 in every subsequent year [($5)($15)]. Note that this analysis does not
reflect the foreign exchange that will be
generated from the additional investment
that should occur because of the debt
capitalization program (e.g.. from additional exports or reduced imports).
Based on this example, the question of
measuring the impact of a debt capitalization program on a nation's foreign exchange budget can be answered on at
least two levels. The one-period initial
year impact is clearly negative. However,
in all subsequent years, the impact may
be positive (assuming the level of dividend payments is less than the level of
interest payments). A more accurate way
of measuring this multi-period impact is
to reduce it to a present value. Using the
example above, the nation will benefit if
the present value of the future positive
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We're all better off when debt capitalization
programs are no longer needed.

impacts exceeds the negative impact in
the first year. However, there remains the
key question of the discount rate to use in
calculating the present value of the future
benefits. A purely financial rate is probably inappropriately
high, because it does
not take into account the social benefits
that result from the increased level of investment in the economy. Thus, a lower
discount rate should be used, which
makes it more likely that, on a present
value basis, the debt capitalization transaction benefits the nation. Using the
example developed above, the breakeven
discount rate below which the net present
value of the debt capitalization transaction is positive is ll.ll % (10/90), assuming the future benefits are, in effect, permanent.

Impact on Inflation
A key concern of many countries has
been the impact of debt capitalization
programs on the domestic money supply

and inflation. First, the point must be
made that, in the absence of any offsetting
actions by the host country, all foreign
direct investment increases the domestic
money supply. Whether the foreign investor exchanges foreign currency or debt
instruments, he receives local currency
from the central bank. Thus the question
of minimizing the impact on money supply growth and inflation applies to all
foreign investment, and not just the portion of it that takes place via debt capitalization programs.
More specifically, debt capitalization
programs are not automatically
inflationary. First, local currency does not have to
be paid out to the investor cancelling the
foreign currency-denominated
debt.
Rather, the debt may be "redenominated"
into local currency, or, alternatively, a
new localcurrency
government debt instrument may be issued. To obtain local
currency, the investor would have to sell
this instrument in the local money or capital market.
Alternatively, the only debt deemed
eligible for the program may be that of
state companies with sufficient local currency available to retire the debt. No increase in the nation's money supply results from such an operation. Moreover,
the exchange of debt for shares of state
owned companies has no impact on the
money supply.
Finally, even when local currency is
paid by the Finance Ministry or Central
Bank to the investor, the money supply
impact can be offset by, for example, a
sale of government bonds by the Central
Bank, or an increase in bank reserve requirements. In addition, to the extent that
debt capitalization results in increased
economic growth, so, too, the demand
for money should increase, thus further
limiting any impact on the level of domestic prices.
As previously noted, increasing the
level of real gross fixed investment is critically important if debtor countries are to
return to high rates of economic growth.
In the short term, debt capitalization pro-

grams should increase the level of investment in an economy by reducing the size
of the initial cash outflow required to
fund an investment project.
In the medium and long term, however, policies that either increase the size
of the expected cash inflows from an investment or reduce an investor's required
rate of return will have a far larger impact
on the level and attractiveness of investment in a country than will a debt
capitalization program. In this sense, we
will all be better off when debt capitalization programs are no longer needed.
Policies to increase expected project
cash flows might include liberalization of
price controls, reduction of burdensome
export and import regulation, and measures to reduce the structural rigidity of
local labor markets, including liberalization of restrictive work rules and wage
setting practices and reduction of withholding taxes on dividends remitted
abroad.
Over time, a government can also take
actions-that diminish the perceived level
of risk in the country and, thus, reduce
investors' required rate of return on investments there. In general. these steps
include consistently sound macroeconomic management,
including reduced
government budget deficits and inflation
and steps toward building strong political
institutions.

THE CREATION OF VALUE
In summary, along with improved macroeconomic management
and continued
structural change, debt capitalization programs can and do play an important role
in increasing the level of investment in an
economy. As this analysis has demonstrated, a well designed and efficiently
executed debt capitalization program can
create substantial value not only for the
country that initiates it, but also for
domestic corporations raising new equity
and foreign institutions seeking new investment opportunities.
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