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ABSTRACT

This Article reviews the history of sovereign debt restructuring operations
with private sector creditors with a view toward diagnosing the factors that lead
to inferior outcomes. The Article also attempts to forecast potential problems
that may arise in sovereign debt restructuring negotiations in the future and
reviews possible modifications of existing institutions. The future potential
problems range from the role of credit default swaps in discouraging creditor
participation in voluntary exchange offers to the potential for manipulation of
aggregation clauses. Other potential issues include the possibility of de facto
sovereign default on state contingent debts through statistical manipulation,
more widespread use of appeals to the notion of odious or illegitimate debts, and
the extent to which recent regulatory changes aimed at restricting litigation
against sovereigns in default might reduce the incentive for sovereigns to repay
their debts in the future.
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INTRODUCTION

At the time of writing, Europe is in the early stages of a sovereign debt
crisis. Greece has already announced plans to restructure its stock of sover-
eign debt, while the price of credit default swaps (CDS) indicates that finan-
cial markets increasingly expect a number of other European sovereign
countries to follow in the near future. What is the likely outcome of these
European debt restructuring operations? Can history act as a guide as to
what to expect of these operations? Is there room to improve upon the out-
comes of the past? And what new problems are likely to arise in the future?
In this Article, we review the history of sovereign debt restructuring opera-
tions with a view toward diagnosing the factors that lead to inferior out-
comes, proposing possible solutions to debt restructuring problems, and
anticipating future problems that may arise with the continued evolution of
the market for sovereign lending.

After reviewing a number of important preliminary matters in Part I,
including possible criteria that might be applied in the design of an optimal
process for restructuring debts, in Part I we survey some of the recent evi-
dence on the outcomes of sovereign debt restructuring. As the European cri-
sis predominantly involves sovereign bonds, our focus will be on the
experience of sovereign debt restructuring operations with private sector
creditors (including both bondholders and commercial banks), emphasizing
the lessons drawn from the experience of the emerging markets of Latin
America for the “submerging” markets of Europe. We show that outcomes
have typically been poor, with restructuring operations taking on average the
better part of a decade to complete, resulting in creditor losses on the order
of forty percent of the value of their claims and leaving the debtor countries
equally or more indebted than they were when they entered default. Al-
though restructuring outcomes are poor for almost all countries, they appear
to be especially poor for the low-income countries of Sub-Saharan Africa.

Part III then reviews possible explanations for these outcomes. The fact
that the history of sovereign lending is associated with repeated attempts by
creditors to form institutions to promote coordinated action suggests that
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collective action problems may be an important determinant of these out-
comes. We review some recent theoretical research on this topic that sug-
gests that mechanisms such as the introduction of collective action clauses
into debt contracts have the potential to both reduce the costs of restructur-
ing and improve the terms on which sovereigns will be able to borrow in the
future. Importantly, this literature also suggests that such mechanisms are
not a panacea and may lead to worse restructuring outcomes when applied to
countries with poor debt management systems for which managing a restruc-
turing operation is very costly. We also review a number of other potential
explanations for poor restructuring outcomes.

Part IV then draws a much longer bow and attempts to forecast poten-
tial problems that may arise in future sovereign debt restructuring negotia-
tions. We explore the extent to which the increased availability of derivative
securities such as credit default swaps has the potential to discourage credi-
tors from participating in a proposed debt restructuring operation and, in the
event that they do participate, from exerting the appropriate resources to
ensure an efficient restructuring outcome. We conjecture that increased issu-
ance of state contingent debt securities will lead to the occurrence of a form
of de facto sovereign default in which sovereigns manipulate their own sta-
tistical data to reduce payments on their own bonds. We review the practical
problems that are likely to arise with more widespread appeals to the notion
of odious or illegitimate debts as a justification for imposing larger losses on
creditors. Finally, we consider the extent to which recent regulatory changes
aimed at restricting litigation against sovereigns in default might reduce the
incentive for sovereigns to repay their debts in the future. At each point, we
emphasize the importance of carefully crafting solutions to these problems
so as to avoid creating perverse incentives for market participants.

I. PRELIMINARIES

In this Part, we outline some of the issues that arise when thinking
about sovereign default and sovereign debt restructuring. We begin with a
discussion of the factors that make sovereign debt restructuring different
from debt restructuring operations between private parties before turning to
the criteria by which sovereign debt restructuring outcomes can be judged.
We then discuss some concepts that arise from an attempt to quantify the
extent of sovereign default and sovereign debt restructuring throughout his-
tory. Finally, we provide a brief history of sovereign debt restructuring and
describe the institutional environment within which restructuring negotia-
tions have taken place.

A.  What is Special about Sovereign Debt Restructuring?

The debts issued by sovereign governments differ from the debts of
private entities in at least two important respects. The first difference arises
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from the special legal status of a sovereign arising from the doctrine of sov-
ereign immunity, which precludes a lawsuit against a sovereign without that
sovereign’s consent. As applied to lawsuits within the sovereign’s own legal
system, this doctrine is based on the intuitive idea, extending back at least to
Hobbes’s Leviathan,' that the agent that makes the laws is not bound by
those laws. As a practical matter, this limits the ability of the sovereign’s
creditors to seek enforcement of a contract through the courts of the sover-
eign country itself. With regard to foreign borrowing, this right had typically
been extended to foreign governments on the basis of international comity
among nations, which as a consequence had limited the ability of foreign
creditors to seek redress through their own and other countries’ courts.?

Over time, this absolute doctrine of sovereign immunity has been weak-
ened. In response to increased government participation in commercial ac-
tivities in the post-war period, driven in part by the rise of socialist and
communist countries, a more restrictive doctrine of sovereign immunity
emerged.’ Codified in the United States with the passage of the Foreign Sov-
ereign Immunity Act of 1976* and in the United Kingdom by the State Im-
munity Act of 1978,° the restrictive doctrine recognized the immunity of a
sovereign with regard to acts of state but not with respect to its private acts,
including its commercial activities, nor with respect to situations in which it
has expressly waived its immunity. Such waivers are now common in inter-
national bonds. For example, the prospectus for Turkey’s 6.00% Notes due
January 14, 2041 states that:

Turkey will irrevocably waive, to the fullest extent permitted by
law, any immunity, including foreign sovereign immunity, from
jurisdiction to which it might otherwise be entitled in any action
arising out of or based on the debt securities which may be insti-
tuted by the holder of any debt securities in any state or federal

' THomas HoBBEs, LEviATHAN 176 (J. C. A. Gaskin ed., Oxford University Press 1996)
(1651).

2 For example, in 1877 an English appeals court refused to attach the sales of Peruvian
guano shipments that were to serve as security for government debt, claiming that the bonds in
question could not be enforced independently of the debtor nation’s consent. See PaoLo
MaURrRO, NATHAN SUSSMAN & YIsHAY YAFEH, EMERGING MARKETS AND FINANCIAL GLOBAL-
1ZATION: SOVEREIGN BoND SPREADS IN 1870-1913 anp Topay 133 (2006).

3 The first shift from absolute to relative sovereign immunity occurred with the U.S. De-
partment of State’s issuance of the Tate Letter in 1952, which declared that a foreign state
would not be granted sovereign immunity in lawsuits arising from strictly commercial activi-
ties of a sovereign. See HOLGER SCHIER, TOWARDS A REORGANISATION SYSTEM FOR SOVER-
EIGN DEBT: AN INTERNATIONAL Law PERSPECTIVE 7 (2007).

4 See Foreign Sovereign Immunity Act, 28 U.S.C. § 1605(a) (2006); State Immunity Act,
1978, c. 33, §§ 2-3 (U.K)).

5 See State Immunity Act, 1978, c. 33, §§ 2-3 (UK)).
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court in the City of New York or in any competent court in
Turkey.5

In other countries, the waiver is more limited. For example, the prospectus
for Brazil’s 10.25% Global BRL Bonds due 2028 states that:

Under Brazilian law, Brazil is prohibited from submitting to the
jurisdiction of a foreign court for the purposes of adjudication on
the merits in any dispute, controversy or claim against Brazil aris-
ing out of or relating to the securities. Brazil has agreed, however,
that any dispute, controversy or claim arising out of or relating to
the securities (other than any action arising out of or based on
United States federal or state securities laws), including the per-
formance, interpretation, construction, breach, termination or inva-
lidity of the securities, shall be finally settled by arbitration in New
York, New York.”

In practice, variations in the form of waivers, as in the Turkish and Brazilian
examples, are of limited importance because debt issuance is a commercial
act, so foreign creditors now have the ability to bring suit against a sovereign
in default on its debts in the main foreign jurisdictions.®

The second difference between sovereign and private debts, however,
arises from the relatively limited scope for the attachment of the assets of the
sovereign. A number of recent court cases have suggested that it is difficult
to seize the small stocks of assets held abroad by the average debtor nation.’

¢ The Republic of Turkey, Prospectus for U.S. $1 billion of 6.00% Notes Due 2041, at 12
(Aug. 10, 2006), available at http://www.sec.gov/Archives/edgar/data/869687/0000950123110
01256/y87020b5e424b5.htm#608.

7 Federative Republic of Brazil, Prospectus for Brazilian R$ 1.1 billion of 10.25% Global
BRL Bonds Due 2028, at 13 (May 8, 2007), available at http://www.sec.gov/Archives/edgar/
data/205317/000119312510234571/d424b5.htm.

8 The first major wave of lawsuits against sovereigns occurred in the 1980s with the Latin
American crisis. In Republic of Argentina v. Weltover, Inc., 504 U.S. 607, 617 (1992), the U.S.
Supreme Court held that a “garden variety” public debt issuance in the U.S. by a foreign state
constitutes “commercial activity” as per the Foreign Sovereign Immunity Act, regardless of
the purpose of that activity; thus, such sovereigns may be sued in U.S. courts. See Jonathan I.
Blackman & Rahul Mukhi, The Evolution of Modern Sovereign Debt Litigation: Vultures,
Alter Egos, and Other Legal Fauna, 73 Law & ConTEMP. PrOBS. 47, 52 (2010).

9 In one Fifth Circuit decision, the court refused to attach property of the Congo for the
purposes of debt collection because the state’s use of the property was not sufficiently clear so
as to fall under the narrowly-construed section 1610(a) of the Foreign Sovereign Immunity
Act, which provides that the sovereign’s property must be used for a commercial activity in the
U.S. in order to be subject to execution. See Walker Int’l Holdings Ltd. v. Congo, 395 F.3d
229, 236 (5th Cir. 2004). The larger problem arises from the fact that sovereign debtors them-
selves rarely have even plausibly attachable assets abroad, forcing creditors to turn to the
state’s agencies or instrumentalities that are more likely to have assets abroad. See Blackman &
Mukhi, supra note 8, at 59. Such remedies, however, are also severely limited, as the Supreme
Court has held that such agencies and instrumentalities are presumed to have legal status inde-
pendent of the state itself. See First Nat’l City Bank v. Banco Para El Comercio Exterior de
Cuba, 462 U.S. 611, 626 (1983). Additionally, property held by a foreign central bank as
reserves is typically immune from attachment under the Foreign Sovereign Immunity Act. See,
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A particularly well-known instance concerns the mostly unsuccessful efforts
of the Swiss company Noga to enforce contracts with Russia by seizing em-
bassy bank accounts, Russian properties in France, naval ships, fighter jets,
uranium shipments, and fine art exhibitions.”

The difficulty of enforcing sovereign debt contracts is the fundamental
problem of sovereign debt. This problem also limits many potential changes
to the processes for restructuring sovereign debt that rely on being able to
bind the sovereign to accept a specific restructuring agreement. Even when it
is possible to bind the sovereign to accept an agreement, to the extent that
the agreement includes new debt issues, there may be little that can be done
to stop the sovereign from immediately defaulting again.

In the absence of the usual processes for enforcing contracts, what are
the costs of default that serve to encourage repayment? Market participants
commonly refer to the loss of normal financial market access as the primary
consequence of a country’s decision to default.!" There are at least three ap-
proaches for explaining why access to financial markets might be lost or
restricted after a default. One approach emphasizes the role of legal sanc-
tions in blocking credit market access. As noted above, the ability to seize
the assets of a sovereign is limited by the fact that most of these assets are
not held in creditor jurisdictions. However, one asset that can be seized is the
funds associated with servicing new loans to a country, which inevitably
flow through creditor country jurisdictions. This approach has been adopted
in recent litigation concerning sovereign default, including the well-known
case of Elliott Associates v. Peru.'? If the funds servicing new loans can be
seized, creditors will be deterred from making new loans and, hence, a coun-
try will be effectively cut off from credit markets. A second approach, em-
phasized in early work by Eaton and Gersovitz, focuses on threats by
creditors to retaliate against a country in default by denying it access to new
credit.” A third approach considers that the decision to default reveals some-
thing about a country’s creditworthiness, leading creditors to reduce or cut
off lending to it.

e.g., LNC Invs., Inc. v. Republic of Nicar., 115 F. Supp. 2d 358, 362-65 (S.D.N.Y. 2000),
aff’d sub nom. LNC Invs., Inc. v. Banco Cent. De Nicar., 228 F.3d 423 (2d Cir. 2000).

10.See Mark L. J. Wright, Reputations and Sovereign Debt 35-37 (Sept. 2002) (unpub-
lished manuscript), http://elsa.berkeley.edu/users/obstfeld/e281_sp03/wright.pdf (describing
the series of actions taken to secure the funds).

1 Cf, e.g., R. Gaston Gelos, Ratna Sahay & Guido Sandleris, Sovereign Borrowing by
Developing Countries: What Determines Market Access? 4 (Int’l Monetary Fund, Working
Paper No. WP/04/221, 2004), available at http://dipeco.economia.unimib.it/web/corsi/global_
capital_markets_%?28international_finance_and_development%?29277/altro/gelos_et_al_on_
sov_market_accessimfwp05.pdf (“The ability of a sovereign government to borrow on interna-
tional credit markets depends on its perceived ability to repay and on the incentives it will have
to do it.”).

