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Abstract

This paper explores proposals for developing improved procedures and institutions to
facilitate orderly workouts of international private sector debt. The paper addresses the following
guestion: How can standstills and workout arrangements be designed that would help stop a
panic and an overshooting of capital withdrawals from emerging markets, and, subsequently,
would provide aframework to close insolvent firms and reorganize more viable enterprises?

The paper explores the dynamics of afinancial panic, and then examines the basic logic
behind both domestic bankruptcy regimes and international sovereign debt workout procedures
(such as the Paris Club and the London Club). It examines a variety of proposals for
international versions of the three basic components of a debt workout: a debt payments
standstill, provisions for new finance, and the framework for restructuring. It concludes that
international financial markets would be strengthened by a credible mechanism to invoke
mandatory debt payment standstills in the rare circumstances when they are necessary. It further
concludes that private sector creditors should play a much larger role in providing fresh funds to
countriesin distress. Somewhat paradoxically, akey ingredient to establishing the stable
environment needed to encourage new private sector financing is an effective payments standstill
mechanism. However, new private sector financing to countries in distress should be voluntary,
not mandatory, and should not be backed by government guarantees.
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1. Introduction

For at least a century, it has been widely recognized that completely open and unregulated
financial markets are prone to panic. Wide-open financial markets have been accompanied by
panics and manias since the introduction of banking systems several centuries ago (Kindleberger,
1996). The United States, of course, faced along string of major domestic bank panicsin the late
19th and early 20th centuries, and essentially all industrialized countries have faced similar crises
at one time or another.

In the past several years, the emerging markets have taken their turn. In the 1990s, severad
emerging markets were hit by financial crises, including Argentina and Mexico in 1995;
Indonesia, Korea, Maaysia, the Philippines, and Thailand in 1997; and Russia and Brazil in
1998. In each case, very large capital inflows suddenly stopped, and creditors (both foreign and
domestic) rushed for the exits. The reversals were partly due to weaknesses in these economies
that led to a change in perceptions about their creditworthiness. In each case, however, it is clear
that markets overreacted both in their exuberance with the initial inflows (which often camein
with little analysis or risk management) and in their haste with the subsequent outflows. The
resulting economic contractions in these countries were much deeper than was either inevitable
Or necessary.

Early in the 20th century, industrialized countries began to respond to repeated financial sector
crises by carefully and prudently regulating financial markets and by developing public-sector
ingtitutions to help prevent major crises. Today’sindustrial country financial markets are far
from being completely free and open, with severa key institutions helping to prevent or mitigate
market failures. One critical institution is the lender-of-last resort (usually the central bank),
which provides liquidity to financial institutions hit by sudden withdrawals, and which assures
depositors (or creditors) that they need not rush for the exits. Closely related are supervisory and
regulatory institutions (usually also housed at the central bank), which ensure that financia
entities meet certain minimum operating conditions and that they are not involved in overly-risky
activities. Deposit insurance systems give further comfort to depositors that might think of
running. Finally, the industrialized countries developed well-defined and relatively transparent
systems for managing bankruptcies, liquidations, and other forms of debt workouts. These
bankruptcy systems help to prevent risky borrowing (by providing a credible threat to firms that
they might be liquidated if they are poorly managed), stop panics from getting out of control
(through debt standstills), and provide aframework for ultimate restructuring when necessary.
They also try to ensure some equity in the sharing of the burden of bankruptcy between creditors
and borrowers, recognizing that in most cases both sides bear some of the blame when loans go
bad.

Of course, these institutions and procedures are far from perfect, and do not always ensure
smooth operation of financial systems, as the United States found out with the Savings and L oans
crisisinthe 1980s. Generaly, however, they have succeeded in preventing extreme panics and



crisesin industrialized country domestic financial markets, and hel ped these markets operate
more smoothly and efficiently. It is worth noting, for example, that the last major bank panic in
the United States was in 1933, just before the creation of the Federal Deposit Insurance
Corporation.

