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1. INTRODUCTION

What process should be followed to help governmeittsforeign debts that they can no
longer service move to a more sustainable situatMultilateral institutions and
governments adopted the Heavily Indebted Poor CsnHIPC) Initiative,

supplemented by the Multilateral Debt Relief Irtitta (MDRI), as an approach for the
poorest countries. However, they offered only tleshgeneral guidance for how the
governments of countries that borrow primarily frpnvate foreign sources should
resolve a debt crisis. In essence, the interndtimffiaial sector says, “the parties should
work it out.” And they have, sometimes in an orgerhd smooth way, and sometimes not.
Numerous authors have proposed policy initiatieelsring more predictability and fairer
outcomes into sovereign debt workouts for non-HIA@some cases also aiming to
improve on the HIPC process), ranging from soverégnkruptcy regimes modeled on
national corporate bankruptcy systems, to arbatraprocesses, to standing availability of
mediation services (see Kaiser, 2008). Others pamgosed informal guidelines or a
“code of good conduct” to which debtors and creditmight subscribe as a way to reduce
uncertainty about how debt restructuring would pext The latter will be the focus of this
paper.

While none of the proposed codes has become gbnacakpted policy, one version of

the guidelines approach has come close in the ¢kata definitive text, the “Principles

for Stable Capital Flows and Fair Debt RestrucyirmEmerging Markets,” was drafted in
2004 by an international group of private and dadfiauthors. The effort was welcomed
(although the text was not explicitly endorsed)rportant international official forums in
2004 (the Group of 20) and 2005 (the Internatidia@hetary and Financial Committee).
Since then, a group of senior financial officialgldinancial market executives operating
under the sponsorship of the private-sector Irtstitd International Finance have sought to
spread its adoption.

Do these Principles solve the problem? That dependshat one sees as the “problem.” If
the problem is preventing, attenuating or reversimhgss of confidence of private creditors
when a government experiences debt servicing diffes, this author’'s answer would be,
sometimes, but not always. But if the problem Bl as helping a government in debt
difficulty return in an equitable way to an econoaliy, socially and politically sustainable
debt profile, | would say no, they do not. Moreqwathough some parts of the Principles
are already accepted in general as good practares(fhat can be classified as “crisis
prevention”), prospects overall seem far less oefta the other parts (those pertaining to
“crisis resolution”). The latter parts are boungtoduce creditor-friendly debt workouts
that debtor governments will accept if they fe@tinave no choice but to quickly
normalize access to foreign credit, even if it ditle to ameliorate the economic and
social consequences of excessive debt servicing.i¥la deal that many governments
have accepted in the past, although others, suéinggmtina, have not.

There are two basic shortcomings with the Prinsip@ne is that they are unbalanced in
favor of creditor interests. This could be fixediwgsome redrafting, but that would still



leave the second flaw, which is that there is nahmaism to push the sovereign debtor
and its creditors to abide by them. There is arliciphreat that the private creditors
might withhold new loans or agreement on restructuthe debt if the sovereign does not
cooperate (one reason the Principles are pro-orduitised). However, even this assumes
a degree of creditor coordination that no longestexas evidenced by Argentina’s debt
restructuring, not to mention the host of privateditor litigation against the poorest
countries, aiming to take advantage of the relbebaded by their official creditors (see
IDA and IMF, 2007, pp. 24-28). However, it is pdisito envisage an official
international mechanism that could push the pasicis toward an orderly, effective and
fair debt restructuring. The paper concludes witthsa proposal, one that is less than a
sovereign bankruptcy regime but more than the haffdsfficial approach of recent years.

In what follows, we first situate the Principlestive context of international policy
developments for treating sovereign debt cris¢beriate 1990s and early years of the
present decade. We then discuss the Principlemme sletail and suggest why some of
their features are attractive and others are rtos if itself suggests what features of a
more balanced set of principles might look like. ¥ look at how the Principles have
been received (without enthusiasm) and see thas @pening for a new approach to the
problem. We conclude with the proposal alludeddove.



2.WHY THIS? WHY NOW?

Although proposals for codes of conduct in sover@igbt restructuring have a long
history? our story can begin with the financial criseshe 1990s. Beginning with Mexico
in 1994, followed by several East Asian countried the Russian Federation in 1997-98,
each crisis was addressed with packages of intenadity guided domestic policy
adjustments that were complemented by unprecedgoteches of official international
financing. The aim of the massive financial resonas to calm panicked investors and
creditors, and restore their confidence in holdisgets of the crisis countries. As the
countries had previously liberalized their restoies on international capital account
transactions, short-term as well as long-term itoreshad been freed to move funds in and
out of these economies, which they did in largair@s. The result had been a new
susceptibility to large swings in financial flowkhe vast amounts of international public
funds that were deployed were meant to boost investitudes so that exchange rates
would stabilize and financial markets would quickigume normal operations.

In the Mexican and Russian cases, the primary délaith been the government. In the East
Asian countries, the private sector was the print@ryower, but the rescue loans for these
countries, like those of Mexico and Russia, werg@ernment debt. In the end, each of
the crisis countries faced large sovereign delayeent obligations. Although all the
rescue loans were repaid on time with interesy, beame officially distasteful to
governments of creditor countries by the end ofttbeade. Policymakers observed that the
official bailouts in part covered the withdrawalmivate funds from debtor countries in
crisis, and that the creditors had succumbed t@hi@zard in lending into highly risky
situations in the belief — which was largely actera- that they would be bailed out.
Taxpayers in the debtor countries were left to thaybill.

The new international policy was named “privatet@emvolvement” in debt-crisis
resolution (see Group of Seven, 1999, paragraphTd3 odd turn of phrase meant that
the governments of the major creditor countriededsthat future debt crises of countries
with large obligations to private creditors shobh&lresolved less through official financing
and more through adjustment of the creditors’ ctaiithis new policy was meant to
transfer more of the risk back onto those privatelers. The assumption was that the pre-
crisis rush of funds into countries would in théuhe be tempered by better investor
appreciation that significant risks were involv@&tiere should also be higher appreciation
that there were risks in lending directly to deyp&hg country governments.

However, there was no elaboration of how the coeslittlaims would be dealt with when
the next crisis erupted, except it was understhatthe International Monetary Fund
(IMF) could pressure the debtor government andrasgitors to work together to solve the

% In this author’s understanding, only one suchdtiite led to an international agreement, the dteda
“Detailed Features for Future Operations Relatmthe Debt Problems of Interested Developing Caesitr
adopted as an annex to a resolution of the intsimesl body of the United Nations Conference ord&rand
Development in September, 1980 (TDB resolution @2%1)). Although accepted by developed country
governments with the Paris Club mainly in mindy@uld be generous to say it was ever fully impletadn
even there (see Cosio-Pascal, 2008, for additibetalls).



problem. The pressure could come both from morasism and from a policy tool that the
Fund had adopted in 1989 to push commercial bankerhe to terms more quickly with
the debt-crisis governments at that time. Thattvagolicy of “lending into arrears,”
meaning that the Fund would continue to suppoduatry financially after default and
while it accrued arrears on condition that the goreent actively cooperated with its
creditors to negotiate a restructuring of the défligations? In 1998 the policy was
extended to cover bonds as well as bank loand&#ee2002, pp. 3-7).

Lending into arrears would work to hasten a restmireg by pressuring both sides, but
especially the creditors. That is, the IMF annowunitevould tolerate arrears (which meant
it would tolerate default) and use its own fundsutaeliorate the economic and social cost
of the default. In such an event, countries migbterreadily suspend payment, after
which the market value of their bonds would plung@ondholders would thus gain little
advantage from delaying agreement on debt restingtas it would only postpone the
recovery in market valuations (whether partialul) fthat would come post-workout.
There would also be pressure on the governmertbrdelay reaching a settlement owing
to the implicit threat that the IMF would removepport if it stopped seeking a workout.

Pressure on bondholders to settle owing to theedspd value of their assets also raised
the likelihood of a one-time restructuring withtaafrcut,” as opposed to dragging out the
workout in a series of inadequate short-term reitiag or rescheduling deals, as had been
the case with the 1980s bank debt crises and €hiistreatments (see Garay, 2008 on the
former and Cosio-Pascal, 2008 on the latter). WMais indeed the intention in the first
application of the policy, Ecuador’s default in 99%esolved in 2000 (see Sturzenegger
and Zettelmeyer, 2005, pp. 27-29). This meantpghatte creditors — now primarily
bondholders — had to become concerned about hanidh@s would be handled during a
“credit event,” something sovereign creditors hatihrad to think seriously about since the
1980s.

In fact, the IMF had an idea of how to organizepheies to facilitate reaching a debt
restructuring that went beyond just pressuring th@io so. That is, in 2001 the IMF
management proposed establishing the SovereignResditucturing Mechanism

(SDRM), which would have acted partly like a bangtay regime in creating a statutory
process for restructuring a government’s debt. Thrisatened to supersede whatever legal
mechanisms were embodied in the contractual tefrtteedoans or bonds and their
adjudication in the courts of the creditor courdri€he creditors were apoplectic and the
governments that relied on selling their bond$hase creditors became fearful of loss of

* In fact, the 1989 policy change came after ArgentBrazil and certain other countries refusedke t
additional “new money” loans from their banks taysturrent on interest obligations; this was iroatext as
well of growing international concern that the Fisnglarlier no-arrears policy had given the banksta
over the adjustment programs that debt-crisis c@smbad to negotiate with the IMF (see Buchheit an
Lastra, 2007, pp. 5-8).

®> On the other hand, to the degree that IMF’s owdileg (before as well as after default) was beliee
hasten economic recovery and rebuild debt-servicapacity, it should raise the market value oftibads
relative to no IMF lending. In this regard, IMF ting functions like debtor-in-possession (DIP) finmg of
financially distressed corporations, and like Dilaficing, creditors accept that IMF has first pitjofor
repayment. While the symmetry is not perfect, Bokmd Skeel (2008) propose creating private DIP
financing for sovereigns as part of a more fornealkeseign insolvency regime.



access (or more expensive access) to foreign fm&@mRRM was killed off in 2003 (for a
review of that episode, see Setser, 2008).

Without the SDRM, the question remained open of besgt to organize a workout from a
government debt crisis when the preponderanceeditors held tradable bonds. The
mechanism that had worked in the 1980s to orgdninelreds of commercial banks that
were already largely tied together through paréiigm in loan syndicates was not directly
applicable to the thousands of holders spread drthenworld of multiple bond issues that
were more liquid than the bank loans had been. blaould the bondholders be organized
most effectively into a group (or groups) that eboégotiate with the debtor? How would
the decision to accept or reject the governmerdts destructuring proposal be arranged?