12 See Elliott Assocs., L.P. v. Banco de la Nacion, 194 F.3d 363, 368-70, 380-81 (2d Cir.
1999).

13 See Jonathan Eaton & Mark Gersovitz, Debt with Potential Repudiation: Theoretical
and Empirical Analysis, 48 Rev. Econ. Stup. 289, 302-304 (1981).
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A default may also impose direct costs on the economy of the default-
ing country. For example, if default damages the domestic financial system
by inducing a domestic banking crisis, domestic output will fall. Another
mechanism through which the domestic economy may be affected by a de-
fault is through its effects on international trade. There is some empirical
evidence that countries in default experience a significant decline in foreign
trade, which may indicate the imposition of trade sanctions, either explicitly
or sub rosa, or the loss of access to trade credit facilities.'* Once again, this
view remains controversial: other authors have argued that these trade de-
clines are unrelated to the pattern of debt holdings and hence might be due to
forces other than trade sanctions by creditor country governments."> Some
have argued that throughout history capital market participants viewed the
threat of military intervention by creditor country governments as an effec-
tive deterrent against default by some countries.'® However, these findings
are controversial. For example, Tomz, in his study of sovereign borrowing
across three centuries, finds little evidence for the use of threatened military
intervention to support repayment of debt, although such threats might have
been used to protect the interests of foreign direct investors.!” Whether or not
such punishments were used in the past, there is widespread agreement that
they are not significant today.'®

B. Criteria for an “Optimal” Debt Restructuring Process

Much of the debate surrounding possible changes to (or reform of) the
institutions governing sovereign debt restructuring has been aimed at reduc-
ing the costs (in terms of both time and other resources) associated with
reaching agreement as to the terms of that restructuring. While reduced costs
appear to be in the best interests of a sovereign country that is already in
default, reductions in the costs of default may also affect the incentives of
the country to borrow appropriately and avoid default in the future. In turn,
this will affect the terms on which creditors will lend to the sovereign. That
is, it is entirely possible that the country in default may be made worse off

14 See Jose Vicente Martinez & Guido Sandleris, Is it Punishment? Sovereign Defaults
and the Decline in Trade, 30 J. INTL MoONEY AND FIN. 909, 915-20 (2011).

15 See, e.g., Andrew K. Rose, One Reason Countries Pay Their Debts: Renegotiation and
International Trade, 77 J. DEv. Econ. 189, 189-90, 196, 201-05 (2005).

16 The so-called “gunboat hypothesis,” advanced in both academic and popular writing,
posited that military threats were, in fact, effective mechanisms against defaulting debtors. See,
e.g., Kris James Mitchener & Marc D. Weidenmier, Supersanctions and Sovereign Debt Re-
payment (Nat’l Bureau of Econ. Research, Working Paper No. 11472, 2005) (“All nations that
defaulted on sovereign debt ran the risk of gunboats blockading their ports or creditor nations
seizing fiscal control of their country.”). See generally MicHAEL Tomz, REPUTATION AND IN-
TERNATIONAL COOPERATION: SOVEREIGN DEBT Across THREE CENTURIES 114-57 (2007) (dis-
cussing the gunboat hypothesis).

17 See Tomz, supra note 16, at 116-57.

18 See, e.g., MARTHA FINNEMORE, THE PURPOSE OF INTERVENTION: CHANGING BELIEFS
Aout THE USE oF Forck 46 (2003).
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through the introduction of a relatively costless debt restructuring process if
this process significantly limits its ability to borrow in the future.

Supposing that a relatively costless debt restructuring process is in the
best interests of the sovereign in default, the resulting trade-off between the
costs of default ex post and the costs of borrowing ex ante gives rise to a
classic time consistency problem.!” That is, a sovereign country that is pre-
paring to borrow would like to be able to bind itself to participate in a partic-
ularly costly restructuring process should a default occur, in order to reduce
its incentive to default later and thus secure the most favorable borrowing
terms up front. However, once a default has occurred, the same country will
find it desirable to reduce these costs. If the country is easily able to do so,
creditors will offer less favorable terms on the initial loan in expectation of
this behavior.

An optimal sovereign debt restructuring mechanism must therefore
achieve an optimal trade-off between the costs of default ex post and the
costs ex ante. To understand this trade-off, it is necessary to understand the
nature of the costs and benefits of default. Given that it is practically impos-
sible to craft the language of a debt contract in such a way as to specify a
precise course of action for every possible future eventuality, situations will
arise in which it is not socially optimal for a country to repay all of its debts.
For example, in the event of a natural catastrophe, like an earthquake or
tsunami, it seems reasonable to think that the debt repayments of a country
should be altered and possibly reduced. However, it is in general not possi-
ble to specify the full range of natural catastrophes, and the appropriate ad-
justment in repayment terms, in a readily quantifiable and enforceable
manner in the terms of the debt contract. In such cases, the possibility of
restructuring that country’s debt offers a form of insurance against such out-
comes. As a result, some amount of debt restructuring (and possibly also
default) is desirable.

The problem lies in identifying the right amount of sovereign debt re-
structuring and hence the right incentives to avoid a debt restructuring. The
incentive for the country to avoid default and restructuring depends on the
expected outcome of the debt restructuring process: if the expected outcome
is too generous to the sovereign, it defaults too often. The design of the debt
restructuring process affects these incentives in two ways. First, to the extent
that the process is time-consuming or requires large expenditures, the debt
restructuring is costly to both the sovereign debtor and to creditors as a

19 See Guillermo Calvo, On the Time Consistency of Optimal Policy in a Monetary Econ-
omy, 46 EcoNoMETRICA 1411 (1978). See generally Finn E. Kydland & Edward C. Prescott,
Rules Rather Than Discretion: The Inconsistency of Optimal Plans, 85 J. PoL. Econ. 473,
486-87 (1977). In a broader sense, the tradeoff between ex post and ex ante incentives in
sovereign debt restructuring has been raised by many authors. See, e.g., Michael P. Dooley,
International Financial Architecture and Strategic Default: Can Output Losses Following In-
ternational Financial Crises be Avoided?, 53 CARNEGIE-ROCHESTER CONF. SERIES ON PUB.
PoL’y 361, 371-74 (2000); see also Andrei Shleifer, Will the Sovereign Debt Market Survive?,
92 Am. Econ. Rev. 85, 86-88 (2000).
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whole. Second, these incentives are also affected by the extent to which the
process favors debtors over creditors. A process that favors creditors over
the sovereign debtor will give the sovereign a strong incentive to avoid de-
fault, although if it is inflexible it will also provide very little insurance
against the adverse outcomes discussed above. An optimal debt restructuring
mechanism should minimize the social costs, since they do not benefit either
creditors or the sovereign debtor, and it should focus on appropriately setting
the relative outcomes of the process, that is, the private costs.

Any change in the outcomes expected from debt restructuring will also
have ex ante consequences. For a given creditor recovery rate, the more
likely is a sovereign default or restructuring, the less profitable is sovereign
lending and the higher the cost of borrowing faced by sovereign debtors.
And the higher the cost of borrowing, the less sovereign borrowing will
occur. Indeed, much of the policy debate as to the desirability of more wide-
spread use of collective action clauses in sovereign bond contracts focused
on their anticipated effect on borrowing costs and the resulting amount of
sovereign borrowing this would produce. A small and somewhat controver-
sial literature testing for differences in the costs of borrowing between con-
tracts with and without collective action clauses has not generated a
consensus as to whether such clauses increase the cost of borrowing.?’ This
may indicate that such clauses do not substantially change the incentive of a
sovereign to default on or restructure its debts. Alternatively, it may also
indicate that any increase in the probability of a default or restructuring is
offset by an increase in the recovery rate creditors expect.

The time consistency problem has other implications for the design of
alternative debt restructuring processes. First, if participation in a particular
restructuring process is voluntary, as determined ex ante in the initial debt
contract, sovereigns will have an incentive not to participate, in order to
attract more favorable borrowing terms. This is particularly likely to the ex-
tent that a sovereign’s borrowing decisions are made by term-limited politi-
cians who value the lower cost of borrowing today and anticipate that any
costs from a future restructuring will be borne by the successor government.
Second, even if a new process is imposed upon sovereigns, they will have an
incentive to undermine the process so as to make restructuring more costly.
Sovereigns might accomplish this by issuing debts with different levels of
seniority—so as to generate conflict among creditors in restructuring negoti-
ations—or by marketing the debt to retail investors who are typically more

20 See Barry Eichengreen & Ashoka Mody, Do Collective Action Clauses Raise Borrow-
ing Costs?, 114 Econ. J. 247, 248, 261-63 (2004). See generally Torbjorn Becker, Anthony
Richards & Yunyong Thaicharoen, Bond Restructuring and Moral Hazard: Are Collective
Action Clauses Costly?, 61 J. INTL Econ. 127 (2003); Mark Gugiatti & Anthony Richards,
The Use of Collective Action Clauses in New York Law Bonds of Sovereign Borrowers, 35
Geo. J. INTL L. 815, 830 (2004); Anthony Richards & Mark Gugiatti, Do Collective Action
Clauses Influence Bond Yields? New Evidence from Emerging Markets, 6 INT'L FIN. 415, 417,
423, 432-33, 444 (2003).
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difficult to contact and organize in the event of a debt restructuring
negotiation.

C. Sovereign Debt Restructuring and Sovereign Default

No comprehensive database of sovereign debt restructuring negotia-
tions exists. This is not surprising given the conceptual and practical difficul-
ties associated with collecting such information. For example, given the
complexity of the typical sovereign’s portfolio of debts, the restructuring of a
country’s debt portfolio necessarily involves negotiations with many differ-
ent parties, and it is not obvious whether one should count these negotiations
as one restructuring or as many. As another example, in a number of cases
there have been many rounds of negotiation, each resulting in an agreement
that is not implemented, only to be followed by new rounds of negotiation.
In such cases, it is not obvious whether we should count all rounds, or only
the final successful round, when quantifying the extent of restructuring ne-
gotiations. Finally, in many cases negotiations are not public, and thus there
is no publicly available source of information on them.

It is possible, however, to construct a database of the occurrence of
default and its final resolution. To do so, it is necessary to clarify a number
of other technical issues including such elementary questions as precisely
what is meant by the terms “default” and “resolution.” It will turn out that
differences in these definitions may also play a role in determining the out-
comes of sovereign debt restructuring negotiations, as discussed below.

Defined narrowly, a default on a debt contract occurs when a debtor has
not met its legal obligations according to the debt contract. The precise terms
under which a default occurs are defined in the debt contract and can typi-
cally be divided into two types. The first type of default is often referred to
as a debt service default and occurs when the borrower fails to make a pay-
ment of interest or principal within the specified grace period. The second
type of default, referred to as a technical default, occurs when the sovereign
violates a covenant or condition of the debt contract.

For example, consider the 10.25% Global BRL Bonds due 2028 issued
by Brazil in May 2007. The prospectus defines a default as follows:

Any of the following events will be an event of default with re-
spect to any series of debt securities:

(a) a default by Brazil in any payment of principal of or interest on
any debt securities of any series, which continues for 30 days after
such payment was due;

(b) a default which is materially prejudicial to the interests of the
holders of the debt securities of that series in the performance of
any other obligation under the debt securities of that series, which
continues for 30 days after the holder of any debt securities of that
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series provides to the fiscal agent written notice requiring this de-
fault be remedied;

(c) an acceleration of any aggregate principal amount of Public
External Indebtedness of Brazil, which exceeds $25,000,000 (or its
equivalent in any other currency), by reason of an event of default
arising from Brazil’s failure to make any payment of principal or
interest under this Public External Indebtedness when due;

(d) a failure of Brazil to make any payment in respect of the Public
External Indebtedness of Brazil in an aggregate principal amount
in excess of $25,000,000 (or its equivalent in any other currency)
when due (as such date may be extended by virtue of any applica-
ble grace period or waiver), which continues for 30 days after the
holder of any debt securities of that series provides to the fiscal
agent written notice requiring this default be remedied;

(e) a declaration by Brazil of a moratorium with respect to the
payment of principal of or interest on Public External Indebtedness
of Brazil which does not expressly exclude the debt securities of
that series and which is materially prejudicial to the interests of the
holders of the debt securities of that series; or

(f) a denial or repudiation by Brazil of its obligations under the
debt securities of that series.?!

There are a number of problems associated with the use of this definition as
the basis for the investigation of sovereign debt restructuring occurrences
and outcomes. For example, from the perspective of a creditor, the sovereign
may undertake a number of actions that do not constitute a default as defined
above but which nonetheless reduce the market value of the creditor’s claim.
Hence, it may be desirable for the creditor to purchase insurance against a
wider range of actions by the sovereign. This desire is reflected in the con-
tractual terms of marketed credit default swaps (CDS) which are triggered
by what is known as a credit event.

The set of credit events insured by a CDS are negotiated by the parties
and may vary from contract to contract. For many CDS contracts, sovereign
and private, the definition of a credit event follows the guidelines of the
International Swaps and Derivatives Association’s (ISDA) 2003 Credit De-
rivative Definitions.?? In such contracts, credit events can typically be
grouped into a small number of types, including the “repudiation or morato-
rium” of a debt by a country, a “failure to pay” in which payments of inter-
est or principal are not made within the specified grace period, or the

2! Federative Republic of Brazil, supra note 7, at 4-5.
2 INTL SWAPS AND DERIVATIVES Assoc., CREDIT DERIVATIVES DErFINITIONS (2003).
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“restructuring” of a debt in which the terms of future payments on the debt
are altered directly (such as through a reduction of principal or interest) or
indirectly (such as through contractual subordination or a change in cur-
rency) and where the changes bind all debt holders.?* Note that a restructur-
ing can occur without a failure to repay.

The precise definition of a restructuring credit event has been a central
issue in recent discussions concerning the restructuring of Greek sovereign
debt, where it has been argued that a restructuring in which creditors volun-
tarily exchange their debts for new debts with different payments should not
constitute a restructuring credit event.?* We return to this issue below when
we discuss the effect of CDS on sovereign debt restructuring negotiations.

For our current purposes, a limitation of both the narrow definition of
default and interpretation of a restructuring credit event is that they need not
correspond very closely to the presence of sovereign debt restructuring ne-
gotiations. Indeed, there are several instances in the historical record of sov-
ereigns opening such negotiations with creditors without the debt being in
default.” Reflecting this fact, credit ratings agencies like Standard and Poor’s
(S&P) define a default as having begun when a payment is not made within
any grace period specified in the contract, or when the sovereign “tenders an
exchange offer of new debt with less favorable terms than the original is-
sue.”? As a result, the S&P definition of a default is probably closest to a
measure of sovereign debt restructuring. S&P has stated that it will treat the
voluntary Greek restructuring, which would not trigger a credit event under
a CDS, as a default.”

When it comes to examining the data on default below, we must deal
with one last technical matter. It is often observed in the data that a country
defaults, restructures its debts with a new debt issue, and then defaults again
in the same or following year.”® Alternatively, a sovereign may default on
one contract, settle, and then default on another. S&P treats such events as
being part of the same default episode within classes of debts, such as bonds

23 The various types of credit events and related conditions are outlined in Article IV of
the Credit Derivatives Definitions. Id.

24 See Christopher Whittall, Greek CDS Uncertainty Fuels Dumping, INT'L FINANCING
REv. (June 3, 2011), http://www.ifre.com/greek-cds-uncertainty-fuels-dumping/637561.article.