To avery large extent, parallel institutional arrangements do not exist in international financial
markets, so these markets remain relatively prone to panic. Without atrue international lender of
last resort, international banking standards, international bankruptcy laws, and deposit insurance,
international financial markets are as volatile as were financial markets in the industrial countries
before these institutions were put in place. In the aftermath of the Asian financial crisis, the
debate on redesigning the international financial architecture has touched on several of these
institutional issues. This paper explores one segment of this debate: the possibility of developing
improved procedures or institutions to facilitate orderly workouts of international private sector
debt.

Our focusis not on individual cases of cross-border bankruptcies, which are best handled by
developing stronger insolvency codes and more effective courts in emerging markets. Rather, we
focus on systemic episodes where firms and banks across an economy are abruptly threatened
with illiquidity and possible insolvency because of a sudden event that may be largely out of their
control. Therelevant case, of course, is a massive exchange rate depreciation resulting from a
sudden shift in capital flows that undermines both well-run and poorly-run firms alike, weakens
banks and interrupts the payments system, and threatens to plunge a country into deep recession.
How can standstills and workout arrangements be designed that would help stop a panic and an
overshooting of capital withdrawals from emerging markets, and, subsequently, provide a
framework to close insolvent firms and reorganize more viable enterprises?

The next section of the paper briefly explores the dynamics of afinancial panic. Section Three
examines the basic logic behind domestic bankruptcy regimes and international sovereign debt
workout procedures (mainly the Paris Club and the London Club), and reviews the few recent
cases of workouts of private sector cross-border debt. Section Four is the heart of the paper,
examining avariety of proposals for international versions of the three basic components of a
workout procedure: a debt payments standstill, provisions for new finance, and the framework
for restructuring. The final section offers some recommendations and conclusions.

2. Financial Crisesin Emerging Markets

The hallmark of international financial crisesis a sudden and rapid reversal of large-scale capital
flows. An economy that had been the recipient of large inflows is suddenly faced with the
cessation of these inflows, and demand for immediate repayment of outstanding loans. Firms
and banks are pushed near to, or into default, a Situation that istypically exacerbated by the large
exchange rate depreciations that ultimately accompany such large swings of foreign capital.*

! Some countries, such as Brazil in 1998 and Thailand in 1996/97, can postpone depreciation for a period of time if
they have sufficient foreign exchange reserves or receive new financing. If the capital outflows continue, however,



The Asian crisis economies were true to form. According to estimates by the Institute for
International Finance, capital flowsto the five most severely affected Asian countries (Indonesia,
Korea, Malaysia, the Philippines, and Thailand) shifted from an inflow of $103 billion in 1996 to
an outflow of $1 billion in 1997 (11F, 19994). This shift of $104 billion is the equivalent of about
9% of the pre-crisis GDP of these economies. Russiaand Brazil faced similar reversals of
investor sentiment.

The effects from such economy-wide reversalsin capital flows and large exchange rate
movements can be devastating. Large numbers of firms suddenly becomeilliquid and face the
prospect of shutting down. Commercial bank capital can be quickly wiped out, threatening the
operation of the payments system. Poorly-run firms and banks tend to be the most vulnerable,
and many deserve to be merged or shut down. It isimportant to recognize, however, that even
well-run firms and banks are threatened, not through any fault of their own, but because of large
and unanticipated exchange rate movements and the collateral effects.

Creditor Panic

It isworth briefly exploring the circumstances under which such large reversals of capital flows
can occur. The withdrawals can be sparked by rapid changes in international market conditions,
such as the large swings in commodity prices and the sharp increases in dollar interest rates that
brought about the 1980s debt crisis. Domestic economic mismanagement, or an abrupt changein
economic policy or political leadership, can likewise ignite credit withdrawals, as with Mexico in
1994. In addition, and most importantly for this discussion, recent financial crises point to
intrinsic instability in international financial markets as akey part of the problem.