In part to answer these questions, the interndtiomencial sector embraced a proposal to
change the contractual terms of the bonds, espheb@hds issued under New York law, to
make it easier to restructure the timing and/or amhof payment obligations. The
intention was to gradually replace old bonds ayg thatured with new bonds having more
appropriate “collective action clauses” (CACs). dmunittee of central bankers had
proposed this back in 1996, in a study that wasvknas the “Rey Report,” after Jean-
Jacques Rey, chair of the working party that ddhiftésee Group of Ten, 1996). At that
time it was promptly forgotten. Now CACs would b®moted as a painless alternative to
SDRM. Indeed, they began to be adopted in early 20@ have since become new
“boilerplate” clauses in emerging economy soverdignd contracts (for the development
of CACs, see Gelpern and Gulati, 2008).

While this innovation was deemed to have solvecttilective decision problem for
bondholders that the IMF had highlighted as thenmaason to introduce SDRM, it did
not deal with another side of a typical bankrugioycess. That is, under national
bankruptcy law, when an insolvent corporation tged potentially viable after debt
reduction, a judicial overseer uses the carrotsséiolls in the bankruptcy law to push the
debtor and its creditors together toward an “effeCtdebt workout, usually meaning one
that returns as much money to the creditors as@pgas is consistent with the debtor
having a good chance of emerging from insolvenay@verating normally into the future.
It is different when a government is insolvent. Whhe IMF might advise the debtor
country on the sustainability of a proposed soggreiebt workout (or, put differently,

give its view on how much debt reduction overalirequired”), it has no authority over
the bondholders, who are private citizens and gatpms, and varying degrees of
influence over the government, depending on thie stiaits relationship at the time with
the Fund. Also, despite waivers of sovereign imryuaiready contained in the boilerplate
clauses of bond contracts (which give creditorsathiéty to bring a defaulting sovereign
before the courts in a creditor country), it wasl@ly appreciated that no national authority
Would6 help the creditors enforce any judgment thericmight make in the creditors’
favor.

® The earlier “gunboat diplomacy” that was meartéadiscouraged by the 1907 Hague “Convention
Respecting the Limitation of the Employment of Fofor the Recovery of Contract Debts” did not dig o
until well after the first world war (see Suter adthmm (1992) on the shifting power of creditorerov
sovereign debtors in the nineteenth and twentiettiuries).



The financial community responded to this lack mfioeceability with proposals to
voluntarily organize debtor/creditor relations mogl times so as to build up a positive
relationship that could be carried forward in biagets in order to cooperatively resolve a
nascent debt crisis. The process would arrivesal#ion that would perforce be one that
the private sector would approve and the debtordvaccept. As the approach would
emphasize building confidence among the partiesrbef crisis erupted, it was thought it
might help them move more rapidly together to adedy debt restructuring if one became
necessary. The promise of creditor confidence —omudd almost say sympathy — even
when economic conditions deteriorated severely la$d out a possibility of interim
private financing, at least rolled over inter-bamd trade credit lines. Whether this kind of
voluntary process would also yield an adequate @ebtout from the perspective of the
long-run development of the country remained t@dmen.

An early version of this thinking had been outlinedhe Rey Report, the same discussion
by central bankers that had contained the CACsqgsapwhere the authors enumerated
policies that they recommended the sovereign dethterprivate creditors and the official
international institutions should follow (Group B&n, 1996). In later variations of the
voluntary approach, the recommended policies canbe collected into a proposed “code
of good conduct,” although in final form they wer@med the “Principles for Stable
Capital Flows and Fair Debt Restructuring in EmaggViarkets” (see Table 1).

The terminology change from “code” to “principlesems important. Principles are less
definitive than a code might have been, as theyesspaspirations for behavior of the
relevant players in order to reach specified gowsyely, “stable capital flows and fair
debt restructuring.” A “code of conduct” would leeexplicitly proscribed some behaviors
and prescribed others. Countries or creditorsghbscribed to such a code could be
monitored and then criticized (if not also punishia not following its stipulations.

While the “Principles” are less than a code of aaridthey are as close to a code as the
selected representatives of different classesigéfar financial institutions and sovereign
debtors could come.

The Principles will not substitute for involvingetnternational public sector in one form
or another, just as voluntary, private processesawhere deemed sufficient for corporate
insolvencies and formal national bankruptcy regimesdeemed essential. We will return
to this problem below, but let us first examine Breciples as currently formulated.



Table 1. A Chronology of Proposals to Guide Debtor/Creditor Relations
in the Prevention and Resolution of Sovereign Debt Crises

A key committee of developed country central bankers issues the “Rey Report” (see Group of
Ten, 1996), which includes a “broad set of desirable principles and features” and singles out aims
for each of the main actors in workouts from sovereign debt crises, namely, the international
official community, private creditors and the sovereign debtor;

IMF extends its “lending into arrears” policy from bank loans to bonds in 1998, and in 1999
introduces the “good faith” criterion to denote an appropriate debtor and private creditor effort
to resolve a debt crisis, which is to serve as a condition for IMF to lend to a government although
it may be accumulating arrears to its private creditors (see IMF, 1999);

The Group of Eight Summit in Cologne in June 1999 adopts the report of its Finance Ministers
(see Group of Seven, 1999) on reforming the international financial architecture, including
“Improving Crisis Prevention and Management and Involving the Private Sector,” which ends
overall support for the policy of official bailouts of private creditors of developing countries;

The report of a private-creditor oriented working group of the Council on Foreign Relations (2000,
pp. 4-6) includes 8 principles for a sovereign debtor and its private creditors to follow in bond
restructuring that it suggests could be relevant to IMF’s “good faith” judgments; the IMF
Executive Board discusses but does not endorse the proposal on January 24, 2001 (see IMF 2001,

p. vii);

IMF’s ministerial level International Monetary and Financial Committee (IMFC) in September
2000 adopts the “Prague Framework” for international crisis prevention and resolution, including
“greater private sector involvement,” giving additional impetus to rethinking the practices for
sovereign debt workouts;

The Institute of International Finance (lIF) gives a financial industry response to the Prague
Framework with “Principles for Private-Sector Involvement in Crisis Prevention and Resolution,”
released in January 2001, outlining 9 principles for crisis prevention and cooperative crisis
resolution;

IMF staff draft a set of “principles and procedures” for debtor/creditor dialogue under the “good
faith” criterion (see IMF, 2002); the IMF Executive Board offers largely supportive comments,
seeking to balance a need for “clarity” with “flexibility” as regards expectations of sovereign
debtors and their creditors and as regards guidance for Fund lending into arrears (IMF, 2002a);

The Governor of the Banque de France, Jean-Claude Trichet, circulates “Towards a Code of Good
Conduct on Sovereign Debt Re-Negotiation” in January 2003 (see Couillault 2003), suggesting
specific “principles” and “best practices” and uniquely introducing the option of a mediator or
arbitrator to facilitate the negotiated outcome;

” u

The “Gang of 7,” a group of private financial sector organizations representing “buy-side,” “sell-
side” and bond traders, circulate a “Marketable bonds package” containing a draft “Code of
Conduct for Emerging Markets” on January 31, 2003, a more creditor-friendly variant of the
Trichet proposal;

The Group of 20 sets up a working group of four emerging economy member governments to
work with the Gang of 7 to prepare a code; the draft “adopted” by a reduced set of the private
players and the four countries becomes the “Principles for Stable Capital Flows and Fair Debt
Restructuring.” The effort is “welcomed” as work in progress by the G-20 in November 2004 and
IMFC takes note of it in April 2005. IIF begins to promote its adoption.




3. THE POLICY CONTENT OF THE PRINCIPLES

As noted, although the roots of the Principles ioa@yraced back to official initiatives,
their driving force has been in the private finahsiector, more specifically the Institute of
International Finance (lIF), an organization driveainly by the major internationally
active commercial and investment bafkéot only did IIF lead — one might say,
dominate — the effort among private sector orgdrona to develop the Principles, but it
has also taken chief responsibility for marketingm and collecting statements of
endorsement from leaders of private and officiatitntions (see IIF, 2006a). However,
while senior officials of 30 debt-issuing countreae reported to have “voiced support” for
the Principles (ibid., p. 3), none of their emplayigovernments has formally committed to
abide by them, including the four emerging econ@ayntries in the Group of 20 (G-20)
that cooperated with the private sector lawyemdrafting the text of the Principles (Brazil,
Republic of Korea, Mexico and Turkey); nor have gnyate financial institutions

pledged to follow the Principles. Indeed, theyaxplicitly non-binding:

“Because individual cases will invariably involviéfdrent circumstances,
thePrinciplesshould be applied flexibly on a case-by-case basid,are
strictly voluntary. Accordingly, no party is legalbound by any of the
provisions of thes@rinciples whether as a matter of contract, comity, or
otherwise. Moreover, nothing in theBanciples(or in any party’s
endorsement thereof) shall be deemed to consttuiaiver of any such
party’s legal rights.” (IIF, 2005, p. 11)

There are four main principles, each of which las ¢r more sub-principles. If they are
followed, they are supposed to “promptly restorekerconfidence” in emerging market
debtors whose policy actions or economic circuntgarmave begun to worry private
creditors and thereby prevent “full-blown crisesgdrh developing (lIF, 2006a, p. 2). The
crisis prevention actions called for by the Pritespare generally laudable, although
somewhat asymmetric, as we will explain. The réféikcdlties are in the crisis resolution
parts. It is not clear that all the creditors @ tfebtor would want to follow them under
conditions of insolvency — and the escape clauskarPrinciples says they do not have to
do so.

3.1. Timely Transparency

The first principle is “transparency and timelyvl@f information.”® This is indeed an

" As of June 2007, IIF, which is based in Washing®:C., had over 320 members, about half of whieh a
European financial firms, albeit with “steadily’dreasing numbers of emerging market financial tustins
joining as well. Its full members include “mosttag world’s largest commercial banks and investment
banks, as well as a growing number of insurancepemies and investment management firms.” It also
includes “multinational corporations, trading comjgg, export credit agencies and multilateral agsi@s
associate members (as per information on the Il pege littp://www.iif.com/aboul), accessed June 18,
2007). This said, most members seem to be quitgveaand the IIF has primarily reflected the vievfshe
major international commercial and investment (*sale”) banks.

® This and subsequent citations of the text of thieciples are from IIF (2005).




important principle that has been promoted by Ile¢hprivate and official sectors for
many years. Financial markets move quickly and a@yn rumor and unwarranted
investor hunches. The objective here is to “enfur@ugh disclosure of relevant
information that creditors are in a position to makformed assessments of [the debtor’s]
economic and financial situation, including ovetallels of indebtedness.” As we will see,
however, there is an asymmetry in that no pareffelt is made to inform the debtor (or
other creditors) of the situations or intentiongath of the different classes of private and
official creditors with exposure to the debtor ctyyn

3.1.1. General Disclosure

The Mexican crisis of 1994 provided the inspirationthe principle of government
disclosure, as foreign holders of Mexican seclgite not to mention official institutions,
such as the IMF — discovered they had less timetomplete access to relevant
information than desirable and less informatiomthell-connected domestic investdrs.
Following the crisis, the IMF led an internatiordfiort, which included wide consultation
with the creditor community and national and intgronal statistical authorities, to define
guidelines on macroeconomic and financial dataedissation. The outcome was the
Special Data Dissemination Standard (SDDS) for teesiseeking to raise funds from
international financial markets and the Generabissemination System (GDDS),
which is meant for all IMF member countries anduees on improving national statistical
capacities (see IMF, 2003 and links therein).