25 FEDERICO STURZENEGGER & JEROMIN ZETTELMEYER, DEBT DEFAULTS AND LESSONS
FROM A DECADE oF CRrIsgs 16 (2006).

26 John Chambers, Sovereign Defaults and Rating Transition Data 2010 Update, STAN-
pARD & Poor’s (Feb. 23, 2011), http://www.standardandpoors.com/ratings/articles/en/us/?
assetlD=1245302231824.

27 Christiaan Hetzner, Greek Debt Restructuring Likely a Default—S&P, REUTERS (June
10, 2011), http://uk.reuters.com/article/2011/06/20/uk-eurozone-greece-default-idUKTRE75J5
AF20110620.

28 Carmen M. Reinhart & Kenneth S. Rogoff, This Time is Different: A Paranoramic View
of Eight Centuries of Financial Crises 7 (Nat’] Bureau of Econ. Research, Working Paper No.
13882, 2008), available at http://www.nber.org/papers/w13882.pdf.
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or bank loans.? For our purposes below, we will say that a sovereign is in
default if it is in default on any type of debt contract.

The above definitions make no distinction between the occurrence of a
default (in the legal or ratings agency sense) and an outright repudiation of a
debt by a country. The absence of this distinction is probably innocuous; in
practice many repudiated debts are eventually restructured through negotia-
tions albeit often several decades after the repudiation event itself.** Like-
wise, we will not draw a distinction between defaults that cover only a part
of a sovereign’s debts and those that cover all debts or between defaults on
interest and defaults on principal or on both. We will only focus our atten-
tion on national-level debts or debts guaranteed at the national level rather
than focusing on debts that are provincial or municipal.

D. Institutions Governing Restructuring in History

The modern history of sovereign debt restructuring institutions begins
at the end of the Napoleonic wars, when the European capital markets
opened to, among others, the newly independent Latin American republics.
These republics rapidly accumulated debts and defaulted shortly thereafter,
leading to a prolonged debt restructuring process that in some cases lasted
the better part of the rest of the nineteenth century.’! Initially, the creditors of
these nations organized themselves into ad hoc committees typically staffed
by the creditors themselves. An early problem was the proliferation of such
committees. This was a problem for the sovereign debtor, which was re-
quired to negotiate with multiple creditor groups without any assurance that
an agreement struck with one group could be more generally enforced.®

The proliferation of committees was also a problem in the context of
the operation of European financial markets. In the early part of the nine-
teenth century, the London Stock Exchange adopted a rule that it would not
list newly issued securities by a country in default.® This meant that sover-
eigns in default were deprived of normal credit market access and were
forced to turn to over-the-counter markets for selling securities that presum-
ably resulted in worse loan terms. In the event of a default, the London
Stock Exchange relied on creditor groups to inform it of the existence of a

2 See Chambers, supra note 26.

30 For example, in 1996 the French and Russian governments signed a bilateral agreement
under which Russia would pay France $400 million as a settlement of the tsarist debt repudi-
ated in 1917; this agreement was subsequently challenged. See Galina Stolyarova, Tsarist Debt
Leads to Grab for Hermitage Art Treasures, St. PETERSBURG TiMEs, July 15, 2003, available
at http://www.sptimes.ru/index.php?action_id=2&story_id=10481.

31 See Juan Carlos Hatchondo et al., The Economics of Sovereign Defaults, 93 Econ. Q.
163, 166 tbl.2 (2007).

32 See STURZENEGGER & ZETTELMEYER, supra note 25, at 11.

33 See Larry Neal, The London Stock Exchange in the 19th Century: Ownership, Struc-
tures, Growth, and Performance 11 (Oesterreichische Nationalbank, Working Paper No. 115,
2006).
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default, as well as the time at which the debts were restructured and the
default was settled.* With the existence of multiple competing bondholder
groups with competing positions on acceptable settlements, there was often
no clear statement as to the end of a default for listing purposes.*

Motivated by such problems, the Corporation of Foreign Bondholders
began operations in 1868 with the intention of setting up a permanent body
that would bring expertise to different restructuring negotiations and unify
competing creditor groups.*® Later incorporated in 1873, it was the Corpora-
tion of Foreign Bondholders to which the London Stock Exchange turned
when seeking a declaration of the end of a default.’” Similar bodies formed
throughout Europe and, in the early twentieth century, the Foreign Bond-
holders Protective Council was established in the United States.’® These in-
stitutions remained in operation until the 1970s when, with the decline of
international financial markets and sovereign bond issuance following the
Second World War and Bretton Woods, the importance of these institutions
declined.®

At the same time that bond lending was declining, the middle of the
twentieth century saw the rise of official lending, both from other govern-
ments as well as from multilateral institutions. There were very few defaults
on loans issued by multilateral organizations such as the International Mone-
tary Fund (IMF) or the World Bank.* Loans from other governments, how-
ever, were restructured frequently and typically under the auspices of the
permanent body known as the Paris Club.*' The terms of Paris Club restruc-
turing agreements have become very transparent and consistently applied,
with the result that many of these restructuring agreements are concluded
quite quickly,* which also motivates our focus on debts owed to private
creditors.

By the 1970s, the rise in official lending began to be paralleled by the
rise in commercial bank lending to sovereign countries. With the onset of the
debt crisis of the 1980s, commercial bank debt was restructured under the
so-called London Club, which consisted of a series of ad hoc country-spe-

3 See id. at 7.

3 See id.

36 See Paolo Mauro & Yishay Yafeh, Corporation of Foreign Bondholders 3 (Int’1 Mone-
tary Fund, Working Paper No. 03-107, 2003).

3 See id. at 22.

3 Id. at 4 n.3, 5.

3 See Tomz, supra note 16, at 234.

40 See Chambers, supra note 26.

4! See Augustin Carstens, Deputy Managing Director, Int’l Monetary Fund, Remarks at
Dinner Marking 50th Anniversary of the Paris Club: The Paris Club, the IMF and Debt
Sustainability (June 14, 2006), http://www.imf.org/external/np/speeches/2006/061406.htm);
see also Historical Development, CLuB DE Paris, http://www.clubdeparis.org/sections/
composition/historique-50-ans (last visited Jan. 12, 2012).

42 See Enrique Cosio-Pascal, The Emerging of a Multilateral Forum for Debt Restructur-
ing: The Paris Club (United Nations Conference on Trade and Dev., Discussion Paper No.
192, 2008), available at http://www.unctad.org/en/docs/osgdp20087_en.pdf.
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cific Bank Advisory Committees (BACs) convened among the largest bank
holders of that sovereign’s debts.** Unlike the early bondholder committees,
the fact that some banks were exposed to multiple defaulting sovereigns dur-
ing this period meant that expertise in negotiations could be built up as the
same staff served on successive BACs through the crisis.

With the resolution of the 1980s debt crisis (which included a swap of
existing bank debt for new bond debt under the Brady plan)* and the result-
ing decline in commercial bank lending to sovereigns, the market exper-
ienced a resurgence in bond lending. The result is a situation that in many
respects resembles the early part of the nineteenth century experience with
ad hoc bondholder committees. These new committees share many of the
same flaws as the previous ones. Being in existence only for the duration of
the default, they do not have any capacity for building expertise over time.
Moreover, there are typically multiple competing committees who disagree
on plans of action in negotiations and on whether to accept a given offer
from the sovereign.

The increasingly widespread use of collective action clauses in sover-
eign bonds, which typically also include clauses governing the formation of
a creditor committee, holds the promise of being able to eliminate the exis-
tence of multiple competing creditor groups. However, it does little to cor-
rect the lack of expertise engendered by the existence of transitory
committees. Therefore, it is reasonable to expect that a future sovereign debt
restructuring process will involve some form of return to a permanent debt
restructuring organization, whether in the form of new bondholder represen-
tative bodies or through the development of an expert group of judges and
arbitrators that deal repeatedly with successive sovereign defaults.

II. SoveErReIGN DEBT RESTRUCTURING OUTCOMES

In this Part we review the evidence on sovereign debt restructuring
outcomes.

A. Data Sources

As noted above, this Article focuses on defaults on sovereign debts—
defined as debts owed either directly by a country’s national government, or
owed indirectly by virtue of that government’s guarantee—to private sector
creditors, like banks and bondholders. Such defaults seem very difficult to
resolve in practice, as measured by the duration of the default.#> The most
comprehensive and widely used source of data on the dates of defaults on

43 See STURZENEGGER & ZETTELMEYER, supra note 25, at 12-13.

4 See id. at 13, 18.

45 With regard to debts owed to official creditors, we typically only observe the dates at
which the Paris Club agreed to a deal with the country and not when negotiations began.
Anecdotal evidence suggests that such deals are usually concluded quite quickly.



168 Harvard Business Law Review [Vol. 2

sovereign debts owed to private sector creditors, as well as the dates of set-
tlements of these defaults, is published by the ratings agency Standard and
Poor’s (S&P) and makes use of the criteria described above.*

Our data on creditor losses is drawn from Benjamin and Wright, who
use a method based on earlier estimates from Cline.#” Both of these studies
base their measures on the World Bank’s estimates of debt stock reduction,
interest and principal forgiven, and debt buybacks, as published in Global
Development Finance (GDF) in order to obtain the largest sample possible
and to ensure consistency of treatment across default episodes.*® This has
two drawbacks. First, it does not capture the effect of any extension of matu-
rities on creditor losses. Second, the World Bank data do not make any dis-
tinction between forgiveness of debts by private creditors and forgiveness by
official creditors. Therefore, it is necessary to scale the amount of forgive-
ness using estimates of the total amount of debt renegotiated and the propor-
tion owed to private creditors from both GDF and Institute for International
Finance.” Both of these issues are important caveats on their findings.

The data on creditor losses were combined with data on economic ac-
tivity from the World Bank’s World Development Indicators publication, and
data on the stock of long-term sovereign debt owed to private creditors from
GDEF.* Short term debt (that is, debt issued with an original maturity of less
than one year) is not included because it is not available disaggregated by
type of creditor. The resulting dataset covers ninety defaults and renegotia-
tions, by seventy-three separate countries, which were completed in between
1989 and 2006.

As a result of these data constraints, it is important to note that the
sample may not be entirely representative. First, the data on creditor losses
(“haircuts”) was constructed from the World Bank data on debt forgiveness,
which is not available for all episodes. Second, the sample is both left and
right censored, as not all defaults began and ended within the period 1989 to
2004 for which these data are available. Third, the sample does not include
debt restructuring operations that were conducted solely with official credi-
tors under the auspices of the Paris Club. Morais and Wright report that
there were 297 reschedulings of official debt, compared to 130 reschedulings
of private debts, in the postwar period.’!

46 See Chambers, supra note 26.

47 David Benjamin & Mark L. J. Wright, Recovery Before Redemption: A Theory of
Delays in Sovereign Debt Renegotiations 3, 68—72 (UCLA Working Paper, 2009), available at
www.econ.ucla.edu/mlwright/research/workingpapers/RBR_040809.pdf (citing WiLLiam R.
CLINE, INTERNATIONAL DEBT REEXAMINED 236 (1995)).

48

v

0 Data: World Development Indicators, WorLD BaNK, http://data.worldbank.org/data-
catalog/world-development-indicators (last updated Dec. 15, 2011).

5! Bernardo Morais & Mark L. J. Wright, International Financial Crisis Facts (UCLA
Working Paper, 2008) (on file with author).
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We organize our discussion of sovereign debt restructuring outcomes in
the next four subparts.

B. Delays in Reaching Agreement

Looking across all defaults in our sample, delays in restructuring aver-
aged 7.4 years with the median default taking around six years to be re-
solved. These figures for delay are slightly less than the 8.8-year average
length of default recorded in a census of defaults over the past two centuries
by Pitchford and Wright.>?

There is considerable variation in the amount of delay observed across
groups of countries. Wright reports data on differences in delays across
countries at different levels of development and across different regions as
classified by the World Bank.> He finds that the average low-income coun-
try experienced delays in excess of nine years, while the average upper-
middle- income country was able to restructure its debts in just over 5.5
years. Driven by the concentration of low-income countries in Sub-Saharan
Africa, there is a tendency for delays to be longer in Sub-Saharan Africa, at
8.5 years, than in Latin America and the Caribbean, at about 7.5 years, and
Europe and Central Asia, at 4.5 years.>*

C. Creditor Losses

Using the same sample of debt restructuring episodes as in this Article,
Benjamin and Wright found that average creditor losses, weighted by the
level of outstanding debt, were 38%; equivalently, the average recovery rate
for creditors was 62%.% The median haircut was slightly higher at 42%.
Like delays in restructuring, there was also considerable variation in the size
of haircuts across countries, with some groups of creditors not losing any
value of their claims from a restructuring and others losing as much as 90%
of the value of their claims.*

Wright reports on the variation in creditor losses by income level and
by region. He finds that there is a tendency for haircuts to decline with the
income level of a country.”” Haircuts were largest in low-income countries,
where they exceeded 50% on average, and were lowest in the upper-middle-

52 Rohan Pitchford & Mark L. J. Wright, Restructuring the Sovereign Debt Restructuring
Mechanism 5 (UCLA Working Paper, June 5, 2007), available at http://www.econ.ucla.
edu/mlwright/research/workingpapers/RSDRM.pdf [hereinafter Pitchford & Wright,
Restructuring].

33 Mark L. J. Wright, Restructuring Sovereign Debts with Private Sector Creditors: The-
ory and Practice, in SOVEREIGN DEBT AND THE FINaANcIAL Crisis: WiLL Tais TiME BE DiFreR-
ENT? 295, 295-304 (C. A. Primo Braga & G. A. Vincelette eds., World Bank 2011).

3 Id. at 298.

35 See Benjamin & Wright, supra note 47, at 40.

3 Id. at 70-71.

57 Wright, supra note 53, at 298.
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income countries at around 38%. When the data are disaggregated by region,
the largest haircuts were found in Sub-Saharan Africa, where they averaged
just below 50%, while the average haircuts across the European and Central
Asian, Latin American and Caribbean, and Middle East and North African
regions were all roughly 30%.%8

D. Debt Relief

As stressed by Benjamin and Wright, a restructuring that imposes a
large haircut on private sector creditors need not result in a significant low-
ering of the debt burden facing a country, at least when the debt burden is
defined as the ratio of debt to GDP for that country.” There are many rea-
sons this may be the case, but we emphasize three here. First, if a country’s
debt is written down but its GDP falls further, debt to GDP ratios will in-
crease. Second, as the data are measured at an annual frequency, if a country
issues new debt in the same year as the settlement, this will be captured as a
rise in indebtedness unrelated to the settlement terms received by creditors.
Third and finally, by focusing on debt owed to private sector creditors,
broader measures of indebtedness that include official debts might behave
quite differently as the debtor substitutes between different forms of finance.