The basic ideais that under certain conditions, international financial markets can become prone
to self-fulfilling crises.? Individual creditors acting rationally in their own self interest can
together generate sharp and fundamentally unnecessary panicked reversals of capital flows. Both
creditors and borrowers find themselves collectively worse off as aresult, even though each was
acting rationally on an individual basis. Consider, for example, a solvent but illiquid borrower.
Normally, because the borrower is solvent, it should be able to borrow fresh funds from the
capital marketsto relieve the liquidity problem. Since the firm is solvent, the creditors could
reasonably anticipate that both the old and the new loans would be fully serviced. However, itis
possible that creditors will be unwilling to provide fresh funds, not because of concerns over the
fundamental strength of the borrower, but because they fear that other creditors may not provide
sufficient new funds to the firm to ease the liquidity problem. Suppose the borrower requires
credits so large that no single lender can provide all of the necessary funds. Each creditor

reserves will eventually be exhausted, and depreciation isinevitable. Note that the primary force behind the crisisis
the reversal of capital flows, not the depreciation of the exchange rate as is often supposed.

2 Diamond and Dybvig (1983) develop the basic theory behind this model in the context of explaining bank runs.
They show how rational depositors can suddenly withdraw their deposits, not because they believe the bank is
unsound but because they believe other depositors are withdrawing their funds and they fear there will not be enough
to go around. In the end, most depositors cannot be fully repaid, and so everyone is made worse off. Chang and
Velasco (1998) develop asimilar model for emerging markets.



recognizes that if the other creditors do not make new loans, the firm will not be able to meet its
debt service obligations. Thus, any creditor that lends new funds on its own risks losses on both
itsold and new loans. Therefore, each creditor will be unwilling to make a new loan if it
believes that other creditors will not lend as well, and in fact would begin to demand repayment
of existing loans. A creditor “grab race” ensuesin which each creditor triesto be thefirstinline
to berepaid or to seize assets. The borrower, even though it was solvent, ultimately will default
on itsloans and face possible bankruptcy proceedings.

In international capital markets, entire economies can become susceptible to a similar kind of
“grab race” (Radelet and Sachs, 1998a; Chang and Velasco, 1998). Economies are especidly
vulnerable when borrowers (be they firms, banks, or the government) build up aggregate short-
term foreign exchange liabilities in excess of available liquid foreign exchange assets. Inthis
case, international lenders know that there is not enough foreign exchange available to repay
everyone, but they are willing to continue lending as long as they believe that other creditors will
do the same. However, if something happens to make them believe that other creditors will
withdraw their credits, they will rush to be the first to demand repayment, since they do not want
to bethelast in line to be repaid.

In each of the recent severe crisesin emerging markets -- Mexico (1994), Argentina (1995),
Thailand (1997), Indonesia (1997), Korea (1997), Russia (1998), and Brazil (1998) -- aggregate
short-term foreign exchange obligations exceeded liquid foreign exchange assets, setting the
stage for panicked withdrawals by foreign creditors. Although information on total foreign
exchange liabilities and assets is not available, in each of the crisis economies short-term debts
owed to foreign commercial banks far exceeded the foreign exchange reserves of the central bank
(Radelet and Sachs, 19984). This situation posed no problems as long as confidencein Asia
remained high and the banks believed that everyone else would continue lending. However, once
confidence shifted following the float of the Thai baht in July 1997, the rush for the exits was on.
The more the exchange rates depreciated, the more the creditors demanded to be repaid, which
itself put additiona pressure on the Asian currencies, and accelerated the process of withdrawals.
Creditors knew that there was not enough foreign exchange to pay everyone, and no one wanted
to belastinline. Sure enough, those who got out of Asia early were more-or-less paid in full,
while those who waited suffered large losses. The result was widespread liquidity problems
among Asian banks and firms, which undermined the capital base of the banks and pushed many
firmsto the edge of bankruptcy. With no mechanismsin place to deal with these problems, the
panicked withdrawals could not be effectively stopped. The workouts that followed were
disorderly and far from optimal, at great and unnecessary cost to the creditors, the debtors, and
the Asian economies.

3. Current Debt Restructuring Procedures

In considering the design of workout procedures for cross-border private debt, there are two main
parallels from which to draw: domestic bankruptcy procedures dealing with individua private
firms, and workout mechanisms for cross-border sovereign debt (mainly the Paris Club and the
London Club).