There is thus an official international frameworkaata dissemination. Moreover, once a
country “subscribes” to the SDDS, the IMF deemseolEnce of the standard to be
mandatory. Also, the Fund (along with other ingimns) provides technical assistance to
countries seeking to adopt the standards and ittorenmplementation as part of its
Reviews of Standards and Codeshis regard and at the general level, the Pplasido

no more than endorse practices that many couratreealready pledged to follotf.

This is welcomed, especially as the data at isseienade available to the public and thus
all interested stakeholders can access them. liti@dchowever, requests have been made
to increase the transparency of information frohreosources. For example, the Argentine
finance ministry called for greater transparencintérnal reports of multilateral

institutions, particularly the IMF, on its assessinaf individual developing country debt
structures? In fact, the Fund has increasingly made more mégion available on its debt
sustainability analyses in its Article IV consuidat reports for the countries that approve
release of these reports. The Fund has also modifistandard assessments and sought to

® In this regard, it was found that domestic Mexigarestors were disproportionately responsiblenfioving
funds out of Mexico as the crisis erupted in 198(Whitt, 1996, p. 15 and references cited theralso,
IMF acknowledged it did not have sufficient infortie@ at hand at the time to appropriately monitar t
situation (Fischer, 2001).

1%11F has developed standard data templates thaegond the SDDS, but it has not yet published them
(Khalid Sheikh, personal communication, Octobe2@)7). If or when it decides to do so, it wouldfitiéng
to take the initiative to an appropriate internagibforum, such as the IMF, for a thorough vettirgy,sion
and international endorsement, as in the origiizdDS.

' The Argentine comments were prepared in the cowfietie G-20 discussions of the proposed Prinsiple
in the drafting of which Argentina, a member of ta&20, had not been invited to participate (seecAtipa,
2004).



make them more accessible to non-specialist redsieesIMF, 2005). While it is not clear
how IMF assessments will be used or how public thigybe in a future debt
renegotiation, the Principles make no referendbem; they address themselves only to
sovereign debtors and their private creditors. éaldén this regard the Principles are less
compelling than the proposals in the Rey Repoft9®6 noted earlier, which addressed
recommendations to relevant multilateral institnsi@s well as private creditors and
sovereign debtors.

3.1.2. Specific Disclosure

In addition to the “general disclosure practicedtthas been discussed thus far, the
Principles call for an additional “specific disame practice” that potentially raises certain
difficulties. That is, when the debtor’s situaticguires a debt restructuring, the debtor
government is asked to “disclose to all affectestiitors maturity and interest rate
structures of all external financial sovereign gations, including the proposed treatment
of such obligations.” The first part of the “spiexdisclosure” principle is indeed required,
as is a check for consistency between creditomdand debtor records of its obligations.
However, the second part of the disclosure priecgglems to embody potential problems,
as it could mean asking the debtor to reveal tpritsate creditors its prospective
negotiating strategy with all creditors before alds concluded.

The debtor government is asked to tell its privaeglitors “the central aspects, including
assumptions, of its economic policies and progra@ettainly publication of the
government’s economic policies, “including assummpsi,” is important to the population
of any open society, and it is also essential yn“amad show” to explain a proposed bond
restructuring to investors.

The question is at what point in the restructupngcess the information should be
revealed. The Principles seem to ask the governtoagive privileged information to its
private creditors during confidential discussionsegotiations (pre or post default) and
before a prospective deal is on the table. Crezlaoe called upon to ensure
“confidentiality of material non-public informatiohGiven the nature of the international
financial markets today, it is hard to imagine sudbrmation remaining confidential for
very long or that some bondholders or some otherested parties would be able to
refrain from trading on that information. In additi as the Argentine finance ministry
noted, securities industry authorities that regutaime of the creditor institutions are
likely to have their own disclosure requirementst fre aimed to provide a level playing
field to participants in their market, and thus goecneditors would be prohibited from
keeping the information confidential. In the Argestview, “engaging in pre-default
consultations with certain private creditors won&tessarily entail the transferring of
information...and it would generate asymmetric infation benefiting certain market
participants (Argentina, 2004, p. 3).

There is a simple solution, which is to providetostakeholders whatever information is
going to be provided to any of them. The Governnoéielize applied it in its 2007 debt

12 Creditors can, of course, choose not to acceppoged restructuring for countries that do nosené
such information (appreciation to Shari Spiegeltfos point).
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restructuring:

“Belize announced at the outset of its debt restinirny that it would adopt
a completely transparent approach to the provisfanformation to
creditors. All analyses of Belize’s economic pasitiits financial prospects
and its debt servicing capacity — whether prepaneBelize itself, its
financial advisors or the IMF — were posted on hljgly accessible
website. Moreover, in what may have been a firstowvereign debt
exchanges, Belize also posted on its website deweliaative restructuring
scenarios showing the extent of the debt relidftte government felt was
needed.” (Buchheit and Karpinski, 2007, p. 279)

While Belize posted everything, there was no complarpressure on its creditors to post
anything®® Creditors are not asked in the Principles to reaeg information about their
own situation that might affect their negotiatingsfions, for example regarding how
many creditors of what type had hedged their exfgoduough credit default swaps. While
it might be quite difficult even to collect suctfonmation under current reporting
arrangements whenever there is a large and fluicerse of bondholders, sometimes the
debtor finds it is negotiating with a small numbécreditors and the asymmetry of
information in the hands of the negotiators cowsily be overcomé&*

A related complaint about creditor opacity was ediby participants at the 2005 Multi-
Stakeholder Consultation on Sovereign Debt for&netl Development, organized by the
United Nations. In that discussion, one group efldors, the national export credit
agencies (primarily of developed countries), wdkedaipon to be more forthcoming in
providing information about their intentions asaets countries that enter into debt
difficulties. As it is, “non-disclosure policies igerally make it very difficult to understand
[export credit agencies’] decision-making processascording to the report of the
dialogue (see United Nations, 2005a, p. 8).

In conclusion, one may wonder to what extent thecseity in who receives government
information in times of financial stress, the coastts on keeping such information
confidential, and the asymmetry between the infoionao be provided by a government
and by its creditors would deter governments frowgeaging in fully cooperative pre-crisis
consultations, which is a stated central aim ofRhaciples. Indeed, regardless of senior
management praise heaped on the Principles befatetvuld it not be incumbent on
international banks without a permanent presentleaitountry to protect their
shareholders by withdrawing funds from the countrge they received confidential

13 Creditors that are publicly held corporations nhigave to report certain information on their ngt@sure
to troubled debtors in their quarterly reportshargholders (thus with a lag), and some finanogtitutions
might have to report details to their regulatofthugh the latter information would be deemed
confidential). Also, some aggregate creditor infation — albeit on a national rather than soverdigsis —
is posted quarterly in the reports of the JointeExal Debt Hub that is maintained by the IMF, therld/
Bank, the Bank for International Settlements, dre®rganization for Economic Cooperation and
Development (sebttp://www.jedh.org.

1n an extreme case, that of Moldova, after a bagktoperation, only a single bondholder remaineti wi
whom Moldova negotiated its debt restructuring Shari Spiegel, “Lessons from Moldova on How Not to
Borrow,” unpublished manuscript, 2006).
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information that a crisis was worsening? The coediface no prospective penalties for
being misleading or uncooperative in their consigies with the government. For them, it
is a purely voluntary system. In other words, theemce of any obligation on any creditor
to abide by the Principles, as noted above, migtgken a sovereign’s willingness to trust
its creditor partners as it slid towards a finahcrgsis.

3.2. Debtor-Creditor Dialogue

The second Principle takes us into the form anderdrof “debtor-creditor dialogue and
cooperation to avoid restructuring.” It has fivdoqurinciples, but they actually amount to
one: close dialogue in good times or bad. Dialdgugpod times has been welcomed both
in principle and practice. However, the expectafmmwhat dialogue can accomplish
during difficult times, e.g., in the face of a lomm debt crisis, seem rather optimistic. It
appears to hinge on the country being solvent,hirthvcase the creditors would not need
to take a haircut. As this is very hard to knowha midst of a crisis, the outcome of such
consultations might be relatively more favorabléhte creditors, who act on the
presumption of solvency, than to the possibly imsot debtor. We consider the two
dialogues in turn.

3.2.1. Dialogue in Good Times

Dialogue in good times comprises sub-principleteddiregular dialogue” and “best
practices for investor relations,” plus a third garinciple on country policy. The core
proposal is to establish a formal mechanism thromgich a debtor government would
routinely communicate with its creditors. Denoted‘i@mvestor relations program” (IRP), it
would ideally be an identifiable government unitieed in either the central bank or
ministry of finance. Activities of such a progranowd include “disseminating accurate
and timely data/information through e-mail or integelations websites; establishing
formal channels of communication between policymslead investors through bilateral
meetings, investor teleconferences and videocaméess and maintaining a
comprehensive list of contact information for relatymarket participants.” Creditors
would be encouraged to use the IRP and “providétfaek on such information and data.”

The IIF has been promoting IRPs for almost a decanle the IMF has encouraged them
as well (see IMF, 2004). The major emerging mabletowers that have overcome crises
or periods of investor unease have especiallytielneed to introduce IRPs to build
investor confidence. Nevertheless, as of Septe@®@s, only 10 of the 30 most active
emerging market borrowers had established form@ldfices (Brazil has two!}> Other
countries provide varying degrees of cooperatiai wieditors in the spirit of IRPs. One
possible reason for not adopting full IRPs is cAs$tieast, representatives of some
governments of small, middle-income economies, Wwhid not envisage significant
borrowing, “did not seem to put a high priority gmending significant amounts of
financial resources on investor relations” (Unitéations, 2005, p. 11). There are
economies of scale in the effort, as for exampléawveloping and maintaining a web site.
It is a different matter if the intended audiensa ifew thousand or a few hundred

5 The 10 are Brazil, Chile, Hungary, Indonesia, Raiowf Korea, Morocco, Peru, Philippines, Southiéd
and Turkey (IIF, 2006b).
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thousand. Regional cooperation might be a way teagpthe costs, but it does not seem
there has been any activity in this regard. Aleere has been only limited take up of an
independent initiative to provide an informatiordamommunication web portal that would
collect and disseminate investor-relevant inforovaand provide a channel for two-way
investor/government communicatioh.

The major advantage of IRPs is to provide outréaaxternal investors who might find it
difficult to stay fully informed about domestic ddagpments in the borrowing country.
Indeed, the IRP should provide a “public good”ttee external investors as a group,
opening up what would otherwise be individual ptéveonversations of the government
with its largest creditors, who send interlocutimrshe debtor country to gather
information for their clients (Herman, 2003, p. 20Bhe IRP also provides a means for
investors to report back to the government thesessment of the information provided,
which allows for a critique of the quality and tilimess of the information made available
and thus pressure for their improvement. As lonthasnformation made available
through the IRP is also made available to the pudiliarge — and no efforts are made to
suppress information — the IRP would be providingualic service to all citizens of the
country and should be applauded.