Bearing these caveats in mind, Benjamin and Wright found that the
median country exited default with as much, if not a little more, debt relative
to the size of their economy as when they entered default.®® This does not
imply that the average country received no debt relief—a country may bene-
fit from a delay in repayment even if the debt stock is unchanged—but it
does emphasize that debt restructuring does not always successfully reduce
the long-term debt burden of the country.

Wright reports on the variation in debt relief across different groupings
of countries.®’ He found that there was a marked tendency for both lower-
and lower-middle-income countries to exit default substantially more in-
debted than when they entered default. In low-income countries, debt-to-
GDP ratios rose by almost 60%, while in lower-middle-income countries,
the increase was in excess of 70%.%2 Upper-middle-income countries fared
relatively better but still received less than a 10% reduction in debt to GDP
ratios.®

A similar picture is observed by region. While South Asia and the Mid-
dle East and North Africa experienced modest falls in indebtedness follow-
ing a restructuring, indebtedness levels rose in every other region.® The

8 See Benjamin & Wright, supra note 47, at 70-71.
% See id. at 8.

%0 See id. at 36.

! See Wright, supra note 53.

92 1d. at 301 fig.12.3.

S Id.

84 1d. at 302 fig.12.4.
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increases in indebtedness were especially large in Sub-Saharan Africa where
debt restructuring left countries almost twice as indebted to private sector
creditors as before they entered default,% bearing in mind that debt owed to
private sector creditors remains a small component of the overall debt of
some these countries.*

E. Costs of Restructuring

The available evidence suggests that many sovereign debt restructuring
operations are quite costly in terms of the expenses required to administer
the restructuring. Pitchford and Wright present evidence that the costs of
restructuring vary from as little as 0.5% of the value of the debt being re-
structured, for relatively straightforward restructurings, to up to more than
3% of the value of the debt for complicated restructuring operations in
which the sovereign’s debts are numerous and complicated or when the sov-
ereign assumes responsibility for foreign debts owed by numerous private
creditors within the country.®’

Only a small share of these costs, including legal fees and printing ex-
penses, are easy to verify and share between creditors. This is important
because to the extent that costs cannot be verified, they are difficult to reim-
burse. And given the size of these costs, this creates an incentive for some
creditors to free ride on the efforts of other creditors. We return to this issue
below.

F.  Summary

The evidence indicates that the process of restructuring sovereign debts,
or at least those debts owed to private sector creditors, is time consuming,
expensive, and largely ineffective at preserving the value of creditor claims
or reducing the long term indebtedness of the sovereign debtor. These out-
comes also tend to be worse for the poorer countries of Sub-Saharan Africa,
although this conclusion must be tempered by the fact that lending from
private sector creditors is far less important for these countries as compared
to official lending. In the next Part, we discuss some of the possible reasons
for these outcomes and begin our discussion of possible mechanisms for
obtaining more desirable outcomes.

III. ExPLAINING SOVEREIGN DEBT RESTRUCTURING OUTCOMES

The history of sovereign debt restructuring reviewed above is domi-
nated by various efforts at coordinating creditors into various institutional

% Id.
6 See id. at 303-05.
67 See Pitchford and Wright, Restructuring, supra note 52, at 35.
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structures. As a consequence, we begin our discussion with some of the
forces that motivate creditors to coordinate, before turning to some other
issues that may be important in explaining outcomes.

A. Creditor Coordination and Cooperation

In many cases, debts are owed to a large number of private sector credi-
tors. In the case of the bank loans that were restructured following the 1980s
debt crisis, many countries had to negotiate with dozens of banks.®® In the
case of bond issues, it is not uncommon for there to be many thousands of
individual bondholders. Negotiating a debt restructuring is therefore difficult
both mechanically—it is costly to both catalogue and communicate with a
dispersed group of creditors—and because of a number of “collective action
problems” associated with debt restructuring.

There are three main collective action problems that have been identi-
fied. The first collective action problem, which was emphasized during the
1980s debt crisis, concerns the public good nature of debt relief. In particu-
lar, if any one creditor agrees to offer debt relief by reducing their claims on
a country, the value of all other creditors’ claims may increase. Thus there is
a classic free-rider problem in which some creditors do not offer debt relief
in the hope that they can free ride on the debt relief offered by other
creditors.

A variety of informal mechanisms among creditors arose to deal with
this problem, albeit imperfectly. Bank advisory committees were set up in
which representatives of the major bank creditors were responsible for,
among other things, convincing smaller banks to participate in the restructur-
ing process. A number of different methods were used. Devlin, for example,
argues that larger banks used their contacts with these smaller banks in other
markets as an inducement to participate.” Milivojevic refers to such incen-
tives as working through the “network of influence” large banks have on
small banks, which includes threats to exclude free riders from future syndi-
cates, to terminate correspondent banking facilities, or to cut inter-bank
lines.” In addition, although it is difficult in general to explicitly discrimi-
nate, in some cases debtors appear to have also discriminated against free-
riding banks during a restructuring.” All of these informal methods are im-
perfect, and a challenge for any future debt restructuring process is to ensure
full participation to remove this free riding incentive.

%8 See STURZENEGGER & ZETTELMEYER, supra note 25, at 12.

% ROBERT DEVLIN, DEBT AND CRrisis IN LATIN AMERICA: THE SUPPLY SIDE OF THE STORY
203 (1985).

" Marko MiLivoieviZ The Debt Rescheduling Process 94 (1985).

71 See WiLLIAM R. CLINE, INTERNATIONAL DEBT AND THE STABILITY OF THE WORLD
Economy 80 (1983); see also Charles Lipson, Bankers’ Dilemmas: Private Cooperation in
Rescheduling Sovereign Debts, 38 WorLD PoL. 200, 215 (1985). See generally Charles Lip-
son, The International Organization of Third World Debt, 35 INTL OrG. 603 (1981).



2012]  Sovereign Debt Restructuring: Problems and Prospects 173

The second collective action problem concerns the role of litigious
creditors engaging in holdout. This has become more important over the past
few decades with the development of innovative legal strategies for encour-
aging repayment. As noted above, although the doctrine of sovereign immu-
nity has been weakened by the passage of the Foreign Sovereign Immunity
Act in the United States in 1973 and by similar legislation in other countries,
the attachment of assets remains difficult. The main difficulty lies in the fact
that debtor countries typically hold few assets in creditor country jurisdic-
tions. One asset that may be attached, however, are the funds associated with
new loans, as well as the funds associated with the service of new loans.”
Regardless of whether these funds can be seized, some creditors have had
success pursuing court action that blocks the disbursal of these funds. In the
highly publicized case of Elliott Associates v. Peru,” funds that were to have
been used to pay interest on newly rescheduled debt under the Brady plan
were frozen. The result was that Peru was forced to settle with Elliott Asso-
ciates in full in order to avoid default on the Brady bonds.”

The result of this and other successful legal actions against sovereigns
has led to a substantial increase in such legal action, with more than fifty
cases filed by commercial creditors over the past decade against highly in-
debted poor countries.” Such hold-out creditors earn very high returns and
thus there is a greater incentive to hold out from the regular restructuring
process.”® To see why this is the case, consider a country that has defaulted
on debts as large as or larger than its capacity to repay. As a result, creditors
as a whole must accept some reduction in the value of their claims. How-
ever, because any one creditor acting alone has the ability to hold up repay-
ment of new debt issues using these legal tactics, new creditors will be
reluctant to lend to a country until every last creditor has settled. Thus indi-
vidual creditors have an incentive to delay agreeing to any restructuring pro-
posal involving a reduction in the value of their claim in the hope that other
creditors will agree first and allow the holdouts to extract full repayment
later on. Models of this phenomenon have been constructed by Pitchford and
Wright, who show that such incentives are strong enough to explain the
substantial delays in restructuring that are observed in practice.”’

72 See Elliott Assocs., L.P. v. Banco de la Nacion and the Republic of Peru, 194 F.3d 363,
368-70, 380-81 (2d Cir. 1999).

B 1d.

4 Wright, supra note 53, at 307.

75 See INT'L DEV. Ass'N & INT'L MONETARY FUND, HEAVILY INDEBTED POOR COUNTRIES
(HIPC) INITIATIVE AND MULTILATERAL DEBT RELIEF INITIATIVE (MDRI)—STATUS OF IMPLE-
MENTATION 19 n.30 (Sept. 15, 2009).

6 See Manmohan Singh, Recovery Rates from Distressed Debt—Empirical Evidence from
Chapter 11 Filings, International Litigation, and Recent Sovereign Debt Restructurings 13
(Int’l Monetary Fund, Working Paper No. 03/161, 2003), available at http://www.imf.org/
external/pubs/cat/longres.aspx?sk=16487.0.

7 See Pitchford & Wright, Restructuring, supra note 52, at 25.



174 Harvard Business Law Review [Vol. 2

A number of policy proposals have been advanced to deal with this
problem.”® Most notable among them the introduction of collective action
clauses that allow a super-majority of creditors to impose common restruc-
turing terms on minority holdouts.” Collective action clauses have now be-
come standard in bonds issued under New York law.® Pitchford and Wright
examine the likely effect of such clauses within the context of their cali-
brated model and find that such clauses will likely reduce, although not
eliminate, delays in restructuring.®! Moreover, they show that although col-
lective action clauses will increase the incentive for debtor countries to de-
fault, the cost of borrowing by these countries will likely not increase,
because the increased default risk is offset by larger and timelier settlement
payments.®?

A third collective action problem—the potential for free riding on ne-
gotiation costs—is at the heart of why Pitchford and Wright found that col-
lective action clauses might actually increase delays in sovereign debt
restructuring.®® In particular, when collective action clauses are used to im-
pose common settlement terms on creditors, they also reduce the latitude of
discriminatory settlements being used to compensate creditors who take the
lead in negotiations and by consequence bear the brunt of these costs. Pitch-
ford and Wright provide evidence that these costs are very large (in excess
of 3% of the value of a restructuring in some complicated restructuring
cases) and are in many cases hard to verify and thus difficult to compensate
directly through reimbursement of expenses.® Thus collective action clauses
may work to remove the ability of creditors to hold out for full repayment,
but they also exacerbate the incentive for creditors to free ride on negotiation
Ccosts.

A number of policy options are available to both debtor and creditor
governments as well as to supranational institutions to deal with collective
action problems. From the perspective of debtor governments, the results of
Pitchford and Wright suggest that, by issuing debts that are easier to restruc-
ture, debtor governments may actually reduce the cost of their borrowing.%
This may be extended beyond the introduction of collective action clauses—

8 See generally id. at 1 (collecting sources and analyzing various policy proposals includ-
ing ones that de-emphasize the involvement of supranational institutions focusing on private
initiatives, re-introduction of bondholder representative groups that mediated 20th century debt
settlements, and the establishment of an international bankruptcy court).

7 See id. at 25-26.

80 See Mark Gugiatti & Anthony Richards, The Use of Collective Action Clauses in New
York Law Bonds of Sovereign Borrowers, 35 Geo. J. INT’L L. 815, 815-17 (2004).

81 See Rohan Pitchford & Mark L. J. Wright, Holdouts in Sovereign Debt Restructuring: A
Theory of Negotiation in a Weak Contractual Environment 29-30 (Nat’l Bureau of Econ. Re-
search, Working Paper No. 16632, 2010), available at http://www.nber.org/papers/w16632.pdf
[hereinafter, Pitchford & Wright, Holdouts].

82 See id. at 24.

83 See id. at 24-25, 30.

84 See id. at 22.

8 See Pitchford & Wright, Restructuring, supra note 52, at 35-36.
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by now widespread—to include arbitration procedures and perhaps even the
Most Favored Creditor clause discussed, but only imperfectly implemented,
in the restructuring of Argentina’s debts in 2004 (we return to these clauses
below).%

In keeping with the focus of the Article, we have so far considered only
collective action problems between private sector creditors. Another prob-
lem of this type that may arise concerns the coordination between the offi-
cial sector and private sector in granting debt relief. Traditionally, debts
owed to other governments have been restructured before private sector
debts, under the condition that private sector creditors receive terms no more
generous than those agreed to by official creditors.’” The contractual differ-
ences between official and private sector debts make it difficult to assess
whether both have been comparably treated, and so this constraint may not
bind in practice. To the extent that it does bind, this is both a powerful tool
for the official sector to affect private debt restructuring outcomes but also
an indicator of potential benefits to more coordination between official and
private sector creditor groups.

B. Coordinating Debtors

The above discussion assumed that the debtor country could be re-
garded as a single decision maker. That is, it assumed that agents within the
country can perfectly coordinate. In practice, some part of the delay in re-
structuring observed in practice may be due to factors that are internal to the
debtor country. In particular, and analogously to the above case of creditor
coordination, if the costs of a restructuring cannot be equally shared among
all groups within a country then there may be delay as these different groups
hold out for a smaller share of the costs.

It is precisely this intuition that underlies Alesina and Drazen’s model
of delays in the adoption of a stabilization policy, which is most easily dis-
cussed through an example.® Consider a country that is in default and that is
made up of two separate provinces. For as long as a restructuring is not
reached, government spending is reduced, and both provinces lose as a result
of higher taxes and reductions in investments in infrastructure. A debt re-
structuring involves a country agreeing to make a series of payments to in-
ternational creditors at various points in the future, which, in turn, requires
that the country further reduce spending, increase taxation in order to gener-
ate a fiscal surplus, or do both.

86 See ANNA GELPERN, INsT. FOr INTL EcoN., PoL’y BRIEFs IN INTL ECON., AFTER AR-
GENTINA 5 (2005), available at http://www.iie.com/publications/pb/pb05-2.pdf.

87 See NOURIEL ROUBINI & BRAD SETSER, BAILOUTS OR BAIL-INS? RESPONDING TO FINAN-
ciAL Crises IN EMERGING EcoNomigs 256-63 (2004).

88 Alberto Alesina & Allan Drazen, Why Are Stabilizations Delayed?, 81 Am. Econ. Rev.
1170, 1171 (1991).
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For simplicity’s sake, suppose that the fiscal surplus can only be gener-
ated by reducing transfers to one or both of the provinces, and moreover
suppose that as a result of political or constitutional considerations, or both,
there is no way to force an equal reduction on both provinces. In such a
world, both provinces have an incentive to delay reaching agreement at the
cost of incurring greater short-term costs in the hope that the other province
concedes first and accepts the biggest share of the reduction in transfers.