Bankruptcy Proceedings

We begin with the basic procedures used in the case of afirm facing financial distress.®
Bankruptcy procedures, at their core, establish a collective forum both to sort out the rights of
creditors and debtors and to address the “collective action” problem of individual creditors acting
rationally to the detriment of creditors (and the debtor) as a group. Bankruptcy procedures
temporarily hold the assets of the firm in acommon pool. A primary objectiveisthe
maintenance of the value of the firm’s assets (which is ultimately in the interest of the creditors
asagroup), rather than concerns about individual creditor rights (Jackson, 1986). At the same
time, bankruptcy procedures should not be so lenient that debtors can easily walk away from
their obligations. Thus, ideally, the goal of maximizing the value of the firms' assets should be
balanced against the objective of encouraging adherence to the ex-ante terms of the debt contract,
as much as possible (Eichengreen and Portes, 1995). Although bankruptcy proceedings differ in
important ways across countries, most have four key elementsin common:

. an arbitrator or administrator, usually a court or tribunal;

. provisions for a standstill on paymentsto prevent a creditor “grab race;”

. provisions for the possibility of the firm borrowing new money to continue operations
during the standstill; and

. aworkout arrangement (following a period of time for information gathering and

negotiation) consisting of some combination of arollover/ extension of existing loans, a
reorganization of the firm and/or the debt contracts, or a closure of the firm.

The arbitrator/administrator acts as umpire, supervisor, and facilitator during the restructuring
process, and when necessary imposes a binding settlement on the competing claims of the
creditor and debtor. Essentially, the arbitrator supervises alegal framework in which a
settlement between the debtor and creditor can be negotiated. 1n most cases, a bankruptcy court
or ajudicial tribuna playsthisrole. A key point isthat in domestic bankruptcy proceedings, the
debtor and the lenders all fall under asinglejudicial authority, giving the court the legal power to
impose a settlement on al partiesinvolved. The arbitrator must be neutral, able to balance the
competing claims of both sides, and free from political or other influence that could give an
unfair advantage to one of the competing parties. The arbitrator specifically, and bankruptcy law
more generally, would not be necessary in aworld of perfect information where all parties could
forecast all future contingencies (Cornelli and Felli, 1995). The market failure of the lack of
complete information is what leads to imperfectly specified contracts and the inability of the two
sides to negotiate an agreeabl e solution outside the courts. The arbitrator helps induce the two
parties to share relevant information and reach afinal settlement.

One of the critical powers of the arbitrator is the authority to impose a standstill (called the
“automatic stay” in section 362 of the U.S. bankruptcy code) on debt service payments for a
specified period of time. The core role of this provision isto stop actions by individual (or

% For other analyses that draw the parallel between domestic bankruptcy procedures and internaional debt workouts,
see Eichengreen (1999), Radelet and Sachs (1998b), UNCTAD (1998), Sachs (1995), Eichengreen and Portes
(1995), Williamson 1992, Raffer, 1990, and Cohen 1989.



groups of) creditors acting in their individual self-interest that could lead to a creditor grab race
and undermine the common good of all the parties involved (Jackson, 1986; UNCTAD, 1998).
The standstill provides the time necessary for a more rational workout process. Note that the
standstill is mandatory, imposed by the court, and is not left as a voluntary choice of the
creditors (since the market, left to its own, could devolve into agrab race). Note further that
during the standstill, no distinction is made between “good” firmsand “bad” firms -- both good
and bad firms receive theinitial protection, except in afew extreme cases in which the judge
refuses to grant temporary protection. The standstill provides the time necessary to distinguish
between viable and unviable firms, and choose the appropriate course of action. However,
standstills should not be so long as to allow unviable firms to avoid liquidation. The length of
the standstill period varies widely across countries. Bankruptcy codesin the United Kingdom
and Germany provide for athree month moratorium, whereas in the United States the court has
wide discretion over the length of the stay, which can extend for several years (Franks, 1995).