There is a potential negative side of this dialogsee, however, highlighted by the third
sub-principle, called “policy action and feedbadk 'this, debtor governments are called
upon to implement “economic and financial policies]uding structural measures, so as
to ensure macroeconomic stability, [and] promotganable economic growth.” The
problem is that there is often disagreement ovachvpolicies are best suited to achieve
these laudable goals. The text of the principldiooes that “political support fadhese
measures” should be developed [emphasis addedihahdovernments “should closely
monitor the effectiveness of policies, strengthent as necessary, and seek investor
feedback as warranted.”

Government officials may take their advisors frofmenever they please, including the
foreign investor community. The difficulty comesadlvice turns into pressure. In this
case, consider that the goal of the investor iresggn risk bonds is first and foremost to
maintain the value of their securities, and theophility of being repaid. This provides
only a limited overlap with the much broader gazl$he government. For example, one
may expect investors to be aware of the threaolitigal sustainability if a government
squeezes the population excessively to maintaintemipted debt servicing.Yet there is
a wide range of policies that enable governmentspay their debt and are politically
sustained but are not necessarily best for thelpedphe country or the development of
the economy (see Stiglitz et al., 2006). In anyec#ss is a matter for the domestic
political process and not the foreign creditordégide. In sum, if the views of foreign
investors expressed through the IRP are simplydatiwlthe public policy discussion in a

'8 The initiative, supported at various times by fdations and donor governments, plus considerabteds
equity” of its founder, Barbara Samuels Il, is Gkebal Clearinghouse (see
http://www.globalclearinghouse.odrg

" Nevertheless, the treatment of Indonesia in tf¥19B crisis suggests that sometimes neither ormesit
partner governments nor multilateral institutiodequately perceive the debtor government’s tippioigt
(assuming the destabilization of Indonesia wasteniional).
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country, it seems that little harm would be doné passibly some good. One should not
seek anything more.

3.2.2. Dialogue in Troubled Times

The strategy embodied in the principle of dialogidnéle conditions worsen is to avoid
default, which would trigger complicated processksegotiation (see next section). The
two sub-principles that directly address this sfygtare called “consultations” and
“creditors’ support of debtor reform efforts.” Thgeal is to maintain continuous market
access by building investor confidence and avoiinigunderstanding about policy
directions,” a nice turn of phrase to suggest #iatar government might want to think
hard before disregarding the private financial @estpolicy prescriptions. As already
noted, the private creditors and their shareholdensot have the same interests as public
policy makers. The mandate of the private instigiis to protect creditor interests, both
in terms of their own exposure to the country ammtenbroadly in light of possible
contagion that might disrupt the international nearknd their other exposures.

Governments may or may not want to follow the dadi advice, but the Principles not
only threaten them but also offer two financialrfoés” to do so. The first carrot is
contained in the call on debtor governments to Scdtrwith creditors to explore
alternative market-based approaches to addresssdelte problems before default
occurs.”® In other words, the creditors may offer the prasjpé “re-profiling” repayment
obligations through a voluntary swap of old bonaisrfew ones with later repayments. For
this to work, the leading international investmieahks and other participants in the
dialogue would need to encourage existing bondislaejoin the swap, expressing
confidence in the soundness of the policies bedigWwed and the view that the country
was having a liquidity problem and not an insolweogsis.

One should be clear, however, on what is beingedfeThe voluntary swap-as-solution
depends on the assumption that a decline in madkgidence that makes the swap
necessary is not actually warranted and that aectext creditor effort would help avoid an
unnecessary default. For example, if a bulge impays was falling due and if market
confidence in the country were high enough, theegoment would be able to raise the
funds in the normal way (at normal interest rated)andle its debt-servicing bulge. But
once confidence has slipped, a collective cre@ipproach would need to be substituted in
a special — albeit voluntary and market-based -arement. The new bonds would
presumably have to carry an interest rate thatcedtl creditor concerns about their
recovery value and the swap into the new bondsavalsb presumably earn significant
fee income for the investment banks arrangingnifatt, cases often cited as examples of
cooperative debt swaps in the sense promised byriheiples, such as Uruguay in 2003
and the Dominican Republic in 2005, have provedeggood deals for the creditors (see
Spiegel, 2008), while it is less clear they haveragsed the countries’ debt sustainability
and development needs.

The second financial “carrot” is an offer to helgek sovereign debt concerns from

18 The consultations are meant to be at a generilydelel and not treat specific financial transacs that
might be of interest to individual private sectoteirlocutors.
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mushrooming into a wholesale domestic financiaisriln this case, the offer is that “the
creditor community should consider, to the extemtsistent with their business objectives
and legal obligations, appropriate requests forvtilentary, temporary maintenance of
trade and inter-bank advances and/or the rollo’ehort-term maturities on public and
private sector obligations....” This offer wouldpdypnot to thousands of dispersed bond
investors but a limited number of international coencial banks.

Most of the credits and credit lines that wouldkket open are made by private lenders to
private borrowers, mostly banks, although therar@stances in which foreign banks lend
short term to the government or under governmeataniee. In many cases, foreign banks
would not cut their short-term credit lines to Ibbanks as a consequence of a sovereign
debt crisis per se. However, they might do soeflttal banks held large amounts of
sovereign debt whose viability had been put intestion, which is not uncommon.
Foreign banks might also come to worry if the seigr debt crisis embodied a loss of
confidence in the overall economy, capital flightlaa run-down of foreign exchange
reserves, i.e., a broader financial and balangeagfnents crisis (as in the 1990s Mexican
and Russian cases). Whatever might be scaringufiyiers of foreign short-term credit
lines, pulling them would assuredly be devastatonghe economy and thus for the debt-
servicing capacity of the government. None of tisild be good for the recovery value of
the medium-term government debt.

In this regard, the offer in the Principles to main the lines while the government
undertakes confidence-building measures may berstodel as in the interest of the
creditors as well as the government. It also gitiescreditors a weapon, as they could
threaten to withdraw the credit lines and punishghople and the economy if the
government were not sufficiently sympathetic to ¢heditors’ views on the preferred
macroeconomic policies or the terms of a re-pmdilbond swap. But while all the
creditors might benefit from this stance, bondhddes well as other creditors, only banks
are potentially promising to maintain credit lireesd they can only be assumed to act in
their own interest. Indeed, even if the banks meadenvincing case that they could be
relied upon to promote the public interest in tleétecrisis country, let alone the broad
creditor interest, the history of international eoercial bank finance during crises does
not inspire confidence that they would do so. Ashaee observed before, banks are not
governments. Those commercial banks with physiczggnce in the domestic financial
sector may well find it expedient to maintain th&hiort-term credit lines, whether or not
the government follows the bankers’ preferred pgotiptions. Others would not. As a
general proposition, the debtor government shortdbably take less comfort from the
carefully circumscribed promise in the Principlesriaintain credit lines than from the
strong pressure that might be put on those ban#te &o by their home governments if the
debtor government is cooperating with the IMF.

9 The case of the Republic of Korea at the beginoir998 is instructive. Korea's problem debts weoe
government obligations, but it took government@tito resolve the problem. The foreign debt ofd&s
banks and the central bank’s shortage of foreigiamxge created an emergency situation at the eh@9of.
IMF provided emergency liquidity to a newly electgavernment committed to a rigorous adjustment
program, but private foreign banks refused toagr maturing short-term loans to Korean banksrggfr
political pressure by the home governments of theafe banks and Korean government guarantee of loa
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Indeed, it is curious that the IMF is omitted froine cooperative dialogue discussion in the
Principles. Linking financial support to policy cige is what the IMF does under an
international mandate. In other words, one maytise@rinciples as offering a private
version of an IMF policy dialogue and Stand-by Aigament with the government, albeit
with less promise of new financial resources thenIMF sometimes puts on the table.

It is understandable that the creditors might warsupplant the IMF, especially after the
Fund began its “private sector involvement” polaayd became a less reliable friend of
creditor interests. As market commentators werd fafrsaying at the time, the Fund is a
“political institution.” Indeed, it is hard to belve the Fund is any less susceptible to
political pressures under the new policy than wihelefended private creditor interests
more assiduously.

For all the criticisms made of the IMF — which haeen louder and longer from those
speaking in the name of the poor who are mostdwrhg adjustment programs than from
the creditors — it is a little surprising to thittke government might prefer to work
directly with its private creditors instead of thend. Perhaps the authors of the Principles
thought that the government might want to disctsadjustment needs with its creditors
before discussing them with the Fund. Creditoresentatives would be available for such
discussion, as there is meant to be continuousgiial between the private creditors and
the government through the IRP. In any event, tioeilsl expect the creditors to defer to
any adjustment program that the government migilde in a policy dialogue with the
Fund staff, especially after it was endorsed byRted’s Executive Board. It is perhaps an
oversight, but the Principles are silent on thatrehship of the creditor dialogue and that
with IMF, let alone with intergovernmental alterivat to the IMF that might emerge from
recent bilateral or regional initiatives, as in Easia and South America.

3.3. Good Faith Debt Renegotiation

The policy dialogue and private financial coopermatiliscussed above is viewed as taking
place before the government defaults on any afbtgjations to creditors. Those cases
presume the problem is one of illiquidity, not ih&mncy; i.e., that the government would
be able to meet its obligations over the long fuhdould only get over the temporary loss
of confidence and return to normal access to cré&tie third Principle addresses outright
debt renegotiation, and thus cases that are niaky lio reflect insolvency. In these cases,
whether or not the government actually defaulsspéyment obligations have become
unsustainable and a debt restructuring proces®has set in motion.

The Principle to handle this situation is calleddd faith actions,” and the phrase “good
faith” is not accidental. As noted earlier, thah@v the IMF names the criterion it uses to

repayments brought a temporary roll over in Jand888, giving time to negotiate a medium-term
rescheduling of the debt in March 1998. With addi#il IMF funding and a Korean sovereign bond iseue
April 1998 to further bolster reserves, the cresisled. The point here is that international comiakbanks
were unreliable partners in the Korean adjustmatit forced by their governments to act “respongilfsee
Lee and Orr, 1999, pp. 97-100; on the coordinae@dgqment pressure on the banks, see Berensmabi, 20
pp. 33-34).
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denote acceptable debtor government and creditgreration to resolve a debt criéfs.
The good-faith negotiations Principle contains fub-principles which together describe
how a debt restructuring negotiation should be ua#éen. They may be separated into
policy aims and actions that the debtor and itditwes should embrace, and how the
negotiations should be carried out.