In principle it may be possible to circumvent problems associated with
an uncoordinated debtor by attempting to include all such parties in the pro-
cess. In practice it may not be possible to correctly identify all of the rele-
vant parties, or to bind them to accept the terms of an agreement.

IV. LookING FORWARD

In this Part we draw a somewhat longer bow and attempt to identify
factors that are likely to complicate sovereign debt restructuring operations
in the future. The costs and benefits of various proposed solutions to these
problems are discussed with an emphasis on their potentially perverse ef-
fects on the incentives of market participants.

A. Alternative Mechanisms to Promote Creditor Coordination

As described above, the past two centuries have seen a series of at-
tempts to coordinate creditors for the purposes of negotiating the terms of a
settlement with a sovereign debtor in default. The most recent attempt has
emphasized changes in sovereign lending contracts to promote the formation
of creditor representative groups (engagement clauses) and to bind minority
holdout creditors (collective action clauses).®

To date, the use of collective actions clauses remains largely untested
and so doubts remain as to their likely effectiveness in solving collective
action problems in the future. These doubts are driven by a number of theo-
retical and practical issues. First, as noted above, the use of collective action
clauses to impose common settlement terms in restructuring negotiations
that are complicated and costly theoretically increases the amount of time
taken to reach an agreement as the incentives to free ride on these negotia-
tion costs are intensified.”

Second, there appears to be scope for the sovereign to undermine the
effectiveness of these clauses. In many sovereign debt restructuring opera-
tions, entities that are either government-owned, government-controlled, or
simply subject to various forms of government influence (such as domestic

8 Jonathan Sedlak, Sovereign Debt Restructuring: Statutory Reform or Contractual Solu-
tion?, 152 U. PA. L. Rev. 1483, 1499-1500 (2004); see also Mitu Gulati & David Skeel, Has
the Financial World Arrived at a Collective Action Consensus?, 38 EcoN. AND PoL. WKLY.
3245, 324547 (2003).

% See Pitchford & Wright, Holdouts, supra note 81, at 2.
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banks) are often major creditors to the government.”’ Although these clauses
can be written to exclude government-owned bonds from the voting process,
this can be difficult to enforce (see the discussion of trust structures and
Ecuador’s recent debt restructuring below) and does not address the problem
of broader government influence on creditors. In such cases, it may be possi-
ble for these government-influenced creditors to affect the outcome of nego-
tiations and its imposition on minority creditors. Third, and as we will argue
in more detail below, the presence of insurance against default, such as
through CDS, has the potential to distort the incentives of creditors when
negotiating with the sovereign.

In the light of these and other concerns, alternative mechanisms for
promoting creditor coordination are likely to remain on the table. One possi-
ble contractual mechanism is the use of most-favored creditor clauses in debt
restructuring agreements. The idea behind a most favored creditor clause is
to remove the incentive of a creditor to hold out or otherwise delay in partic-
ipating in a debt restructuring agreement by guaranteeing that an early set-
tling creditor, in the event that later settling creditors receive better terms,
will receive the same terms as the later settling creditors.

The idea of a most-favored creditor clause has a long history, having
first been discussed in the context of the Brady restructurings following the
1980s debt crisis.”” However, with the exception of the recent debt restruc-
turing of Argentina which included a version of the clause, its use has typi-
cally been limited.”® This appears to be because of litigation risk concerns,
and specifically concerns that such clauses, by making it more expensive for
the debtor to honor the un-restructured claims in full, could give rise to
claims of induced breach of contract or tortious interference.

Other contractual mechanisms that have been floated as substitutes for,
or complements to, collective action clauses are the more widespread use of
trust deeds for sovereign bonds issued in London and trust indentures with
enforcement powers centralized in the hands of the trustee in sovereign
bonds issued in New York.”* By limiting the ability of creditors to litigate
individually, and by sharing the proceeds from any litigation, trustees would
appear to solve the problem of holdout creditors. Trust indentures, as often
written, also eliminate concerns about government-controlled creditors by
explicitly excluding them from voting over matters such as whether or not to
accelerate payments on the debt instrument.*

°!' ROUBINT & SETSER, supra note 87, at 251.

%2 Lee C. Buchheit, The Search for Intercreditor Parity, 8 L. & Bus. Rev. Am. 73, 76
(2002).

93 GELPERN, supra note 86, at 5-6.

94 See GrouP OF THIRTY, KEY IsSUES IN SOVEREIGN DEBT RESTRUCTURING 13 (2002),
available at http://www.group30.org/images/PDF/ReportPDFs/sov_debt.pdf.

% Sergio J. Galvis & Angel L. Saad, Collective Action Clauses: Recent Progress and
Challenges Ahead, 35 Geo. J. InTL L. 713, 720 (2004).
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However, there are also practical problems associated with the effec-
tiveness of trust deeds and indentures. The first is that trustees, as a result of
concerns about their own liability, are often cautious and consult very
widely before taking action.”® This may underlie the relatively ineffectual
actions of the trustee during Ecuador’s recent default.”” The second is that,
given the requirement of information provision to the trustee, debtors are
often resistant to issuing bonds with trust structures.

A further contractual mechanism would be for individual debt contracts
to include a specific requirement to refer debt restructuring disputes to a
centralized body such as an arbitration tribunal. Proposals to involve arbitra-
tion in sovereign debt restructuring have a long history, dating back to the
use of such tribunals to judge the quality of cotton offered as payment on the
Confederate Cotton Loans.”® Arbitration is commonly used today in disputes
governing sovereign debts issued for commercial or project financing pur-
poses where the confidentiality of arbitration prevents the public release of
sensitive information about the underlying commercial contract.”

For broader sovereign borrowing, the use of arbitration has been more
limited. In some cases, arbitration is used as a way to get around constitu-
tional restrictions on the submission of a government to the laws of a foreign
jurisdiction (such as in the cases of Brazil or Russia).!® In others, such as
with the former Soviet states, arbitration has been used because local courts
are more likely to recognize arbitral awards.!”' In some recent cases such as
Argentina, individual creditors have pursued arbitration under the terms of
the relevant Bilateral Investment Treaty.'*

Nonetheless, the use of arbitration appears to be the exception rather
than the rule. This may be the case for many reasons. For one, in the absence
of a trust structure, individual creditors may prefer to appoint their own arbi-
trators leading to a protracted arbitration process. Another is that arbitration
requires the consent of both parties to the arbitration for the details of the
decision to be made public, or for amicus briefs to be filed.'® Third, the lack

% See Steven L. Schwarcz and Gregory M. Sergi, Bond Defaults and the Dilemma of the
Indenture Trustee, 59 ALa L. Rev. 1037 (2008).

97 See Lee C. Buchheit & G. Mitu Gulati, The Coroner’s Inquest: Ecuador’s Sovereign
Bond Default, 28 InTL Fin. L. ReEv. 22 (2009).

98 See Lisa Bernstein, Private Commercial Law in the Cotton Industry: Creating Coopera-
tion Through Rules, Norms, and Institutions 4 (John M. Olin Law & Econ. Working Paper No.
133, 2001), available at http://www.law.uchicago.edu/files/files/133.1b_.cotton.pdf.

9 See Karen Halverson Cross, Arbitration as a Means of Resolving Sovereign Debt Dis-
putes, 17 Am. Rev. INTL ArB. 335, 337-38 (2008).

100 See id. at 341-42, 356 n.109.

191 Glenn P. Hendrix, Business Litigation and Arbitration in Russia, 31 INT'L Law. 1075,
1084 (1997).

102 See Abaclat and Others v. Argentine Republic, ICSID Case No. ARB/07/5, Objections
to Jurisdiction, q 219-332 (Aug. 4, 2011), available at http://italaw.com/documents/Abaclat
DecisiononJurisdiction.pdf.

103 See Cross, supra note 99, at 364.
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of precedent or public availability of decisions also makes the process less
transparent and may increase uncertainty in the eyes of many creditors.'*™

Perhaps the greatest problem with all of the above mechanisms is that
they are restricted to the restructuring of a single debt. One potential solution
to this form of collective debt restructuring would be the construction of a
centralized body for determining sovereign debt restructuring outcomes with
the power to aggregate claims. This is the role envisaged by the now aban-
doned IMF proposal for a Sovereign Debt Restructuring Mechanism.'®> An
alternative solution is potentially provided by the more widespread use of
aggregation clauses, which we discuss in the next subpart.

B. Aggregation Clauses

There has recently been a great deal of interest in the possibility of
including aggregation clauses into sovereign debt contracts which would al-
low for the imposition of settlement terms on the minority holders of indi-
vidual bonds in the context of a multi-bond restructuring arrangement.'* The
first example of their use was Uruguay’s May 2003 issue of 10.50% Bonds
due 2006 which contained a clause allowing the modification of the reserved
matters of two or more securities if “the holders of not less than 85% in
aggregate principal amount of the outstanding debt securities of all series
that would be affected by that modification (taken in aggregate), and . . . 66-
2/3% in aggregate principal amount of the outstanding debt securities of that
series (taken individually)” agree.!”” In Europe, the Eurogroup statement of
November 28, 2010, commits its members to introduce, starting in 2013,
“aggregation clauses allowing all debt securities issued by a Member State
to be considered together in negotiations.”!® The widespread adoption of
such clauses by European nations could conceivably lead to their adoption
more generally by sovereign borrowers.

Aggregation clauses have the potential to aid in the coordination of
creditors holding different claims on a sovereign in default. However, there
are a number of potential obstacles to their successful application on a wide-

104 See generally Cross, supra note 99; OrG. FOR EcoN. Co-OPERATION AND DEv. INv.

Comwm., Transparency and Third Party Participation in Investor-State Dispute Settlement Pro-
cedures (2005), http://www.oecd.org/dataoecd/25/3/34786913.pdf.

105 See ANNE O. KRUEGER, A NEwW APPROACH TO SOVEREIGN DEBT RESTRUCTURING 15
(2002); Anne O. Krueger, First Deputy Managing Dir., Int’l Monetary Fund, Address at the
European Commission: Sovereign Debt Restructuring Mechanism—One Year Later (Dec. 10,
2002), available at http://www.imf.org/external/np/speeches/2002/121002.htm.

106 See, e.g., Nouriel Roubini & Brad Setser, The Reform of the Sovereign Debt Restruc-
turing Process: Problems, Proposed Solutions and the Argentine Episode 7-8 (2004), http://
people.stern.nyu.edu/nroubini/papers/debtreform.pdf.

107 Repiblica Oriental del Uruguay, Bond Prospectus Supplement, Registration No. 333-
103739, S-17 (Oct. 15, 2003), available at http://www.sec.gov/Archives/edgar/data/102385/
000095012303011424/y90432b5e424b5.htm#026.

18 Statement by the Eurogroup, CouNciL oF THE Eur. UnioN 2 (Nov. 28, 2010), http://
www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ecofin/118050.pdf.
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spread basis. The first is that aggregation clauses have the potential to exac-
erbate concerns about the voting role of sovereign owned or influenced
entities.'” If the application of an aggregation clause requires that a
supermajority of creditors of each debt instrument vote in favor of a restruc-
turing, then it would be relatively straightforward for a sovereign to influ-
ence the outcomes of debt restructuring negotiations under an aggregation
clause by creating a single debt instrument of which it held a supermajority.
With such a majority-controlled debt security, the sovereign would effec-
tively possess veto power over the use of the aggregation clause. Although a
sovereign might be unlikely to exercise a veto over the application of an
aggregation clause when it is being used in the best interests of the sovereign
to limit holdout creditors, the potential exercise of such a veto more gener-
ally conveys extra bargaining power upon the sovereign. Likewise, a credi-
tor that was able to acquire a supermajority of any one debt instrument, even
if its outstanding value was small relative to the overall size of the sovereign
debt being restructured, would be able to block the application of an aggre-
gation clause. While the terms of the clause can be written to prevent debtor
manipulation of this kind, as with the Uruguay example which includes a
prohibition against issuing additional bonds or a new or existing series “with
the intention of placing such debt securities with holders expected to support
any modification proposed by Uruguay (or that Uruguay plans to propose),”
it is harder to guard against this kind of creditor manipulation.!!°

A second obstacle concerns the allocation of voting rights across con-
tracts. It is currently the norm for voting rights to be allocated according to
the face value—defined as the sum of all outstanding principal repayments
of a debt—of a creditor’s holding.!"" When only one debt is being restruc-
tured, this poses no particular problem as all creditors hold identical claims.
However, when debts issued on different terms (with different coupon pay-
ments, or issued at a different discount) are being collectively restructured,
this can cause problems as two debts that are equivalent—in the sense of
possessing identical future cash flows—will have different face values and
hence confer unequal voting rights on their holders if the cash flows are
divided into principal and interest in different ways.!'?

As a practical matter, this could exacerbate the problems identified
above. Were a sovereign determined to frustrate the application of an aggre-
gation clause or otherwise influence the outcome of debt restructuring nego-
tiations through the threatened use of a veto, it would be relatively

10 See Galvis & Saad, supra note 95, at 719-23.

110 See Republica Oriental del Uruguay, Prospectus for Debt Securities and/or Warrants to
Purchase Debt Securities 77 (Apr. 10, 2003), available at http://www3.bcu.gub.uy/autoriza/
sgoioi/reperfilamiento/ultimoprospecto.pdf.

! See Daniel A. Dias, Christine J. Richmond & Mark L. J. Wright, The Stock of External
Sovereign Debt: Can We Take the Data at ‘Face Value’? 2 (Nat’]l Bureau of Econ. Research,
Working Paper No. 17551, 2011).

12 See id. at 23-24.
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straightforward for it to construct a class of zero coupon debt contracts that
maximize the stated face value of the debt and hence maximize its relative
voting (and bargaining) power. Likewise, the allocation of voting rights on
the basis of contractual face values will give creditors an incentive to favor
the issuance of zero coupon debts.

To ascertain whether or not this would be a significant problem in prac-
tice, the following tables present data drawn from Dias, Richmond and
Wright on the face values, and hence voting rights, attached to a sample of
outstanding sovereign debts.!”®* The data are constructed from an underlying
dataset that contains no-loan level information, and so it is not possible to
examine the relative voting rights associated with individual bonds. How-
ever, it is possible to study the relative voting rights for groups of creditors
defined in terms of the type of debt instrument held.