The principle of maintaining the value of the firm suggests that in some cases, it may bein the
collective interest of the creditors to allow the firm to continue operations during the standstill
period, provided it can generate positive cash flow. Thus, bankruptcy codes generally contain an
arrangement that allows firms to tap private capital markets for interim financing (in the US
Bankruptcy code, thisis the so-called debtor in possession financing provision, found in Section
364). The general ideais to enable the debtor to tap the private capital markets by granting
priority to the new loansin the repayment queue. Creditors may be willing to grant new loans, to
the extent they believe the firm is solvent, as long as the new claims are senior to most existing
claims. This provision helps the firm avoid a premature cessation of operations, thus helping to
preserve its value as a going concern. Unlike the standstill, the provision of new financing is
voluntary: creditors can choose whether or not to provide funds, with presumably the better firms
receiving funds, but not the weaker firms.

The ultimate workout arrangement can vary widely. There are at least three broad cases. First, a
firm that is solvent but illiquid should be able to ultimately resume full debt service payments
without a writedown or reorganization. The primary need for these firmsis temporary protection
and access to new financing to alleviate the liquidity crunch. Second, insolvent firms may be able
to return to solvency after financial and/or managerial reorganization. Management is often
replaced, and the ownership structure of the firm may change, sometimes during the standstill
period. In thiscase, areturn to solvency typically requires debt relief, certainly in the form of
rollovers during the standstill, and probably debt reduction and/or debt-to-equity conversions. A
key problem is to get the creditors to agree to the form of the restructuring. Bankruptcy
proceedings make provisions to guard against the possibility of a minority group of creditors
holding up the agreement, usually by allowing for the approval of the reorganization with a
majority, rather than unanimous approval of the creditors. Inthe U.S. code, approval is required
by asmple majority of creditors by number, and by two-thirds by valuein all classes of creditors
(Franks, 1995). The court has the authority to “cram down” the provisions of the agreement to
dissenting creditors. Thethird caseis of an insolvent firm that has no hope of returning to a
positive cash flow. In this case, the firm should be shut down, with remaining assets distributed
to the creditors in priority order.



Sovereign Debt Restructuring Arrangements

Restructuring procedures for sovereign foreign debt are not as formalized as those for domestic
bankruptcy. Nevertheless, operating procedures are in place for sovereign debt owed to other
governments (through the Paris Club) and to commercial banks (though the London Club). The
Paris Club and London Club coordinate their actions with each other and with the IMF. Together
their operations can be thought of as a rough equivalent of domestic bankruptcy proceedings,
with the presence of an arbitrator, a standstill period, provisions for new finance, and workout
arrangements.

The Paris Club is aforum for creditor governments to restructure the debts owed to them by
debtor governments. The specific creditor governments vary by case, but are all are members of
the OECD. The Paris Club maintains a permanent secretariat in Paris, and operates with a set of
standard conventions and policies (Vitale, 1995; Sevigny, 1990). The IMF plays something akin
to therole of the arbitrator in Paris Club negotiations, although there are important differences.
Countries do not approach the Paris Club for rescheduling without the support of the IMF.
Indeed, the Paris Club requires that debtor countries conclude an agreement with the IMF before
aformal restructuring can proceed. The IMF actsin some sense as areferee, and plays the
important role of supplying each side with the relevant information needed to restructure the
debt. The IMF program in adebtor country can be thought of as an approved “reorganization
plan,” since it details the policy and institutional changes that are seen as necessary to return the
debtor to sound economic footing (Eichengreen and Portes, 1995). Of course, the IMF does not
play the exact same role as a bankruptcy court. The IMF is clearly not as neutral as a court, since
the creditor countries have much larger voting power than do the debtor countries within the IMF
(UNCTAD, 1998). Moreover, the IMF does not have the legal authority to impose a binding
agreement on either the creditors or the debtors.