3.3.1. Policy Aims and Actions

The underlying thesis is that the debtor and slitors can and should cooperate in
seeking an effective debt workout, i.e., that thleguld adopt a “voluntary, good faith
process,” which is the name of the first sub-pplei Under such a cooperative process,
the government would adopt “sound policies” thakst#o establish conditions for
renewed market access on a timely basis, viableaeesnomic growth, and balance-of-
payments sustainability in the medium term.” Thbtdeand its creditors should identify
“the best means for placing the country on a snahdé balance-of-payments path, while
also preserving and protecting asset values dtin@gestructuring process” (the “asset
values” are, of course, the creditors’ assets, Wwig¢o say the debtor’s liabilities).

However, as the Argentine finance ministry remindsthere may be an inconsistency
between “protecting asset values during the retstrimg process” and “viable
macroeconomic growth and balance-of-payments saigity in the medium term.” As
they emphasize, “There can be no good faith netjms if the final result is not a
sustainable debt structure,” i.e., Argentina inelich its definition of “good faith” that the
aim of the restructuring should be to leave thentgquwith significant growth — and thus
debt-servicing — prospects (Argentina, 2004, plrbjhe Rey Report in 1996, the central
bankers listed among their 11 recommended princighel features of a sovereign workout
process that it “should support credible and snatde actions and, to this end, not impose
excessive social, political, or economic coststendebtor” (Group of Ten, 1996, p.%2).
Unfortunately, this was not included in the Prinegp

A related set of sub-principles speaks to debtiseky during the restructuring process.
The primary concern expressed is that creditongaig “Debtors should resume, to the
extent feasible, partial debt service as a siggood faith and resume full payment of
principal and interest as conditions allow.” Thexao acknowledgement, however, that
the government might need to weigh signaling “gtath” to its creditors versus to its
own population, whose essential public serviceslavbkely have been cut back by the
crisis. Governments are also expected to maketksatérade lines are fully serviced
during the restructuring period, a point discussadier; i.e., sufficient foreign exchange
should be made available to the banking systerthfspurpose. As also noted earlier, the

% The Principles’ text on “good faith” requests tha IMF “implement fully” its good faith policy,ringing
us 180 degrees from the original IMF concern. hreotvords, the Principles here call on the IMF tsipthe
debtor government to negotiate with its creditarsereas the original concern motivating the IMFAg@obf
lending into arrears was that Fund programs ndidbe hostage to the inability or unwillingness df/pte
creditors to come to a conclusion in their negimtied (see IMF, 1999, pp. 4-6). We return to thigteran

the concluding section.

2L A similar sentiment was embodied in the aforenmeredl UNCTAD “Detailed Features...” of 1980, which
called for “safeguarding [the crisis country’s] é&pment process” and comparing estimated shortcard
term investment and debt servicing requirementk piibjected resource availabilities (paragraph 7).
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economic cost of the withdrawal of trade credieimmakes this essential, so this much is
likely a priority already shared by the government.

Further under the heading of actions during resitrutg, the Principles say that
governments “should avoid additional exchange od&wn outflows, except for
temporary periods in exceptional circumstancesg &kceptional circumstances
gualification is a welcome vindication of the Mas#gan policy during its 1990s crisis, one
that the IMF now shares (see IMF 2005a, p. 46)edal it is increasingly appreciated that
open capital markets lead to excessive volatilityhaut adding to growth, and recent
research suggests that capital account regulasinrbe a useful tool in macroeconomic
policy (e.g., see Stiglitz et al., 2006). One rttays ask whose interest is being protected
by generally discouraging exchange controls, ini@aar on short-term flows. It seems
less an imperative for medium-term creditors tharttie international banking and
securities trading industriééIndeed, even after investor panic subsides, exgghan
controls might help shelter the government’s acte$sreign exchange from renewed
speculative outflows and thus advance resumptidheo§ervicing of the bonds and other
long-term sovereign loans that the Principles erapzlea The question of whether to
maintain controls or not, to set them on inflowatflows, rely on administrative
restrictions or financial deterrents, all seem lolesermined after the country is assuredly
on its path to recovery.

The final category of policy aims discussed untierRrinciple of good faith action is
labeled “sanctity of contracts.” The word “sanctlity certainly evocative, as it derives
from the Latin word for holy. Aside from saintlireesr purity, the dictionary will tell you
the word also carries meanings of sacredness,labriiby and binding force. Here the
focus is entirely on creditor rights to repayménattare embodied in the covenants of bond
contracts (or bank loans). “Sanctity” is assertidehsure the integrity of the negotiating
and restructuring process,” which is to say it aimmaintain creditor belief that their
claims will be protected to the maximum extent gusseven in the face of insolvency.
The Principles are very clear: “contractual rigimisst remain fully enforceable.” This is a
point on which creditors would insist and that goweents wanting continued access to
private finance could not do otherwise than ackeolgk in signing a bond contract.

The rights at issue here include the ability ofivictlial creditors to take the debtor to court
and seek enforcement of repayment terms (althoogdsissued under the new CACs
introduce some constraints on individual bondhotdghts). However, while sovereign
debtors need to be careful what commercial asiseysl¢ave exposed to capture by
disaffected foreign creditors, it does not mean ¢umboats will be dispatched to collect
for those creditors that decide not to participata debt workout arrangement. Creditor
rights may be sanctified, but that does not meay ttump all other rights or that they are
enforceable against a sovereign.

In the face of a looming insolvency, the authorghef Principles remember the IMF and

22 While unrestricted capital flows may be a longiagoal, it can be recalled that exchange contmols o
short-term flows seem to have advanced the corndigleflong-term investors, and may be one reasovsf|
of project finance — not to mention foreign dir@otestment — continued unabated to China and lalfia
through the Asian financial crisis.
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seek its help to “support the debtor’s reasonatitete to avoid default.” Indeed, the word
“reasonable” is essential here. One can posit@théasons — ones that a “reasonable”
person might find compelling — to override contrenctity” and unilaterally suspend
payment (see Herman, 2007). Any judge hearingditorecomplaint against a developing
country government that defaults could well do vatime explicit international guidance
as to when it might be deemed justified. The Pples do not help us here.

In sum, the propositions asserted by the Principtedebt renegotiation policy represent
the private creditors’ perspective. But sovereightdvorkouts also have social and
economic imperatives. The soveregjmouldseek sufficient overall relief to return to
adequate growth of per capita income, employmenterty reduction and financial
sustainability and do so sooner rather than l&tethe past, the IMF has had a lead role in
setting the overall financing “envelope” that ietieed warranted by the country’s
situation, within which some split between debiefednd “new money” would need to be
negotiated among the relevant parties. One carearppether or not the IMF
systematically underestimated how much net finanaiould be needed in past debt-
crises, but one can hope that in the future a mefdrinternational monetary organization,
governed differently than IMF is today, would d&t envelope adequately so that
governments in need would be attracted to cooperniditethe Fund and not come only out
of desperation. How much “violence” is then donsdwereign debt contracts with private
creditors will depend on where that overall finargcenvelope is set, how it gets divided
between new funds and debt relief, and how welUtifferent classes of creditors are able
to advance their claims within that process. Is tieigard, a comprehensive or coherence-
ensuring sovereign debt restructuring approacmportant. This author cannot find it in
the Principles.

3.3.2. Arranging the Negotiations

According to the Principles, while “the appropri&emat and role of negotiation
vehicles...should be determined flexibly and on a&dascase basis,” the first negotiation
sub-principle is about forming “creditor committéd$ a group of creditors should start to
form such a committee, the Principles say thattflmweditors and the debtor should
cooperate in its establishment.” As has been the simce the nineteenth century, large
financial firms representing the major creditoraafebt crisis country could come
together to deal with a country’s defaulted debthie Argentine case, however,
committees of small creditors also formed (e.grn@m small-scale bondholdéfs These
were obviously not the primary creditor interloastof Argentina — however, neither was
the committee of large bondholders (see Porzeca®8@b, pp. 323-326). One should not
assume, in other words, that a creditor committélecasily be formed to represent the
wide range of different bondholders, often withpdisate goals. Indeed, it has not been the
usual way in the recent decade or so of bond @siructuring cases. Nevertheless, it is the
preferred option in the Principles.

If the private creditors of a distressed sovereigriorm themselves into a single creditor
committee, they would have to sort out among thérasevho would serve as the
principal leaders and actual participants in thesamed negotiations. To the degree that

% Notably, thelnteressengemeinschatft Argentinien.ehéaded by Stefan Engelsberger.

19



major creditors from different communities had athg been brought together under an
IRP during “good times,” there could be a nascemivork of individuals from among
which the creditors’ committee could be formed. Btwrer, CACs for individual bond
issues would specify how the interests of thosalholders should be represented and the
appointed agent would presumably serve on thetorechmmittee.

In fact, representativeness has been a conceetémt efforts to form such committees. In
some cases, IIF reports, legal advisors of delmeeignments have requested that proposed
members of creditor committees secure proof tret dttually represent other creditors.
Requesting such proof could be a useful tactisafgovernment did not want a particular
individual to sit across the table at the negairai However, except for a small number of
cases in which a group of fund managers and oteeitors have appointed a
representative to act on their behalf (and in ®itwhen formal agents could be chosen to
restructure bonds under CACs), committee membgraraptly do not “represent” other
creditors but reflect “the views of the creditonomunity during the negotiations with a
view toward attracting a critical mass of supportriegotiated restructuring terms” (lIF
2007, p. 12 and lIF, 2006, [no page number]). Tiffecdlt question for a world with

highly dispersed holders of the bonds of major debbuntries is whether self-appointed
committee members would in fact be accepted byr&ing majority of creditors as
adequately reflecting their intereéfdndeed, in its recently issued “Best Practices for
Formation and Operation of Creditor Committeesg’ lifr Principles Consultative Group
(see below) acknowledges that the “committee mage leredibility with the debtor and be
able to signal that it has influence with a criticeass of all creditors and investors” (lIF,
2007, p. 13).

The Principles envisage that the creditor committeald function much like the “London
Clubs” that negotiated restructurings of internaéiloccommercial bank debt in the 1980s.
That is, the creditor committee should be “a fofi@mthe debtor to present its economic
program and financing proposals; collect and amageonomic data; gather, evaluate, and
disseminate creditor input on financing proposaig] generally act as a communication
link between the debtor and the creditor commuhifipe committee is also expected to
“coordinate across affected instruments and witleioaffected creditor classes, with a
view to form a single committee.”

There are reasons to think, however, that thisdgectation would be difficult to arrange.
The institutional differences between banks andidbotders suggest that each group might
prefer to talk separately with the government. &djet is still typical for bank credits to

be renegotiated in “London clubs” and bonds toddr@ssed by government bond
exchange offers. But it can easily get much morapiwated. In the 2005-6 Iraqgi debt
restructuring, separate creditor committees forfoeicommercial banks, trade suppliers,
North African trade suppliers, Asian constructi@mpanies, and so forth” (Buchheit and
Karpinski, 2007, p. 279).