TaBLE 1: ActuaL AND HypPoTHETICAL VOTING RIGHTS
BY CURRENCY OF BOND ISSUE

Face Value ZCE Face
Country Year Currency (% of) Value (% of)
Chile 1982 Yen 49.4 50.6
China 1994 Yen 51.2 48.7
Hungary 1986 US Dollar 48.3 53.0
Tunisia 2000 Yen 54.1 45.7
Turkey 2000 US Dollar 43.0 55.9
Turkey 2001 US Dollar 48.1 59.8
Thailand 1992 US Dollar 43.6 50.8

Table 1 provides a number of examples of countries and years in which
the relative voting rights associated with bonds issued in different currencies
would have been subject to this kind of manipulation if the voting threshold
for application of an aggregation clause had been set at a simple majority.'*
For example, in both 2000 and 2001, holders of U.S. dollar denominated
bonds issued by Turkey would have not possessed a simple majority of Tur-
key’s outstanding bond debt. However, this was not an accurate representa-
tion of the exposure of these creditors. If voting rights had been allocated in
proportion to all outstanding future cash flows (equivalently, had all US dol-
lar bonds taken the form of zero coupon bonds), US dollar bondholders
would have had a comfortable majority approaching 60% in 2001. Con-
versely, holders of Yen denominated Chinese bonds in 1994 constituted a

13 Daniel A. Dias, Christine J. Richmond & Mark L. J. Wright, Sovereign Debt Restruc-
turing: Problems and Prospects 1 (Nat’l Bureau of Econ. Research, Working Paper, 2011)
[hereinafter Dias, Richmond & Wright, Sovereign Debt].

14 1d. at 29.
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majority if voting occurred in proportion to face values, but would not have
constituted a majority if voting rights were allocated in proportion to all
future cash flows (that is, all other bonds had taken the form of zero-coupon
bonds). In the future when we talk of voting in proportion to all cash flows,
we follow Dias, Richmond and Wright in referring to this as the zero-coupon
equivalent (ZCE) face value of the outstanding debt.'"

If the Eurogroup proposal to include aggregation clauses in all debt
instruments is adopted, the potential for reversals of voting power extends to
debts issued by banks and commercial private creditors, as well as official
creditors.!'® Table 2, an abbreviated version of a table appearing in Dias,
Richmond and Wright, provides two examples of countries that in the year
2006 for which a 75% supermajority for bondholders among all outstanding
sovereign debts owed to private sector creditors would have been subject to
this kind of manipulation.'” In the case of Barbados, voting in proportion to
face values would give bondholders a 75% supermajority, while voting in
proportion to total exposure would eliminate that supermajority. By contrast,
voting in proportion to total exposure would have given bondholders a 75%
supermajority for Jordan, which would have otherwise been denied to them
had they voted in proportion to face values.

TaBLE 2: ActuaL AND HypoTHETICAL VOTING RiGHTS BY TYPE OF
PrIVATE SECTOR CREDITOR

Bonds/Total Private

Country Face Value (% of) ZCE Face Value (% of)
Barbados 77.3 73.3
Jordan 74.1 82.0

Table 3 replicates this analysis of Table 2 for the voting position of
official creditors relative to private creditors.!'® For Dominica, voting in pro-
portion to total exposure, as opposed to face values, would remove a 75%
supermajority for official creditors. For Turkey, voting in proportion to total
exposure would eliminate the ability of the official sector to block a 66%
supermajority for the private sector, which they would have possessed with
voting in proportion to face value. As private sector creditors typically issue
debts at higher interest rates, their exposure to sovereign debtors tends to be
relatively larger than the face value of their lending as compared to the expo-
sure of official creditors, and moving to a system with voting in proportion
to total exposure would benefit private sector creditors. That is, in the event

15 1d..
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of the widespread adoption of aggregation clauses covering both private and
official creditors, private creditors would have an incentive to move toward
lower coupon and higher face value debts in order to maximize voting power
in the event of a restructuring.

TaBLE 3: ActuaL AND HypPoTHETICAL VOTING RIGHTS
FOR OFFIcIAL CREDITORS

Official Share of Total Debt

Country Face Value (% of) ZCE Face Value (% of)
75% Threshold

Dominica 77.5 72.7
66% Threshold

Turkey 36.1 28.8

One final issue associated with the Eurogroup proposal concerns the
ability of creditors to avoid the imposition of an aggregation clause by con-
structing the lending instrument in such a way as to avoid being considered a
debt instrument per se. There are numerous examples of financial transac-
tions that are, for all intents and purposes, debt contracts but which are writ-
ten in such a way as to avoid classification as a debt instrument. These
include the currency swaps at the heart of Greece’s understatement of public
debt before European Union accession, repurchase agreements as a substi-
tute for collateralized lending, leases, and the development of Sharia-compli-
ant securities.'”” Unless the Eurogroup proposals are modified to include
such “debt-like” transactions, it will be possible for debtors and creditors to
frustrate the intent of the proposal.

C. Derivative Securities and Debt Restructuring
The past decade has seen a substantial increase in the size and liquidity

of markets for derivative securities with payments that depend on the occur-
rence of a sovereign default.'? By far the most common of such securities

19 For discussions of the actual use of debt-like contracts, see generally Gustavo Piga, Do
Governments Use Financial Derivatives Appropriately? Evidence from Sovereign Borrowers
in Developed Economies, 4 INT'L FIN 189 (2001); Vincent Koen & Paul Joesph van den Noord,
Fiscal Gimmickry in Europe: One-Off Measures and Creative Accounting (Org. for Econ. Co-
operation and Dev., Working Paper No. 417, 2005), available at http://ideas.repec.org/p/oec/
ecoaaa/417-en.html.

120 See Explanation of Trade Information Warehouse Data, DEPOSITORY TRUST & CLEAR-
ING CorPORATION (May 24, 2011), http://dtcc.com/products/derivserv/data/index.php (show-
ing a net expansion of the gross notional volume of sovereign CDS since that point); see also
Frank Packer & Chamaree Suthiphongchai, Sovereign Credit Default Swaps, BIS QUARTERLY
ReviEw 79, 82 (Dec. 2003) (report based in part on BBA data, showing approx. $100 billion
sovereign CDS market in 2001).
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are CDS."?! The existence of CDS has the potential to alter the incentives of
creditors to enter sovereign debt restructuring negotiations and, upon enter-
ing negotiations, on their incentives to bargain aggressively. To understand
how incentives have changed, it is necessary to provide a little detail on the
operation of CDS.

Under a CDS, one party—the protection seller—promises, upon the oc-
currence of a credit event, to make a payment to the other party—the protec-
tion buyer.'?? In return, the protection buyer makes periodic payments to the
protection seller. On the surface, the contract looks like a standard insurance
contract. However, unlike with a standard insurance contract, it is not neces-
sary to own an insurable claim in order to purchase protection.

The applicable credit events are negotiated by the parties to the CDS.
As discussed above, they typically come in three types: failure to pay, mora-
torium or repudiation, and restructuring. A Determination Committee votes
on whether the actions of a sovereign fulfill the requirements for one of
these credit events.'?? Both failure to pay and moratoria or repudiation credit
events automatically trigger settlement of the CDS once the Determination
Committee has found that these events have occurred. By contrast, a restruc-
turing credit event is a voluntary trigger event in the sense that either the
protection buyer or seller can choose to trigger the CDS following the deci-
sion of the Determination Committee.

Settlement of a CDS can occur in various ways. For Western European
sovereigns, it is standard for CDS contracts to be cash-settled, although
physical settlement is also possible and is more common for other sover-
eigns. Upon a credit event under a physically settled CDS, the protection
buyer will deliver the underlying security (the actual sovereign debt) to the
protection seller. Under a cash-settled CDS, no delivery will take place. In-
stead, the protection seller will pay the difference between the par value of
the obligations and their market value following the credit event, and the
protection buyer retains the original security. This market value is deter-
mined at auction.

The settlement process can be time consuming. There is typically a
four-week lag between the declaration of a credit event by the Declaration
Committee and the holding of an auction to establish the security price for
cash settlement. This process can take longer for restructuring credit events
where either buyer or seller may elect to trigger their contract and enter into

2! Direction Générale du Trésor et de la Politique Economique, The Credit Default Swap
(CDS) Market, 52 TRESOR-ECONOMICS 2 (2009) (French Treasury Department study indi-
cating CDS comprise 90% of credit derivatives).

122 See René M. Stulz, Credit Default Swaps and the Credit Crisis, 24 J. Econ. Persp. 73,
74 (2010).

123 See INT'L SwapPs AND DERIVATIVES Assoc., CREDIT DERIVATIVES DETERMINATIONS
CommrTTeE RuLes (Mar. 11, 2011), available at http://www.isda.org/credit/docs/DCRules
%28March2011%29.pdf; INTL Swaps AND DERIVATIVES Assoc., ISDA MARGIN SURVEY
(2010), available at http://www.isda.org/c_and_a/pdf/ISDA-Margin-Survey-2010.pdf (indicat-
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the auction. Even with physical settlement, the protection buyer or seller
would have to deliver a credit event notice containing a detailed description
of the facts of the credit event, and a notice of publicly available and reputa-
ble (that is, internationally recognized public sources) information on the
event.'”* All of these actions take time and slow down the act of physical
settlement.

With these preliminaries out of the way, it is relatively straightforward
to see that the existence of CDS will affect the incentives of creditors en-
gaged in sovereign debt restructuring negotiations in several ways. To begin,
consider a sovereign that has taken actions that trigger a credit event such
that the Declarations Committee has declared a credit event to have oc-
curred. This would most obviously be the case if the sovereign failed to
make a payment within the specified grace period. It would probably also be
the case if a country used a collective action clause to amend the terms of a
bond and lower payments for all outstanding creditors.'?

In such an event, it is the protection seller who is liable for all losses as
a result of this credit event. However, the protection seller is not entitled to
directly participate in any debt restructuring negotiations. Under past prac-
tice and future practice, as envisaged in bonds with engagement and collec-
tive action clauses, it is only the holder of the original debt that is allowed to
vote on a restructuring offer. When this holder has not purchased protection,
his incentives are aligned with those of the protection seller as both seek to
recover the most from the sovereign in negotiations as possible. However, if
the holders of the original debt security have purchased protection, they are
protected against loss, have no incentive to bargain aggressively for a sub-
stantial recovery, and thus will likely negotiate a sub-optimal settlement.

The situation is complicated by the details of the settlement process. If
physical settlement occurs while negotiations are ongoing, the protection
seller will acquire the right to participate in, and vote on, a settlement offer
upon receipt of the debt, thus correcting the incentive problem. If a cash
settlement occurs while negotiations are ongoing, the protection buyer re-
tains the security, stands to gain from any improvement in recovery terms
secured by their own negotiation efforts, and hence has appropriate bargain-
ing incentives. Anticipating this, the price paid at auction for these securities
will be higher, and once again the incentive problem is solved. If CDS settle-
ment occurs after the conclusion of negotiations, however, the incentive
problem in bargaining remains. This is likely to be the case in restructuring
credit events where the restructuring, and the change in security terms that
result, are announced after negotiations are completed. It also might to be

124 BNP PaARiBAS, UNDERSTANDING CREDIT DERIVATIVES, VoL. 2—CDS Basics 12-13
(2004), available at http://www.globalriskguard.com/virtual-library/derivatives/credit-deriva
tives/.

125 See BNP PariBas, SOVEREIGN CDS—Focus 7-13 (Apr. 7, 2011).
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true in repudiation or moratorium credit events that require, in addition to a
statement of repudiation or moratorium, a future failure to pay event.

In designing future debt restructuring procedures, and in the absence of
any other remedy for this problem, it is worth considering mechanisms to
allow affected parties, like protection sellers, to participate in the restructur-
ing process. Possibilities for participation are quite limited at the moment.
Some authors have pointed out that the protection seller can gain a seat at
the bargaining table by holding some of the underlying securities them-
selves. However, their voting rights over any proposed agreement will not
reflect their total exposure to losses.!?

A second set of incentive problems arises when the sovereign under-
takes actions to restructure its debts that need not meet the requirements of a
restructuring credit event. For a restructuring event to be triggered, it is typi-
cally necessary for the sovereign to change the terms of a debt for all holders
of that debt, and for the change in terms to reduce or defer payments,
subordinate that contract, or change the currency of payment to one not be-
longing to a narrow subset of currencies (typically, the currencies of AAA-
rated G7 or OECD countries).'”” Many common sovereign debt restructuring
operations fail to satisfy this definition. For example, an offer by a sovereign
to exchange existing bonds for new bonds with inferior terms would not
trigger a credit event as it is voluntary and hence not binding on all credi-
tors.'?® The voluntary Greek restructuring offer of 2011 takes this form, and
statements by the ISDA confirm that it will not be treated as a credit event.'?
Likewise, in the only test of these matters so far, the Southern District of
New York ruled that Argentina’s initial voluntary exchange offer in 2001 did
not trigger a credit event.”® It has also been argued that mandatory ex-
changes of old debts for new debts with reduced terms might not trigger a
restructuring credit event as they do not directly change the terms of the

126 This is sometimes referred to as the “empty creditor hypothesis.” For a skeptical re-
view, see David Mengle, ISDA Research Note: The Empty Creditor Hypothesis, INTL
Swaps AND DErIVATIVEs Assoc. (2009), http://www?2.isda.org/attachment/MTY4Mg==
ISDA-Research-Notes3.pdf.

27INT’L SWAPS AND DERIVATIVES Assoc., CREDIT DERIVATIVES DEFINITIONS 32 (2003).

128 The 1999 ISDA definitions governing CDS contracts included mandatory exchanges as
credit events. This was removed in 2003 as a result of controversy over the definition of the
word “mandatory.” Under the old definitions, a “voluntary” exchange offer that reduced the
value of the claims of nonparticipating creditors would have been designated as involuntary.
For example, Uruguay’s 2002 voluntary exchange used exit consents to remove listing, cross
default, and acceleration provisions from bonds not tendered in the exchange.

129 See William James, Bank Plan for Greece Won’t Cause CDS Payout: ISDA, REUTERS
(July 22, 2011), http://www.reuters.com/article/2011/07/22/us-markets-isda-idUSTRE76L1C
S20110722.

39In Eternity Global Master Fund Ltd. v. Morgan Guar. Trust Co. of N.Y., 2003 WL
21305355 (S.D.N.Y. June 5, 2003), aff’d in part, rev’d in part, 375 F.3d 168 (2d Cir. 2004), the
court found that a voluntary exchange did not satisfy the mandatory exchange credit event
under the 1999 ISDA definitions based on a plain language reading of the clause. In Eternity,
375 F.3d at 177-80, it was ruled that courts should interpret this clause, and other unclear
language, in the context of that particular industry.
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original debt contract, but rather replace them with a new debt security.'!
This view is controversial, and remains untested.