Like bankruptcy procedures, the Paris Club has provisions for a standstill on at least some debt
service payments during a specified time period (called the consolidation period). Only
payments falling due during this period (rather than the entire stock of debt) are eligible for
rescheduling. Payments on short-term debt (with maturities of less than one year) and previously
rescheduled debt are generally not eligible.  Similar to the way in which a bankruptcy standstill
helps stop a panic and preserve the value of afirm, the Paris Club standstill supports the
economic prospects of adebtor country by taking immediate pressure off of the exchange rate
(or, in afixed exchange rate system, it takes the pressure off of foreign exchange reserves) and
mitigates the extent to which the debtor country must make dramatic adjustments to reduce
absorption.

The Paris Club itself does not generally provide new senior financing during the consolidation
period. However, the IMF, unlike a bankruptcy court, provides immediate financing to the
debtor, ailmost always supplemented by additional funds from the World Bank, one of the
regional development banks, and some of the same governments that are members of the Paris
Club. These new funds provide the debtor government and the economy as awhole with a
certain amount of liquidity to purchase imports and meet other foreign currency obligations.



The precise terms of the Paris Club restructurings differ depending on the economic situation and
bargaining power of the debtor. Historically, most casesinvolved arollover of debt, rather than
any write-down. Since 1988, however, debts have been written down, sometimes substantially,
for eligible low-income debtor countries. Although the Paris Club itself does not include all of a
country’s creditors, the terms of the agreement specify that the debtor is expected to seek smilar
treatment from all of its creditors, including commercial banks and other private creditors (but
not multilateral agencies). Unlike bankruptcy proceedings, the Paris Club requires unanimous
consent of all the creditors, and therefore does not make provisions for a“cramdown” on
dissident creditors.

The London Club provides a mechanism for sovereign debtors to restructure their debts owed to
commercial banks. Since there are many more creditor commercial banks than their are creditor
governments, the London Club typically consists of alarger and more variable group of creditors
than does the Paris Club. The London Club usually specifies a creditor committee of about 15
banks to negotiate with the debtor (Eichengreen and Portes, 1995). Aswith the Paris Club, and
IMF agreement is a prerequisite for negotiation. The IMF facilitates flows of information
between the debtor and the creditors and provides the foundation for determining how much and
when a country might be expected to pay.

Members of the London Club can play arolein providing fresh financing for debtor countries
undergoing an adjustment program. For example, foreign commercial banks providing financing
(sometimes following heavy arm-twisting from industrial country governments) to distressed
Latin American governments during the early stages of the 1980s crisis and later during the
Baker Plan. Occasionally, members of the London Club might provide new financing (“bridge”
financing) while a country is negotiating with the IMF to alow the country to discharge overdue
debt payments to the IMF and/or World Bank.

The London Club differs from the Paris Club in that the ultimate agreement needs approval of
banks holding 90-95% of total exposure, rather than the unanimous agreement required in the
Paris Club. Unlike atypical bankruptcy procedure, their is no legal authority that can “cram
down” the agreement on dissident creditors, or arbitrate a deadlocked negotiation. Since there
are so many creditor banks to deal with (each with their own group of lawyers) and since a small
minority can hold out and delay the process, London Club reschedulings can drag out over a
period of years (Eichengreen and Portes, 1995). Terms of the ultimate agreement can vary
widely from arollover to a significant write-down, as was the case with some of the Brady Plan
restructurings in the aftermath of the Latin American debt crisis.

Note that sovereign debt owed to the IMF and the World Bank is not rescheduled. Thus, not all
creditors are subject to a standstill. Moreover, unlike domestic bankruptcy procedures were fresh
financing is not used for debt service (since al creditors are subject to the standstill), in sovereign
cases some new financing is used to repay the most senior creditors.



Private Debt Workouts

Currently there are no institutions to deal with private sector cross-border workouts that parallel
those for domestic bankruptcy or sovereign debts. Cross-border insolvencies differ from
domestic casesin at least two important ways. First, thereisno clear legal jurisdiction that has
ultimate authority over creditors and debtors. Moreover, in many emerging markets legal
institutions and bankruptcy laws are very weak and ineffective. Second, cross-border cases are
vulnerable to particular kinds of systemic shocks (like large exchange rate depreciations) that
have less effect in a purely domestic context. With the Paris Club and London Club, thereis
some experience in cross border cases, but private cross-border cases differ from sovereign cases
in at least two important ways. First, in systemic private cases, there are many debtors and many
creditors, whereas in sovereign cases there is one debtor and generally far fewer creditors. Thus,
organizing debt workouts is more complicated in the private case. Second, in the sovereign case,
thereislittle concern about the government getting involved in the workout, since the
government is the debtor. Private cases raise the issue of the proper role of the government in
imposing solutions, guaranteeing new debt contracts, or otherwise effectively nationalizing
private sector liabilities. The case for public sector involvement is stronger when the debtors are
banks, since the payments system may be threatened; it is weakest for purely private sector non-
financial debtors.