4 Not every bondholder would have to accept the ciiteais legitimacy, but a large enough share of
bondholders would have to feel their interests veetegquately represented so the committee’s proposéd
win a restructuring vote (as under the CACs) ceaffrely “cram down” the new arrangement over the
objections of a recalcitrant minority of bondholslesis through votes by an effective majority toatiegly
modify old bonds as investors swapped into new @feegt consents”).
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Certainly, one may doubt that the “single commiti@euld include the bilateral official
creditors that usually work through the Paris Qluibless the Club led it). The SDRM
experience, noted earlier, is especially discomggn this scoré Members of the Paris
Club have bound themselves into elaborate andfspadies for treating problem debt and
would be extremely reluctant to instead join anofirecess that works on different
principles (see Cosio-Pascal, 2008).

Whatever the scope of the creditor committee, talide to operate it has to address certain
difficulties, including resolving a point notedtime transparency discussion above
concerning “material non-public information.” Whillee Principles contain no elaboration
on this point, the IMF considered it in its 200eaon “good faith” actions (IMF, 2002,

p. 14). The IMF observed that a negotiation necdgsmtails offers and counter-offers

and it is of their essence that they be held cenfidl during the negotiation process. The
Fund noted that the temptation for a creditor &oléron the information would be very

high and so proposed that not bondholders but gsairal advisors sworn to maintain
confidentiality should negotiate on behalf of ttentholders® The Fund also proposed

that in a complex restructuring the debtor andcthramittee might jointly appoint a
mediator to facilitate the negotiations (ibid. 12). While that proposal has also been made
by private sector, civil society and official authpthe Principles are silent on whether it
should be encouraged or even considered potentisdful®’

A further challenge that a creditor committee laseet if it is to negotiate on behalf of

all its members is to forge a single, common negioiy strategy. This means it would
have to find the common ground among diverse istey@s between original “buy and
hold” bondholders, bondholders that maintain afpbeot of emerging market bonds but
regularly “churn”, repackage, or hedge them andifgdhbeir effective exposure (e.g.,

strip them into parts with different risk charagtécs, offsetting some of the parts with
credit default and other derivatives), and spettdanvestors who buy distressed bonds at
a small fraction of face value to profit on theeria price following the debt workout.

Owing to how difficult this is in practice, one magvisage the bondholders’ committee

% That is, IMF staff had proposed including governtses one of the classes of creditors under tHeMsD
Private creditors saw the value of this approaahtle official creditors would have none of itéddagan,
2005, pp. 352-354).

% The IIF “Best Practices” for creditor committeested earlier comes to essentially the same comgiusi
“In order to facilitate participation by hedge fundnd asset managers who may face conflicts aEsite
when they come into contact with material non-pubiformation..., an external representative could be
appointed... (lIF, 2007, p. 13).

27 One additional concern in the Principles mightientioned here, namely, that the debtor shouldtipay
“reasonable costs of a single creditor committewl that the creditors and debtor should jointlyideevhat
constitutes reasonable costs. This was the praatite 1980s bank debt restructurings and is ¢inparate
practice as well. It is probably inevitable thas thebtor formally covers this charge, both for oeasof
precedence and as otherwise many creditors migigado be represented by the creditor committele an
seek individual redress in the courts. Politicaliynay pose certain difficulties for the governrhdrowever,
the charges are fungible and could be factoredti@dinal terms of the “haircut.” Curiously, esfly as
this was a contentious matter in the inter-creditgotiations of the text of the Principles, thisreo
mention of sharing the committee’s operating cestl the debtor in the new “Best Practices” forditer
committees. Instead, creditor committee membersated on to share responsibilities among theneselv
for providing facilities and staff, and for handjicommunications (lIF, 2007, p. 14).
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meeting with the government not for negotiation cutsultation. Discussions would not
need to take the form of offer and counter offdre fovernment could instead try to judge
from an informal dialogue what kind of bond exchamdfer would likely attract sufficient
participation to make the swap a success. In flaistjs how it has been done. The
government meets with various bondholder groupthé@fe is more than one committee)
and/or major bondholders prior to making a fornféring to swap old bonds for new
ones with terms believed to be acceptable to tinellhalders. When creditors are happy
with the outcome, they call it a case of “debtagelitor cooperation,” as in the Dominican
Republic (1IF, 2006, no page numbers). When theynat happy with the outcome, they
call it “uncooperative” and a “unilateral exchargjéer,” as in Argentina (Porzecanski,
2005, p. 323).

This is not to say that single creditor committaes always impractical. The IIF cites the
handling of the debt difficulties of Grenada in 80k a case of a creditor committee that
functioned successfully (lIF, 2006, box 1). Grenadaded relief because in 2004
Hurricane Ilvan devastated the island, destroyingegerely damaging nearly 90 percent of
its housing stock (Buchheit and Karpinski, 200&227). Perhaps this sudden catastrophe
plus the fact that Grenada had been well regaméedernational markets up until the
hurricane help explain the willingness of creditiorshis case to expeditiously work
through a creditor committee. Grenada is also dlsiabtor: the hurricane had forced it to
miss interest payments on two international issi@swere held by a limited number of
bondholders but comprised the bulk of its exteaoamhmercial debt of less than $178
million.

Moreover, despite an unprecedented effort of theegonent of another small country,
Belize, to encourage formation of such a committgear later, one “did not coalesce”
and the government instead had to consult witbréditors “individually and in groups”
(Buchheit and Karpinski, 2007, p. 279). While hgavancommittee would have had certain
advantages, not having one did not seem to imgetleestructuring, which was accepted
by 98.1 percent of bondholders (ibid.). But ag#iins was a relatively simple case, with a
small number of securities to restructure.

The potential advantage of a creditor committeensefar more compelling for big debt
crisis cases, albeit more difficult to organizeagivthat it has to be done on a purely
voluntary basis under current arrangements. Rasbeng means to push the different
classes of creditors into workable groups for disaan, if not negotiation, seems a
practical necessity. The weakness of the Princiglésat as a voluntary mechanism it
lacks a way to bring this about. It does not ststifor the “carrots and sticks” of a
bankruptcy regime.

3.4. Fair Treatment (of Creditors)

The last main Principle involves a relatively shestt that calls for “fair treatment,”
although the only concerns expressed are thattoredie treated fairly. Indeed, the first
sub-principle is a call to avoid “unfair discrimitan among affected creditors.” This begs
the question of what is unfair discrimination.
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There is a delicate point in this, which is thatfally, there is no specified priority for
repayment in sovereign risk lending, although tiferimal convention is to accord first
priority to the IMF and the multilateral banks. Mower, the government creditors that
cooperate through the Paris Club generally demaddeceive preferential treatment over
private creditors in debt restructuring in the setigmt the governments usually do not
accept to take any “haircut” in restructuring thel@ims on a middle-income counff.

Paris Club creditors also routinely demand “combplaer&reatment” by private creditors to
their own offer of relief, by which they really meghat private creditors should receive no
better treatment from the debtor than the officralditors. “Worse treatment” — deeper
debt relief — is perfectly acceptable. In additisayereign governments may choose to
actually treat different classes of private cremitdifferently, depending on their national
economic and financial needs (see Gelpern, 2004jemina, for example, defaulted on its
bonds and certain other liabilities, but not on‘tpearanteed loans” issued just before the
default, many of which were held by domestic pem$imds and insurance companies (see
Damill et al., 2006). Given the economic shockhd# ¢risis to the financial system, as
already noted, this was understandable.

The Argentine finance ministry raised an additioctadllenging point regarding “fair
treatment” of creditors. In this view, the Prin@plmissed an opportunity made salient by
the thousands of European households, especiabgimany and Italy, who claimed they
were misled by “certain placing institutions” ttsmtid them financial instruments that were
“unsuitable” for them and whose risks they did motlerstand (Argentina, 2004, p. 6). As
the ministry stated, “It is not equitable to tregually unsophisticated retail investors and
large institutional investors.” Besides giving mmedntial treatment to the household
investors, they also suggested giving preferetréaltment to “original” purchasers, “the
ones that purchased the debt instruments at fdae.Vaastly, they suggested giving
“differential and less preferred treatment to thbsadholders who purchased their
securities after open default situations” (ibid.1fp). One may imagine different views on
Wall Street, especially from the “bottom fishersfio would argue that they’re being
compensated for providing liquidity when no oneeatswilling to do so. However one
judges the ethics of that claim, it certainly raiiee issue of fairness as it might have been
explicitly considered in a set of principles.

Finally, if the authors had wanted to make the ¢tplles more balanced, they might have
added another point to this section. That is, ttveckples could have called for creditor
restraint in seeking redress through the court$evehcooperative debt workout process
was underway. This is already part of the IMF “gdaith” criterion as considered by the
Fund’s Executive Directors in 2002. Their expectatat that time was that when a “formal
negotiating framework” (e.g., a creditor committeeeditilized, then good faith negotiations
would include, inter alia, “the agreement to a d#ditl on litigation during the

restructuring process by creditors representeddércommittee” (IMF, 20024, This

2 Only very low-income countries (HIPCs) or poliigamportant cases or unusual cases under what is
called the Evian Approach would potentially qualfidy any of the non-standard terms (see Cosio-Rasca
2008).

2 The complication here is that many individual booiders that are perforce “represented” by virttie o
being in the group of defaulted creditors might goietly agree to be led by the committee, bueiadtexit
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would have been somewhat comparable to a “stalidstd corporate bankruptcy process.
However, in the Principles it would have been aahpledge not a court ordered
requirement; indeed, it would have been a pledgetaoh no one endorsing the Principles
could have been held to account given the disclawmité which the Principles began.
Even so, this point was apparently too controveferaa private-sector led initiative.

by dumping their bonds at whatever price or sedkidual redress in the courts, as was the expegigvith
the ineffective Global Committee of Argentine Bonttters (see Gelpern, 2005).
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4. LUKEWARM RECEPTION AND FOLLOW UP

Once the Principles were released, it became thegrrepresented a consensus among
only a limited range of players. The proponentthefPrinciples in the international
financial industry have been trying, neverthelésspread their acceptance to other parts
of the industry and to governments, if with limiteaccess.

4.1. The Official and Private Sector Reception

In the international official sector, the Principl&ere welcomed, but only as a work in
progress. The G-20 finance ministers and centna lgavernors, meeting in Berlin under
the chairmanship of Germany, included the followimgheir communiqué of November
21, 2004:

“...we welcomed theesults achievethetween issuing countries and
private-sector participants on ‘Principles for $¢aBapital Flows and Fair
Debt Restructuring in Emerging Markets.” Such ppres, which we
generallysupport, provide good basidor strengthening crisis prevention
and enhancing predictability of crisis management,;and as they further
developin future” (paragraph 8, emphasis added).

One may read this as a warm statement of apprecitdr the private-sector leadership of
IIF (whose chair, Josef Ackermann, was also thér dideutsche Bank), and
encouragement to keep working. Perhaps a crigflection of government views on the
Principles was given by the International Monetamng Financial Committee (IMFC) of

the IMF, also at the level of finance ministers aedtral bank governors, but representing
global constituencies, which took note of the Hples (a weak degree of endorsement) at
its meeting in Washington, D.C. on April 24, 2005:

“[IMFC] notes the ‘Principles for Stable Capitalols and Fair Debt
Restructuring in Emerging Markets’ being developgd number of
sovereign issuers and the investor community,earwurages further
efforts to improve the Principles aimed at achigvinbroad consensus
(paragraph 17, emphasis added).