In such cases, the incentives of creditors to participate in a restructuring
are reduced. To see this, consider a voluntary exchange offer to a creditor
who has purchased CDS protection. If the creditors participate in the ex-
change, the CDS contract will not trigger and they will not be compensated
for the reduction in value of their claim. If they do not participate, their
payoff is probably larger: if most other creditors participate, and the security
does not contain a collective action clause, then the sovereign may continue
to service their debt in full; if most other creditors participate, and the secur-
ity does contain a collective action clause, then the collective action clause
will likely be used to impose the restructuring terms and CDS protection will
probably be triggered; and if most other creditors do not participate, then the
sovereign is likely to resort to a more aggressive restructuring strategy,
which is more likely to trigger CDS protection.

It is important to stress that the consequences of these various courses
of action are untested, and alternative views about the probable functioning
of CDS contracts exist. The current size of the sovereign CDS market rela-
tive to the market for the underlying sovereign bonds also limits the practical
importance of these issues today.!*> Nonetheless, the above arguments sug-
gest that a creditor might do better by refusing to participate in an exchange
offer, and this will become more important as the CDS market grows. Im-
portantly, if voluntary participation in an exchange offer does not trigger a
credit event, but the later use of collective action clauses to bind holdout
creditors does trigger a credit event for those holdout creditors alone, then
the effectiveness of collective action clauses will be substantially reduced as
it will become very difficult to achieve the required supermajority of
creditors.

D. State Contingent Sovereign Debt

There has been a great deal of recent policy interest in the potential for
“state contingent” debts—that is, debt contracts that allow for variations in
future repayments depending on observable economic conditions—to pro-
vide insurance for a sovereign debtor against adverse economic outcomes
and hence reduce the likelihood that the sovereign would ever need to
choose one or both of either defaulting on and restructuring its debts.'33 Such

131 See STURZENEGGER & ZETTELMEYER, supra note 25, at 18, 25.

132 See Alessandro Fontana & Martin Scheicher, An Analysis of Euro Area Sovereign CDS
and Their Relation with Government Bonds 9-10, 28 (European Central Bank Working Paper
Series No. 1271, Dec. 2010), available at http://www.ecb.int/pub/pdf/scpwps/ecbwp1271.pdf.

133 See generally Eduardo Borensztein & Paolo Mauro, Reviving the Case for GDP-In-
dexed Bonds (Int’l Monetary Fund Pol’y Discussion Paper, 2002); Guido Sandleris et al., In-
dexed Sovereign Debt: An Applied Framework (Colegio Carlo Alberto, Working Paper No.
104, 2010).
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securities have, to a limited extent, already been issued by several sovereign
borrowers. For example, in addition to the now fairly common inflation-
indexed securities, Mexico has issued debts that included warrants that de-
pended on the price of oil, while Bulgaria and Argentina have issued debts
with payments that fluctuate with the level of GDP in their economy.'** With
the aim of insuring governments against fluctuations in their need for funds
or their ability to repay, it is possible to envision a debt contract with repay-
ments contingent on the level of government revenues collected through tax-
ation or on the level of some forms of government expenditures including
welfare payments that tend to rise with the rate of unemployment in a
country.

Although such contracts appear quite promising, they face at least one
severe practical problem. In order to provide the most insurance, repayments
should be allowed to vary with statistics on economic factors that are most
important to the government of the country. However, these statistics are
typically constructed, and hence may be subject to manipulation, by the sov-
ereign government itself. History indicates that governments will manipulate
statistics when it is in their interest to do so. A number of European govern-
ments, including Greece, Italy, Portugal, and France, appear to have manipu-
lated their financial accounts in order to meet fiscal targets required for EU
accession.'? The United Kingdom, under Thatcher, changed the methods un-
derlying the construction of unemployment statistics several times in ways
that appear to have been designed to reduce the stated unemployment rate.'3¢
Numerous countries have manipulated their inflation data, including Chile in
the 1980s and most recently, Argentina, which appears to have been explic-
itly motivated by the desire to reduce payments on inflation-indexed
bonds. !’

There are several potential solutions to this problem. One possibility is
to design contracts that link debt repayments only to publicly observed data

134 Alan Riding, Mexico Plans Bonds Pegged to Oil Price, N.Y. Times, Mar. 15, 1977, at
52; Ceyhun Bora Durdu, Quantitative Implications of Indexed Bonds in Small Open Econo-
mies, 33 J. Econ. DyNamics & CoNTrOL 883, 884 (2009).

135 See Louise Story, Landon Thomas, Jr. & Nelson D. Schwartz, Wall St. Helped to Mask
Debt Fueling Europe’s Crisis, N.Y. TimEs, Feb. 14, 2010, at Al; see also Charles Forelle &
Stephen Fidler, Europe’s Original Sin: National Leaders Ignored Greece’s Soaring Debt for
Years, WaLL St1. J., Mar. 3, 2010, at Al (noting likely financial manipulation in Portugal,
Greece, and France); Laurent Paul & Christophe Schalck, Transfers to the Government of
Public Corporation Pension Liabilities: The French Case Study, 1 MAGYAR NEMZETI BANK
ConF. VoL. 72 (2007) (noting how France transferred some pension liabilities from a public
company to State or Social Security funds, thus trading future expenditures for immediately-
recorded income flow and altering budget deficits); Benn Steil, Enron and Italy: Benn Steil
Finds Parallels Between Rome’s Efforts to Qualify for Euro Entry and the Financial Chicanery
in Texas, FIN. TiMEs, Feb. 21, 2002, at 13 (noting that Italy took on debt but chose to represent
it as a hedge for a yen bond it had issued).

136 Paul Gregg, Out for the Count: A Social Scientist’s Analysis of Unemployment Statis-
tics in the UK, 157 J. RoyaL StAT. Soc’y: SERIEs A 253, 253-54 (1994).

137 See Hocus-pocus: The Real-world Consequences of Producing Unreal Inflation Num-
bers, EconomisT, June 12, 2008, at 48.
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that are not reported by the government itself, such as in the case of Mexico
where repayments were linked to the market price of 0il."*® The problem
with this solution is that such publicly available data may be only loosely
related to the economic outcomes that the sovereign would like to insure
against. Another possibility is to establish an independent statistical agency
within the country that is responsible for producing the relevant statistics.
However, some statistics, such as those related to a government’s fiscal posi-
tion, must inevitably be produced using data provided by the government
itself. Hence, it may be difficult to establish a truly independent statistical
agency when the agency’s funding and staffing are influenced by the
government.'*

A third possibility is to rely on data constructed by the private sector
within the country. However, this solution is problematic as well: private
sector statisticians may also have an incentive to misstate statistics to in-
crease their own profits, and governments have multiple tools for influenc-
ing the private sector. In the Argentine example, the government has
recently fined some firms producing their own inflation statistics amounts in
excess of one hundred thousand dollars.'*

The potential benefits of appropriately designed state contingent debts
suggest that more countries will consider adopting such contractual forms in
the future. This is likely to impact future sovereign debt restructuring negoti-
ations as the manipulation of the statistics to which debt repayments are
indexed will be perceived by market participants as a de facto sovereign
default. The resolution of the arising dispute requires the determination that
manipulation has taken place, as well as a measure of the size of the manipu-
lation (and hence the size of the loss suffered by investors). One obvious
candidate for fulfilling these roles is the IMF, which maintains Data Dissem-
ination Standards, reports upon adherence to the standards, and in many
cases produces its own estimates and forecasts of economic data.'*' Re-
cently, the IMF has taken a stronger stand on data inaccuracies, announcing
that it would use alternative measures of inflation, including estimates pro-
duced by private analysts, in its surveillance of Argentina.'*

138 Eric N. Berg, Mexico Linking Loans to Oil Prices, N.Y. TimEs, July 25, 1986, at D2.

139 For discussions of the manipulation of fiscal statistics, see generally William Easterly,
When is Fiscal Adjustment an Illusion?, 14 Econ. PoL’y 55 (1999); Piga, supra note 119, at
189; Gian Maria Milesi-Ferretti, Good, Bad or Ugly? On the Effects of Fiscal Rules with
Creative Accounting, 88 J. Pus. Econ. 377 (2003); Koen & Van den Noord, supra note 119.

140 Luis Andres Henao, Preview-Argentina Inflation Seen Higher in March, Reuters UK
(Apr. 12, 2011), http://uk.reuters.com/article/2011/04/12/argentina-economy-inflation-idUKN
1217596520110412.

141 See What We Do, INT'L MoNETARY FunD, http://www.imf.org/external/about/whatwe
do.htm#key (last visited Mar. 15, 2012).

142 See Int’l Monetary Fund, World Economic Outlook: Slowing Growth, Rising Risks,
Sept. 2011, at 6 n.2, available at http://www.imf.org/external/pubs/ft/weo/2011/02/pdf/c1.pdf.
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E. Odious and lllegitimate Sovereign Debts

In a number of recent sovereign defaults, sovereigns have argued that
some or all of their foreign debts are illegitimate and that therefore they have
no obligation to continue servicing those debts. For example, during Ecua-
dor’s recent default, the government established a debt audit commission that
found that a substantial portion of the debt had been “illegally” issued by
past governments.'** Among other reasons, these debts were declared to have
been in violation of local laws and international treaties, tainted by corrup-
tion, and lacking transparency, leading President Correa to declare that he
would “not permit the continued payment of a debt that, in any light, is
immoral and illegitimate.”'* Similarly, in the lead-up to Argentina’s default
at the end of 2001, the Argentine Federal Court held that a substantial por-
tion of Argentina’s foreign debt was fraudulent and illegitimate, having been
amassed when the country was under military rule.'

Claims that debts were illegitimate echo the legal concept of odious
debt that dates back at least as far as Sack.'*® Writing in the shadow of the
First World War and the subsequent break-up of colonial and domestic em-
pires, Sack was concerned with principles under which successor govern-
ments should be held liable for debts incurred by previous regimes.
Essentially, Sack argued that successor states should be liable for debts in-
curred by previous regimes, except for when those debts were not created in
the interest of the state.'*’” A consensus appears to have arisen that for a debt
to be odious it is sufficient that the debt be incurred without the consent of
the people (for example, by a dictatorship), that the debt accrues no benefit
to the people, and that these facts were known by creditors at the time the
loan was made.'*® In recent times, the concept of odious debt has arisen in
the treatment of apartheid-era South African debts and Hussein-era Iraqi

143 The arguments advanced by Ecuador (for example, that the previous government
should never have waived jurisdiction and agreed to be governed by foreign law in its con-
tracts) have been widely condemned. See, e.g., Arturo C. Porzecanski, When Bad Things Hap-
pen to Sovereign Debt Contracts: The Case of Ecuador, 73 DUKE J.L. CoNnTEMP. PrOBS. 251,
267-69 (2010); Adam Feibelman, Ecuador’s Sovereign Default: A Pyrrhic Victory for Odious
Debt?, 25 J. INT'L BANKING L. & REG. 357, 360-62 (2010).

144 Ecuador Won’t Pay Foreign Debt Interest, CnN (Dec. 12, 2008), http://articles.
cnn.com/2008-12-12/world/ecuador.default_1_foreign-debt-interest-payments-houses?_s=PM
:WORLD.

145 A CASE OF ILLEGITIMATE DEBT IN ARGENTINE, AFRICAN FORUM AND NETWORK ON
DesT anD DEvELOPMENT (2007), http://www.afrodad.org/downloads/Argentina%20FTA%
20Final.pdf. }

146 ALEXANDER N. SACK, LES EFFETS DES TRANSFORMATIONS DES ETATS SUR LEURS DET-
TES PUBLIQUES ET AUTRES OBLIGATIONS FINANCIERES [THE EFFECTS OF STATE TRANSFORMA-
TIONS ON THEIR PuBLIC DEBTS AND OTHER FINANCIAL OBLIGATIONS] (1927).

147 See PaTRICIA ADAMS, OpIOUS DEBTS 165 (1991).

148 See id. at 165-66.
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debts.'* The inability to apply these criteria in Ecuador and Argentina is
presumably what led to the alternative notion of illegitimate debts.

To what extent should concerns about odious or illegitimate debt influ-
ence sovereign debt restructuring outcomes? On an abstract level, the appli-
cation of the doctrine of odious debt, or a modified notion of illegitimate
debts, seems unobjectionable. On a practical level, there may also be cases
in which it is straightforward to generate consensus as to the odious or ille-
gitimate nature of a sovereign debt, as in the case of debts incurred by a
military dictatorship for the purpose of suppressing its populace. More gen-
erally, the application of these principles in practice raises a number of im-
portant issues. First, to the extent that the use of the funds is a determinant of
whether or not a debt is declared odious, application of the doctrine is likely
to be frustrated by the fungibility of government revenues. A country that
wishes to raise funds for odious purposes may simply divert funds from non-
odious purposes (for example, education or health services) and then borrow
with the stated aim of funding these non-odious activities.

Second, in many cases it will likely be difficult to generate consensus
on whether a government’s actions are in the interest of the state, in the sense
that they provide a benefit for the people. For one example, if a dictatorship
issues debt to fund a military campaign to suppress a rebellion that itself has
acted in despotic ways, should the funds be declared odious or illegitimate?
For another, if a private firm loaned money to the Iraqi government during
the period in which Iraq received Western military aid for its conflict with
Iran, should the loan be considered odious? This issue is particularly prob-
lematic for potentially illegitimate debts issued by a democratically elected
government that has been chosen by their electorate to determine, itself,
what is in the best interests of the state. In response to this concern, some
advocates have argued that an international institution, such as the UN Se-
curity Council, should be asked to determine whether debts are odious.'*
However, it is far from obvious that any international political organization
will be able to generate consensus except in the most extreme of cases.

Third, to the extent that the possible future application of the doctrine is
uncertain, the more widespread adoption of this doctrine has the potential to
increase creditor uncertainty and raise the borrowing costs of all countries.
One possible way to reduce this problem would be adopt an ex ante mecha-
nism for determining odious or illegitimate debts. For example, only loans
issued after some international designation of this status would be declared

149 A. Mechele Dickerson, Insolvency Principles and the Odious Debt Doctrine: The Miss-
ing Link in the Debate, 70 Law & ConTEmP. PrOBS. 53, 64 (2007).

150 Harvard Conference Considers Odious Debt Proposals, THE EUROPEAN NETWORK ON
DeBT AND DEVELOPMENT (Feb. 3, 2009), http://www.oid-ido.org/article.php3?id_article=700
(“The meeting explored the possibility of getting political acceptance for a proposal that a
successor regime cannot be prosecuted for failing to service loans that were declared odious by
an appropriate international authority such as the UN Security Council before the loan was
agreed.”).
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odious or illegitimate. However, this may also run into problems in the case
of debts issued at short maturities that must necessarily be rolled over peri-
odically. Existing creditors will then be placed in the difficult position of
having to choose between rolling over a previous non-odious debt with new
odious debt, which may be less likely repaid in the future, or refusing to roll
over this debt and likely triggering a default in which they are unlikely to be
repaid.