There are some recent examples of workouts of private sector cross-border debt, although they
tend to be ad-hoc rather than orderly workouts. Perhaps the most relevant example is the rollover
of Korean commercial bank debt in early 1998. After Korea sfirst program with the IMF
(signed on December 3, 1997) failed to stem the flight from the won and calm markets, Korea
found itself on the brink of default in mid-December. The U.S. government, rather than
continuing to hope that market confidence would return through atraditional IMF program,
dramatically changed tack and decided to press the foreign commercial banksto roll over their
short-term credits to Korean banks. On December 24th, a new IMF program for Korea was
announced, together with the rollover initiative and new immediate financing. The first step was
an immediate standstill on debt servicing, pending aformal agreement. Within just a matter of
weeks, an agreement was reached between the Korean commercial bank debtors, the foreign
bank creditors, and the Korean government on a complete rollover of $22 billion in debts falling
duein thefirst quarter of 1998, converting these short-term debts into claims with maturities
between 1 and 3 years.

Although the rollover was not mandatory in the legal sense, the Treasury used its authority to
pressure the creditors into what the creditors called a“quasi-voluntary” rollover (Institute for
International Finance, 1999). In asharp departure from traditional bankruptcy proceedings, the
debts effectively became nationalized via a guarantee by the Korean government, even though
the debts involved private sector debtor banks. Notably, on the strength of the rollover, the
Korean government was able to quickly return to the international financial markets, floating a
strongly oversubscribed bond issue for $4 billion in early April 1998.* Thereislittle question

* The government issued $1 billion in five-year notes (priced at 345 basis points over comparable US securities) and
$3 hillion in ten-year notes (with a spread of 355 basis points). The government had originally planned to issue a
total of $3 billion in bonds, but increased it to $4 billion as customer orders topped $12 billion.



that the rollover was critical to Korea' s relatively rapid turnaround. The foreign creditors
actually came out better after the rollover than before: there was no writedown, the new loans
carried higher interest rates than the origina loans, and they carried a Korean government
guarantee. Korea had certain advantages favoring arollover that other debtors may not have: its
political importance brought strong pressure from the Unites States to get a deal done, and there
were arelatively small number of creditor banks. Korea srollover was not atrue orderly
workout, since it was done through informal and uncertain mechanisms that were not in place
during the most intense phase of the panic of December 1997. Nevertheless, the experience
shows that workouts, while perhaps not perfect in al the details, can be successful.

In June 1998, Indonesian commercia banks restructured $9 billion in short-term debts into new
loans of maturity between 1-4 years, all guaranteed by the Indonesian Central Bank. The
restructuring, while generally seen as successful asfar asit went, came way too late (eight
months after the first IMF program) to help stave off the Indonesian panic. In Thailand, the first
16 financia ingtitutions suspended in mid-1997 defaulted on $2 billion in loans, and an
additional $2 billion owed by 40 other financial institutions was exchanged for five year notes (at
5 percent interest) guaranteed by the government. These amounts were also too small to stop the
panic in Thailand.

Examples of successful corporate debt workouts are harder to find. Mexico (1983), the
Philippines (1983), and Indonesia (1998) established frameworks for corporate debt
restructurings. Each mechanisms focussed on the final restructuring phase -- they did not include
provisions for a standstill or fresh financing. In each case, firms were eligible to participate only
after they had reached arestructuring agreement with there creditors. Essentialy, the plans
established a mechanism which locked in the exchange rate (in either nominal or real terms) so
that the government took on the risk of subsequent further exchange rate depreciations.
Mexico's FICORCA?® system also gave the firms some front-end cash flow relief for their peso
payments. While FICORCA is generally seen as at least partially successful, Indonesid s system
has had no participants (by early 1999), partly because it offered firms no real cash flow relief,
and partly because the rupiah had already depreciated so much by the time the system was
established that firms simply could not make their payments.