The next annual meeting of the G-20 ministers folake in Beijing on October 16, 2005.
That meeting’s communigué was somewhat less emtticsihan its previous statement in
2004 had been:

“We welcome the efforts by borrowing countries amiyate-sector
creditors to broaden the consensus on the PriscipteStable Capital
Flows and Fair Debt Restructuring in Emerging Mé&ske” (paragraph 10).

Not only did the official sector only tentativelyndrace the Principles, but the private
sector split into “sell-side” support and “buy-siadgposition. In fact, seven private sector
associations had together produced a draft “codemduct” in January 2003 (see again
table 1) and that group continued to work togethei August 2004 on preparing the
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Principles in cooperation with the four emergingmamy members of the G-20 noted
earlier. Five of the seven private associationsjdwer, left (or were “kicked out,”
depending on whom you ask): EMTA (the Emerging Markraders Association), the
Bond Market Association, the Securities Industrg@@ation, the International Securities
Market Association, and EMCA (the Emerging Marke¢ditors Association). They
represented institutions that operate in the martkett trade these securities and bond
investors who hold them. Thus, the Principles émérged represented the views only of
IIF, joined by the International Primary Market Asgation®

The financial press coverage of the launch highdighhese problems. In a detailed
account of the substantive and process difficulngsreparation of the Principles,
Euromoneyfocused on the role of Charles Dallara, Managiirgdor of IIF, who had
been the driving force behind them (and for conipiethem in time for inclusion in the
Berlin G-20 meeting). Dallara was reported to emaped by the “breadth of private
financial sector support” for the Principles, aiithe over 300 members of IIF, although
the reporter wondered about “the extent of the mmkfile’s enthusiasm.” He noted that
not a single bondholding institution spoke at tireldunch and that whilEuromoneyhad
spoken to a large number of bondholders, all antheither actively opposed the
principles, refused to endorse them, or were t@y o pay much attention to what was
going on” (Salmon, 2004). Even though the Pring@eem highly skewed toward creditor
interests, they apparently did not go far enougtitfe “buy side,” who read them as
having weaker protection of creditor interests ttie@n2003 Draft “Code of Conduct for
Emerging Markets” of the Gang of 7 (see table 1).

The “buy side” has for the most part remained mlpkilent on its reservations, although
one group, the Global Committee of Argentine Borldais (GCAB), issued a press
release on December 2, 2004, explaining its coscéfter welcoming the progress that
the Principles represented and announcing supgoftirfost of the tenets laid out in this
document,” it called for “some clarification onigs relating to debtor and creditor
behavior in the event of a debt restructurifigThe GCAB offered to be constructive in
helping “to provide clarity on these outstandinguiss and then to endorse the [revised?]
Principles and promote their widespread adoption.”

In short, while the analysis of this paper finds Brinciples biased strongly toward
creditor interests, the “buy side” found them todmakening their interests. This is a
dilemma that a purely voluntary mechanism cannsle.

%9 To be fair, at least some of the buy-side concéraswere unaddressed at the time of their deartu
appear to have eventually been included in sonma forthe text of the Principles.

31 |n particular, the GCAB expressed concern thahingtwas said in the Principles to curb “aggressise
of exit consents,” a mechanism by which a soverdigtor can legally disarm a recalcitrant minoaty
bondholders when the majority is ready to accapstaucturing agreement. It also sought greatepauor
having the debtor reimburse the creditors for ggitimate expenses of the creditor committee, atpwted
in an earlier footnote above (seip://www.tfargentina.it/download/GCAB%20-%20P#sX)Release%20-

%202-12-04.pdf
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4.2. Follow Up on Principles I mplementation

Rather than seek to modify the newly minted Prilesipn the face of the criticism, IIF
took ownership of them, and has promoted them tmizies and financial institutions. It
also speaks up on behalf of them to the intergawental community. To actively
encourage implementation of the Principles, IIF ¢@svoked two high-level committees.
One is the Principles Consultative Group, whicR0®6 comprised 7 senior finance
officials from emerging economy governments (BrazZiina, Republic of Korea, Mexico,
Russian Federation, South Africa and Turkey) andelfior private sector executives from
commercial and investment banks, investment masaget advisors, and one large
pension fund that also issues mutual funds (stdf¥1&é and the Federal Reserve Bank of
New York participate as observers). This is theevamtive of the two committees, as it
reviews and evaluates the progress of individuarging economy governments in
implementing the Principles and offers suggestiongmprovement.

The other committee is the Group of Trustees ferRhinciples, which in 2006 included 28
international leaders, who mostly came from thergmg markets finance sector (3
individuals served on both committees). Ten ofaBdrustees held ministerial rank or
equivalent in emerging economy governments, aradditional 3 from the private
financial sector first became prominent for theingce in such governments. In addition
to the issuers of sovereign bonds, private seefmesentation was weighted, as for the
Principles Consultative Group, toward the “sellsidalthough again with the one
pension/mutual fund company represented. Also,endnlly one member held an official
position in a developed economy, 6 others in tivape sector from developed countries
were well known for their past government or insgronal financial organization

service®® The Trustees are thus the more senior group @ydaite empowered to propose
modifications in the Principles, as well as revigsir implementation and the evolution of
the international financial system (lIF, 2006a7p.

The first meeting of the Trustees took place ing&pore on September 16, 2006, when
they received a report by the Principles ConsukaBroup on its activities over the year
then just past. As the meeting took place in treglelv of the IMF Annual Meeting in
Singapore, one is tempted to see the Trusteetaagedy private-sector parallel to the IMF
Board of Governors and the other group as a pataltbe IMF Board of Executive
Directors. IIF serves as the secretariat of thedfsies Consultative Group, preparing
country reports on data transparency and investations, as well as on country policies
for the Group’s consideration. The Group then fl@n the reports and asks “lIF
management to relay the Group’s perspectives tatcpauthorities and engage in
dialogue toward implementation of [Group] recommegi@hs” (lIF, 20064, p. 9).

The IIF has thus set in motion an institutional heedsm to promote adoption of the
Principles. In this regard, it may well succeedeesgly in building momentum to expand
the extent and effectiveness of what we called faiedogue in good times.” This is not to
be minimized. It appears that the spirit of thenBiples was also visible in the Grenada

32 Full membership of both groups is listed in [1BPQBa). Both groups were reported as slightly langéne
2007 report, with comparable proportions from ééfi@nd private sectors (see IIF, 2007).
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and Belize restructuring deals noted earlier. Haveit is hard to imagine similar success
with larger debtors that face difficult economituations in a more contentious domestic
political landscape.

Indeed, in the corporate sector, when workoutsaeanged voluntarily among the relevant
parties, the official bankruptcy regime is just imehthe curtain, giving implicit guidance
on the directions in which the workout needs tolfjthe parties in a sovereign workout
had recourse to such a regime, the prospectsfiotee and fair workouts from the
voluntary process would be much improved. Howerersuch official system currently
exists.
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5. CONCLUSION: A PATH TO GREATER
EFFECTIVENESS AND JUSTICE

In all, one may conclude that the Principles aneixed bag. They contain some useful
guidance for debtor/creditor relations in good tme particular regarding issues of
government transparency and investor relationsrprog, although they missed the
opportunity to call for greater creditor transpanenT heir call for creditor discussion of
domestic policies with borrowing governments mayppreciated, although with the
caveat that the creditor discussions be among dikeussions that open governments
should hold regularly with all their stakeholde#éso, the Principles seem potentially
useful when a loss of international investor coerfice threatens a liquidity crisis,
assuming that the private sector leaders that ¢ttowgh the government can in fact help
overcome market resistance to uninterrupted govenhmccess to its regular sources of
external credit (and not overcharge for the agsistp

However, for all the reasons detailed in this pafher Principles seem weakest in the area
in which the need is the greatest, facilitatingefive and fair — as well as orderly —
workouts from sovereign debt crises. The “voluntgmpcesses in the Principles leave the
players free to exercise the powers that they Hasmciples that are more balanced and
reliable, coupled with some form of credible anid éforcement mechanism need to be
added to the model to create incentives and presdar participants to reach a deal that
gives greater weight to the obligations of the gowgent to its people, and not just to the
relationship of the government with its creditors.

One may speculate as to why international bankeatrdy with emerging markets were
drawn to developing their Principles. The projegingd momentum when the SDRM
proposal was actively being considered and thukidmeiseen as a more creditor-friendly
alternative. It also fit with their experience,vas will suggest now. But it under
appreciated the legitimizing and disciplining rofeofficial processes in a sovereign debt
workout. We conclude by suggesting what such amagght comprehend.

5.1. Nostalgiain the Voluntary M odel

Why was the international financial industry, ofteist the major international commercial
and investment banks that are prominent in lIFvdrgo the purely voluntary model? One
may only speculate, but there could be a numbesasfons. First is that the leadership
among IIF members includes several alumni of tr&0%%overeign bank debt crises,
where creditor committees were a basic part ofubrkout strategy- Second is that
whereas the commercial banks worked closely wighr thome governments and the IMF
in the 1980s, especially in the early 1980s, coeditstitutions in the first years of the
present decade had become quite unhappy with Wegterceived to be a reduced

¥ Indeed, IIF’s initial essay into principles fomegotiating emerging market bond debt noted: “Férma
negotiation with creditor committees remain a wabption. Recent experience demonstrates that the
London Club process need not be restricted to coniaidanks but can be adapted to a broader grbup o
creditors” (IIF, 2001, p. 7). International bondtet committees also functioned in the nineteentheaarly
twentieth centuries, albeit in a world of lessdl@iommunications and financial markets.
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intention of the IMF and their home governmentdefend creditor interests in sovereign
debt crises? Thus, the central thrust of the Principles is thatcreditors and the debtor
should work out the difficulties directly betwedremselves. This would require some
organization on the part of the creditors. Howeasrsome bondholders are ferociously
independent, only a voluntary set of principleslddaasibly win their support (as noted
above, this strategy largely failed anyway to hblel “buy side” close to the Principles).

One may offer an additional hypothesis, also basethe fact that commercial bankers
have been at the center of the Principles exer@ge.underlying notion was that a better
working relationship between a sovereign and eslitors could smooth out a crisis.
Perhaps this was meant to be analogous to thehaa tusiness owner might sometimes
work with her banker to get through a difficult jet. In a relationship of trust and mutual
confidence, the banker would extend additionalitréeking on more risk, while the firm
made adjustments to remain solvent. In fact, @t&tip banking works in many
circumstances. It works at the level of traditigrsahall-scale community banks (as in
some rural parts of the United States), or in ffexml relationships that microfinance
institutions cultivate with their clients (as in nad developing countries), or even and at
least for a period of time when there is a deepenemic and social relationship (as in
traditional Japanese corporate networks tied tio thain banks).