F. Coordinating on Denial of Market Access

As noted above, market participants typically view the loss of normal
credit market access as being the primary cost of, and deterrent to, default.
In the nineteenth century, one mechanism by which this was implemented
was via a prohibition on listing new securities of a sovereign in default on
the London Stock Exchange.”! In recent decades, the threat of seizure of
interest and principal payments on new debts has limited the ability of sover-
eigns in default from issuing new debts.

Recently, attempts have been made to limit the ability of creditors to
seize interest and principal payments on these new debts.'>? To the extent
that this is a useful tool for preventing the collective action problem known
as strategic holdout from occurring, it has the potential to produce better
sovereign debt restructuring outcomes. However, to the extent that this pre-
vents creditors from seizing the assets of countries in default that have not
negotiated in good faith with their creditors, this change will reduce the costs
of default and has the potential to severely limit the market for sovereign
debt.

Ideally, what is required is a mechanism for determining when a coun-
try has negotiated in good faith so that only those countries are protected
from having the funds associated with their new debts seized. Historically,
one of the roles fulfilled by both ad hoc bondholder groups and the Corpora-
tion of Foreign Bondholders was advising the London Stock Exchange as to
when a negotiation in good faith had been concluded so that new issues
could be listed.'>* This suggests that a desirable reform of the debt restructur-
ing process would be the establishment of an institution or a procedure for

151 See EDWIN BORCHARD, STATE INSOLVENCY AND FOREIGN BONDHOLDERS: GENERAL
PrincipLEs 173 (1951).

152 Act of Nov. 19, 2004, amending Act of Apr. 28, 1999 (implemented Directive 98/26/
EC of May 19, 1998 on settlement in payment systems and securities transactions), Moniteur
Belge (Official Gazette of Belgium) Dec. 28, 2004, 85854, 85855. In November 2004,
Belgium amended the Act implementing the EU’s Settlement Finality Directive to read: “No
cash settlement account with a settlement system operator or agent, nor any transfer of money
to be credited to such cash settlement account, via a Belgian or foreign credit institution, may
in any manner whatsoever be attached, put under trusteeship or blocked by a participant (other
than the settlement system operator or agent), a counterparty or a third party” and so protect
transfers of funds through Euroclear from blocking measures, Id..

153 See Mauro & Yafeh, supra note 36, at 22.
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designating good faith negotiations, one that could be combined with condi-
tional protection from asset seizure. One possible measure of whether nego-
tiations have been in good faith could be whether or not the sovereign has
engaged with creditors in a timely manner and has abided by any arbitral or
court decisions. The IMF requires that countries must be negotiating in good
faith in order to be eligible for “lending into [private creditor] arrears.”'>* A
transparent application of the IMF definition of good faith may be a starting
point for the development of such a measure.

G. Is There a Need for an International Debt “Referee”?

Discussions of alternative mechanisms for the coordination of creditors
have raised the possibility of the development of a centralized institution for
the adjudication of sovereign debt restructuring outcomes. For the time be-
ing, in the light of hostility from both creditors and creditor country govern-
ments such as the United States, this possibility seems remote. However, the
discussion of other issues that may arise in future sovereign debt restructur-
ing operations has, on a number of occasions, indicated that there may be a
role for one or more centralized institutions to adjudicate on sovereign debt
restructuring processes, even if it has no direct role in determining debt re-
structuring outcomes.

There are many details of the sovereign debt restructuring process that
have the potential to result in disputes between the debtor and creditors, or
between different creditors. These are situations in which adjudication might
be necessary. We discuss four such details, three of which require adjudica-
tion after a default or restructuring has begun, and one of which requires
adjudication prior to the occurrence of a default or restructuring.

We begin with the three cases in which ex post adjudication might be
necessary. First, it will often be necessary to adjudicate on the eligibility of
creditors to vote on the details of a restructuring when those creditors may
be controlled or influenced by the sovereign. In such cases there may be a
need for somebody to determine the extent of a sovereign’s control over its
own debts, and whether or not the owners of the sovereign’s debts are under
undue influence of the sovereign (for example, domestic banks that are sub-
ject to direct regulation by the sovereign) and hence should be excluded
from voting on a restructuring.

Second, it is often necessary to determine whether a sovereign in de-
fault is bargaining “in good faith.” As noted above, good faith bargaining
with private creditors is an explicit requirement for a country to be eligible
for access to IMF lending into arrears and is an implicit or explicit require-
ment for access to other forms of official sector debt relief. Likewise, it was
also argued above that the protection of sovereign assets from attachment by

5% IMF Policy on Lending into Arrears to Private Creditors, INT'. MONETARY FUND (June
14, 1999), http://www.imf.org/external/pubs/ft/privcred/lending.pdf.
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holdout creditors should also be conditioned upon good faith bargaining
with majority creditors. In both cases, this requires someone to adjudicate on
whether existing negotiations satisfy this good faith requirement.

Third, it will also be necessary to determine whether a sovereign has
implicitly defaulted on a state-contingent debt contract by manipulating the
release of data upon which the debt contract is conditioned. If such manipu-
lation has been found to have occurred, it is also necessary to determine the
size of the implicit default created by this manipulation.

The fourth factor, in which there is a role for an organization to act
prior to the commencement of debt restructuring negotiations, concerns the
determination of whether certain debts are odious or illegitimate.

There is likely to be substantial resistance to the formation of a new
institution even with its role limited to the adjudication on issues related to
sovereign debt restructuring processes, and not outcomes. As a consequence,
it is worth asking whether there are existing institutions that may fulfill these
roles. There are two obvious candidates among existing institutions: the IMF
or a creditor country group such as the Paris Club. Both have substantial
resources and a great deal of experience dealing with sovereign defaults.
Both also already perform some of these functions to some extent; as noted
previously, good faith bargaining with private creditors is an explicit re-
quirement for a country to be eligible for IMF lending into arrears, while the
IMF maintains data dissemination standards.

However, there are some obvious problems with using either of these
institutions. First, as both of these institutions either are creditors in their
own right or represent creditors, they are open to an accusation of bias in
their decision making from other creditors. Second, as official organizations,
the perception that they are influenced by political considerations in their
member countries may exist. Third, the track record of these institutions is
not encouraging: the IMF has occasionally been criticized for exhibiting a
lack of transparency in determining good faith bargaining efforts.!>> For all
of these reasons, private creditors in particular are unlikely to welcome
greater official sector involvement in debt restructuring.

Other existing institutions may be able to perform some of these roles.
For example, it has been suggested that the United Nations or its Security
Council may be able to play a role in designating whether a regime, and the
debt it issues, is odious or illegitimate.'*® Although subject to the same politi-
cal concerns noted above for official creditor bodies, this is probably una-
voidable as the designation of whether a regime is odious or illegitimate is
ultimately a political concern.

For the remaining issues, existing bodies appear either unsuitable or
might serve only if they were to substantially modify their current practice.

155 See Lucio Simpson, The Role of the IMF in Debt Restructurings: Lending into Arrears,
Moral Hazard and Sustainability Concerns 40 (G-24 Discussion Paper, 2006).
156 Harvard Conference Considers Odious Debt Proposals, supra note 150.
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On the issue of implicit default by data manipulation, the expense of con-
structing alternative statistical estimates will deter many institutions from
performing this function. While history shows that, at least in the case of
misstatement of inflation statistics, private banks have been able to produce
alternative estimates, as creditors these banks also have a conflict of interest.
By contrast, if the definition of a credit event for a state contingent debt
contract was rewritten to include implicit defaults through data manipula-
tion, then the ISDA would first convene a committee to ascertain the exis-
tence of such a default, and second would likely use an auction to value the
relevant securities for the purpose of determining the size of the payments to
be made by the protection seller, hence implicitly estimating the size of the
data manipulation.

Similarly, on the issue of voting rights, for debts issued under a trust
structure, the trustee has the power to accelerate these debts and commence
enforcement actions following a breach of the indenture, such as a sover-
eign’s failure to provide timely information on the size of its own debt hold-
ings. However, the recent example of Ecuador’s restructuring in which,
under the trust indenture, voting was supposed to exclude government-
owned or controlled bonds shows the limitations of relying on the trustee: it
appears that the government of Ecuador never responded to trustee requests
for statements outlining the extent of government ownership of these debts,
but the trustee elected not to act, despite this breach of the indenture.'”” Ex-
isting creditor bodies also seem ill-suited for this role due to the evident
conflict of interest. As an alternative, disputes about voting rights could be
referred to an arbitral body, with the understanding that the sovereign’s fail-
ure to release information on its holdings would lead to more aggressive
restrictions on voting rights.

The least tractable issues concern the determination of good faith bar-
gaining. The historical practice of asking creditors themselves to report on
whether bargaining has been conducted in good faith seems flawed by an
evident conflict of interest. Despite the reservations listed above, the institu-
tion best positioned to adjudicate on this issue would appear to be the IMF,
albeit via a procedure that is more transparent than that used in the past.

CONCLUSION

The average outcomes of past sovereign debt restructuring operations
with private creditors have been poor. The best data that we have suggest
that episodes of default on debts owed to private sector creditors take on
average more than six years to be resolved, result in creditor losses of ap-
proximately forty percent, and leave the country as indebted, or more in-
debted, (to private creditors) than they were before the beginning of the
default.

157 Buchheit and Gulati, supra note 97, at 32.
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In light of these outcomes, it is natural to ask whether it is possible to
reform the process through which sovereign debts are restructured in order
to achieve better outcomes. Indeed, there has been a considerable policy
debate as to the merits of alternative reforms aimed at speeding up and re-
ducing the costs of sovereign debt restructuring. In evaluating alternative
reform proposals, it is important to remember that many proposed reforms
can give rise to perverse incentives. A reduction in the penalty suffered by a
country in the event of default, for example, while potentially benefitting a
country in default, will affect the incentive of countries to default in the first
place, leading to more default. This may lead to higher borrowing rates and
less sovereign debt in the first place. However, such an outcome is not inevi-
table: even if reforms lead to increased default probabilities, borrowing rates
may fall if the reforms also increase creditor recovery rates.

Bearing these caveats in mind, the search for meaningful reforms to
process by which sovereign debts are restructured must inevitably confront a
number of collective action problems that exist among creditors. Indeed, the
history of the market for sovereign debt is essentially a history of different
attempts by creditors to coordinate when negotiating with a sovereign in
default. In the past, these collective action problems included free riding by
some creditors on the debt relief offered by other creditors, strategic holdout
to engage in litigation, and free riding on the costs of negotiation. The cur-
rent European debt crisis, while different in many aspects from previous
default crises, is not free from these concerns: in this case, coordination be-
tween private and official creditors is needed for a resolution to the crisis.
The relative wealth of the countries involved leaves ample assets available
for attachment and hence ample incentives for litigation by strategic holdout
creditors.

Contractual solutions to these collective action problems, such as the
use of engagement and majority action clauses in sovereign bond contracts,
appear promising but remain largely untested. Theoretical work has also
shown that, in complicated sovereign debt restructuring operations where the
costs of negotiation are large and difficult to share among creditors, the im-
position of common repayment terms across all creditors as a solution to the
strategic holdout problem may exacerbate the incentive to free ride on these
costs. Sovereigns’ inability to commit to honoring their contracts also means
that they may be unable to commit to participating in any new restructuring
process. In order to reduce borrowing costs, sovereigns may decide to under-
mine the spirit of the new contractual approach to restructuring debts by
structuring new debt issues to limit creditor coordination (for example, by
issuing debts with different seniority structures, governing laws, and con-
tractual features) or by placing debts with retail investors who may be more
difficult to organize.

The use of broader contractual solutions, such as the adoption of aggre-
gation clauses, can also be frustrated unless the details of their implementa-
tion are carefully crafted. To get around the Eurogroup proposal for the
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widespread use of aggregation clauses in debt contracts, sovereigns may find
it optimal to issue non-debt but “debt-like” securities. Both the debtor and
creditors may seek to influence voting under an aggregation clause by favor-
ing debt securities with low coupons issued at a discount in order to maxi-
mize face values and hence voting power in the event of a restructuring.

Drawing a somewhat longer bow and looking forward to the next sov-
ereign debt crisis, we speculate that four issues are likely to become increas-
ingly important in future debt restructuring operations. The first issue
concerns the use of derivative securities and in particular CDS. Although the
market for sovereign CDS is currently small (in terms of net exposure) and
is threatened by proposed bans on “naked” CDS positions and dissatisfac-
tion with the current definition of a restructuring credit event, the market
seems likely to grow in the future. Demand for products to hedge credit risk
will remain strong, the proposed definition of a naked CDS position will
likely limit the impact of any ban, and the definition of a restructuring credit
event can be rewritten should market dissatisfaction persist. The presence of
CDS affects the debt restructuring process in multiple ways. The current
process does not adequately represent the protection sellers who bear the
costs of a sovereign default, which may lead to inefficient restructuring out-
comes. In addition, interpretations of the definition of a credit event that
exclude coerced but “voluntary” exchange offers give creditors little incen-
tive to participate in a “voluntary” exchange.

The second issue concerns potential growth in the market for state con-
tingent sovereign debts. Although state contingent debts are theoretically de-
sirable, their practical implementation is limited because the sovereign
produces its own official economic statistics and has the power to manipu-
late them, producing a de facto default. Insuring against such risk and re-
structuring in the light of such a default require a publicly agreed upon
procedure for assessing the reliability of government statistics and estimat-
ing the extent of manipulation.

The third issue concerns the potential for more widespread appeals to
the doctrine of odious debt and the notion of illegitimate debts. Although the
application of these notions seems unobjectionable in principle, in practice it
requires a publicly agreed upon procedure for designating debts as odious or
illegitimate. To minimize the effect of uncertainty over future designations
on borrowing costs, the mechanism should operate prior to the issuance of
new debts.

The fourth and final issue concerns restrictions on the ability of credi-
tors to attach sovereign assets. While restrictions on creditor litigation may
help solve the strategic holdout problem, creditor litigation to block repay-
ment of new debts of a country in default may be a useful mechanism for
ensuring the contractual compliance of the sovereign. One solution to this
problem would be to restrict such litigation only in cases where a publicly
observed mechanism has designated that negotiations to restructure debts
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have been conducted in good faith. This might be based on a transparent
application of the IMF eligibility requirement for lending into arrears.

The timing and form of future sovereign defaults cannot be divined.
However, it is certain that they will continue to occur and that the restructur-
ing process will remain difficult even with significant reform. While sug-
gesting some possible directions for future reform, this Article has warned of
the danger that seemingly beneficial reforms can create perverse incentives
for market participants. Unless reforms are carefully crafted, policymakers
run the risk of introducing reforms that are either ineffectual or harmful.



