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City of London by stephen Lewis

Morgan move could trigger new crisis

A seemingly “constructive” proposal for Ibero-American debt
could set off new crisis waves in the banking world.

The financial markets have been so
preoccupied with the weakness of the
United States and the threat which that
presents to world economic stability,
that they have overlooked the signifi-
cance of a major development in the
Ibero-American debt impasse.

This was Morgan Guaranty’s pro-
posal, aided by the United States
Treasury and the Mexican govern-
ment, to retire a substantial portion
(up to $20 billion) of Mexico’s out-
standing external debt.

If this proposal is accepted by the
holders of a majority of the Mexican
debt (and it is hard to see how these
bankers can reject a scheme advanced
by one of their own which, on the face
of it, represents a constructive ap-
proach to the problem), it will risk
setting off new crisis waves in the
banking system.

Briefly, Morgan Guaranty’s plan
is that the Mexican government should
use $2 billion of its $15 billion foreign
exchange reserve to buy zero-coupon
bonds from the United States Trea-
sury, which would be redeemed after
20 years at $10 billion.

Mexico would receive no interest
on these bonds; the return would come
from the capital uplift on maturity.

The Mexican authorities would
then use this assurance of a $10 billion
receipt in 20 years’ time to guarantee
securities offered to the banks in ex-
change for outstanding debt at a dis-
count.

up to $20 billion of existing debt.

Mexico would pay interest on the
$10 billion face amount of these se-
curities at 138% over Libor, well above
the market rate.

For the banks, the scheme would
be voluntary, while the Mexican gov-
ernment would retain the right to re-
ject any bids by banks to exchange
existing debt for the new securities.

Why should some banks be un-
happy about a scheme which appears
to offer them a way out of their prob-
lems?

The sticking-point for the banks is
likely to be Mexico’s insistence on
buying in the old debt at a discount.

Such adiscount would immediate-
ly require participating banks to make
loan write-offs in their balance sheets
of up to 50% of the value of the ex-
changed debt and, possibly, for all their
holdings of Mexican debt.

These write-offs would differ from
the provisions which the banks have
already made, in that they would re-
duce the banks’ capital base. If the
banks were to write off a substantial
portion of their Mexican loans, they

would probably have to accept further
balance sheet damage from write-
downs of other sovereign debt.

It would be difficult for the banks
to justify a situation where Mexico’s
debt stood in their balance sheets at
only 50% of face value, while the debt
of Brazil and Argentina continued to
be carried at full value.

If, however, all Ibero-American
debt were subject to write-offs, sev-
eral of the U.S. money center banks
would have more than half, if not all,
of their capital wiped out.

Even for those banks in a relative-
ly strong capital position, Ibero-
American debt write-offs would seri-
ously dent their capital bases and dam-
age their ability to expand business.

Peripheral activities into which the
banks have moved in the past two or
three years, such as securities trading,
would be liable to be cut back.

This would be a blow to the move
to globalize securities markets put un-
der way by Mr. Donald Regan.

The globalization move is now
widely seen in senior banking circles
to have been a mistake. It caused these
senior bankers to lose the control they
previously had over the flow of funds
between countries.

Morgan Guaranty’s proposal is an
attempt to use the debt lever to bring
about a regrouping of institutions and
business in the financial sector.
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been around 50%. A $10 billion cap- as seen by
ital sum might, therefore, be used to cartoonist Chris
guarantee new securities exchanged for Sloan in 1986.
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