But to say relationship banking “works,” means othigt sometimes it can resolve a
difficult situation for a solvent enterprise witbad prospects. Other times the firm indeed
goes bankrupt and an arm’s length insolvency psoggth credible incentives and
sanctions must take over. Moreover, it seems tHationship banking in the corporate
sector has itself been in long-run decline in depet countries, where the growth of
securities markets and asset-backed securitiegives firms of a certain size increasing
ability to lessen their dependence on banks famional resources and thus lessen the value
of the “relationship.” The commercial banks, innuhave become less dependent on
lending their own funds to firms and keeping then® on their books. Instead,
increasingly banks turn all types of loans thatl#memselves to securitization into
financial instruments that they then offload irte market, and many more commercial
banks than before are now also performing as imst banks and underwriting
securities, all of which makes them increasingiysaction based rather than relationship
based (United Nations, 1999, pp. 125-1%4j.financial market development and
innovation have lessened the role of relationshipking at the corporate level, one should
not be surprised to see a similar developmenteasdivereign level. Indeed, this is already
happening. In short, if the authors of the Priresplvere thinking in terms of relationship
banking, they were being nostalgic.

In fact, the concept of relationship banking asksamave practiced it with companies,
should noffully apply at the sovereign level. The governmieas reporting responsibilities
that preclude (or should preclude) a confideng&tionship with its external creditors that
a firm’s management could have. Also, banks dderat their own funds to governments

34 In the United States, for economic and politieglsons, the White House and the Treasury wereypenl
sympathetic to the Argentine need for significaglbtoreduction (see Helleiner, 2005).

* This was not meant to be a forecast that comnidyaizks would disappear from corporate finance in
developed economies, as they are still major dgestoof non-standardized lending (see Rajan, 1998).
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as much as they did in the past, but rather arrbogd issues that they sell to a public
market. They thus cannot operate as confidentzlwhen they carried the loans on their
own books. Also, they cannot so easily arrange ¢eaied lending” by bondholders the
way they did with commercial banks in the 1980sndwlders are very widely dispersed
and have the option to sell their borifiowever much at a discount, rather than become
tied into a continuing relationship with the sovgre It seems that in any large-scale
restructuring, the voluntary creditor committee Vdoliave to be unusually good at
“herding cats.”

5.2. Adding L egitimacy and Discipline

The reason for concern about the efficacy of amalty sovereign debt workout under the
Principles has nothing to do with the quality omenitment of the individuals involved, or
even with the pro-creditor bias in the Principledaafted. A more balanced set of purely
voluntary principles would have the same defecictvis in the structure of the situation:
parties with diverse and to some extent incondistearests and priorities are meant to
cooperatively and in a purely voluntary way reachappropriate solution to a sovereign
debt crisis. The almost universal existence — ardguiption — of effective bankruptcy
laws at the national level to handle corporateliresty suggests that there is no empirical
— let alone theoretical — basis for putting confide in a purely voluntary insolvency
process’ There needs to be a mechanism to maintain thiliiecof the framework for
crisis resolution, which is the usual role of trekruptcy court. This is not a job for the
“invisible hand.” The same structural need — if tiod same solution — must surely apply
for the same negotiation at international level.

And yet, all efforts to create a sovereign insobyeprocess thus far have been stillborn.
There is great political antipathy to developingthing like a mechanism to recognize
sovereign bankruptcy. One may then ask whetheinteenational community could
develop a system that delivers at least some of abankruptcy regime delivers. Is there
some other way to increase discipline and respditgiin creditors and debtors that is less
than a bankruptcy regime and more than a volurtedg of good conduct?

It seems that in fact a tentative step in a pramgisiirection was already taken early in this
decade, although it was overwhelmed by the SDRMGAG debates. As noted earlier, in
2002, IMF proposed a set of principles for ordeidpt workouts in elaborating its “good
faith” criterion for lending into arrears. Origityliewed as a device to bring reluctant
creditors to the negotiating table, it became andkies of the creditor community a device
to bring a reluctant debtor government to the tableegotiate with its creditors. This
appears to be something on which to build.

Three steps would be needed. First, a more comgheténternationally agreed statement
of what “good faith” means in the context of work®from a sovereign debt crisis would
have to be elaborated. Second, a mechanism woulddmed to decide whether the

% |n fact, many institutional bondholders doecedto sell defaulted paper or paper that is downgraded
sub-investment grade.

37 See Stiglitz (2002) for a comparison of private anvereign insolvency and the workout regimes that
govern the former and are missing from the latter.
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relevant parties in a specific debt crisis workeete in fact acting in “good faith.” Third,
the official international community — in particulaebtor governments, the IMF and
other international financial institutions, and titreditor governments — would have to
have pledged to be guided by the internationalhgeg) criteria of “good faith” and by the
findings of the country-specific mechanism, andttieey would actually have to do so.

The first step is to decide what the contents ef‘good faith” criterion should be. As
noted at various points in this paper, the IIF élgles seem biased toward the creditors.
Other authors have offered other id&&Shis author’s preference is that a broad
international process with the participation ofahcerned stakeholders be convoked to
decide on the content of “good faith” actions byeseign debtors, and by private and
official creditors. While all relevant stakeholdetsould participate, the end result would
have to be a text agreed by governments and reflgehuine political consensus. Some
stakeholders would perforce be disappointed. Beretlns a public purpose here that has to
override narrow interests when they do not fullpe® with the public one. The key is to
properly identify the public purpose and the priohes that it should embody. The United
Nations has a tradition of establishing both ad dmod standing forums to elaborate
normative standards for international economicti@hs. One simple way the UN General
Assembly could set the process in motion in thgeda by requesting UNCITRAL (the
well-regarded United Nations Commission on Inteoratl Trade Law) to develop a
recommendation for its consideration. But other svequld also be conceived.

The second step is where we enter the issue oigstrening discipline in debt workouts.
While not conceived as a treaty obligation, thedgdaith” principles should not be
violated lightly. But assessing whether “good faithfact existed could not be left to
possibly self-serving interpretations by differergditors or the debtor itself. Some
international authority that is held in high regasdall the players as neutral, principled
and technically competent would have to reach sucligment. Were it perceived to
satisfy all these criteria, the IMF Executive Boarduld be the prime candidate to be that
authority. Perhaps a reformed IMF, or a succesgernational organization that was not
itself a creditor, might make the assessment. Adtively, perhaps an ad hoc panel of wise
men and women acceptable to debtor and credita@rgawents could be constituted when
needed to interpret whether the debtor and itsitorsdwere acting in “good faith® The
international discussion to elaborate the concéfgand faith” could also design the
mechanism to judge individual cases.

The third step is that the IMF and other officie¢ditors would be expected to continue
supporting a debt-crisis country that was deemédxtacting in good faith. To be credible,
a withdrawal of international support (other thamegegency or humanitarian assistance)
would have to accompany a finding by the authasftgebtor government “bad faith”. By
the same token, a finding of debtor government daitl should signal to creditors that
the international community regards the countrgeeking to cooperate in resolving its

% |n addition to the recommendations referencedilitet 1, Lee Buchheit and Rosa Lastra (2007, phag}
recently made a concrete proposal that is expligitthe context of fleshing out the criteria fgdod faith”.
39 Several suggestions that could be reinterpretegbplying to ways to constitute such a body magéden
in the column denoted “institutional framework gdcess” of the comparative table of proposals for
improved debt workouts in Kaiser (2008).
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debt difficulties. Creditors, both official and pate, would be expected to follow whatever
specific debt negotiation or discussion procedsey mutually deemed appropriate, as
long as the processes satisfied the good faitltiptes. No single model need be assumed
superior to all others for all situations. On thleey hand, if some group or individual
creditors were found not to be acting in good faitlsould constitute an assignment of
blame for difficulties in reaching an appropriaterkwout. While it is admittedly hard to
conceive what sanctions might be imposed on “badhaved” official creditors (beyond
political opprobrium), there is an opportunity irat “badly behaved” private creditors are
likely to seek succor in the courts.

More precisely, it is proposed that the courtsrgddor countries not accommodate
uncooperative private creditors under this regilipéor example, a speculative investor
went to court in the country whose laws governédrd contract to press his claim
against a defaulting sovereign, an interventiony$esay ammicuscuriae or equivalent
brief) from the government would have weight witle judge if it said the case is
progressing under the internationally endorsed watrbrocess, that the debtor and the
majority of its creditors were acting in “good fditand that this government is committed
to seeing the matter resolved through the agraedniational process. The argument in
such a brief would have to challenge the legal mwents made by the uncooperative
investor, but its force would essentially be po#ti namely that a court finding for the
creditor would undermine international cooperatittigations that the creditor
government supported. Is this not, in fact, pathefstory of Argentina in the US couft$?

In short, it seems that the force of the intermal@agreement could trump individual
creditor contract rights that might otherwise cahg day outside the scope of the
agreement. Governments would be bound by theimpaanee of the principles and process
to honor findings of good faith. As regards privateditors, it is the role of the judge
before whom non-cooperative claims for repaymeataade to balance legal, political —
and, indeed, human — imperatives in reaching heisams. However, one may envisage
one further step to make the matter even more uigarobs once the “good faith” criteria
were developed. That is, a pledge to act in goitd & so defined in resolving disputes
could be inserted into new sovereign bond contréasvith CACs, it is doubtful such a
contract modification would disadvantage debtorarig way or discourage lendérdt
would seem at least at first glance as no moreusdioan standard arbitration clauses in
commercial contracts.

As it is, the IMF has planned to revisit its lenghimto-arrears policy — and could
reconsider its “good faith” criterion — as partitsf medium-term work strategy. While

% Indeed, the United States government made a alditervention over a sovereign debt crisis far third
time since the 1980s when two firms holding defadilArgentine bonds sought to capture paymentsdoy th
Argentine government to the IMF. The interventioaswhrough a “Statement of Interest of the United
States,” requesting that the court “bar plaintiftem interfering with payments by Argentina to dt®ditors”
(US Government, 2004, p. 20). In its brief, the gowment spoke of its “foreign economic policy” to
promote “orderly and consensual restructuring @eseign debt” (p. 2) and that the plaintiffs’ intems, in
essence, were not helpful.

*1 Court challenges could still be mounted, but wdikiely be based on claims that one party or arodi
not follow the good-faith guidelines, which eithmight nullify the agreement or the requirementhaf t
creditor to be bound by the good-faith principlanself.
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nothing of the scale that is proposed here is aged (indeed, the Fund could be
pressured to cede the “good faith” territory to Bveciples), nothing precludes it either, or
that the international community take up the mattex different forum, as suggested
above. It is a matter for international debate Wwhethe “good faith” criterion might be the
handle on which to elaborate and explicitly end@ge=ed principles and processes that
would raise the confidence of people in develomiogntries as well as creditors of
reaching orderly, effective and fair workouts wisawvereign debt crises become
unavoidable. It is only hoped that the ideas priestEhere might stimulate thinking on
ways to improve on the situation as it exists today
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