4. Proposalsfor Orderly Workouts

Several recent analyses of various aspects of the architecture of international financial markets at
least touch on proposals for workouts for private sector cross border claims. These proposals
have been forward by academics (e.g., Eichengreen, 1999; Radelet and Sachs, 1998a and 1998b;
Litan, et. al., 1998; Buiter and Silbert, 1998; Calomiris, 1998; Sachs 1995), private organizations
(e.g., Institute of International Finance, 1999b, which represents commercial banks), and
government groups (e.g., G-22, 1998a-c; UNCTAD, 1998; G-10, 1995). (The reports of the
Working Groups of the G-22 are especially notable, since they include substantial input from
representatives of emerging market countries).

® Fideicomiso Parala Cobertura de Riesgo Cambiaros.
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Crisis Prevention

Clearly, the most attractive way to deal with financia crises and panicsis to take strong steps to
prevent them from breaking out in the first place. A thorough analysis of crisis prevention,
however, would take us far afield from the focus of this paper on orderly workouts. Instead, we
briefly note two of the most important steps towards prevention.

First, emerging markets with underdevel oped domestic financial systems should strongly
consider taking steps to limit inflows of short-term capital. The best way to avoid panicked
withdrawals of short-term lines of credit isto avoid building up these kinds of liabilitiesin the
first place. The basic rationale for controls on short-term debt is as follows. Most emerging
market countries will require many years to develop the regulatory, supervisory, and private
sector institutions to make financial markets function relatively smoothly. Partly as aresult,
these countries are vulnerable to large inflows of short-term, volatile capital. Therefore, during
the interim period when financia institutions are being developed, these countries should take
step to mitigate the risks from large short-tem exposure. Modest controls on inflows can be
introduced during periods of large capital inflows, and eased either when inflows subside (as
Chile recently did) or asfinancial systems develop more fully. Chile's experience with modest
controlsin the early 1990s showed promising results, Malaysia s more limited experiment in
1994 and 1995 is another relevant example (Eichengreen, 1999; G-22, 1998; Eichengreen and
Mussa, 1998; Helleiner, 1998; McKinnon and Pill, 1996).

Second, pegged exchange rates, especiadly if not fully backed by foreign exchange reserves,
invite trouble. Some advocates of fixed exchange rates have pointed out that when the Asian
crisis countries suddenly adopted flexible rates in mid-1997, the bottom dropped out of their
currency markets. But that misses the crucial point. Had the Asian countries adopted more
flexible exchange rate systems in the early 1990s, before the period of large capital inflows they
would have built up far less short-term debt. Volatile exchange rates tend to deter short-run
capital flows, but have much lessimpact on longer term capital. In aworld of highly mobile
capital, apparently the best options for emerging markets are either flexible exchange rates
(suitable for most countries) or very rigid systems like currency boards (in afew cases, such as
small, open, resource poor economies, or for limited periods following a hyperinflation)
(Eichengreen, 1999; Sachs, 1998).

Moving beyond prevention and turning to workouts, there are three general issues for
consideration: temporary payments standstills, mechanisms for new finance, and restructuring.

Temporary Payments Standstill

The key to stopping afull-fledged creditor panic is the temporary payments standstill (UNCTAD,
1998). Asin domestic insolvency cases, the standstill is designed to halt creditors from racing to
strip afirm of its assets to the benefit of afew creditors, but to the detriment of creditorsasa
group, the debtor, and the economy as awhole. In the international context, the standstill plays a
larger role. A standstill helps relieve the intense pressure on the exchange rate from a systemic
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creditor panic, thus mitigating the possibility of a substantial overshooting of the exchange rate
and minimizing the corresponding damage to bank capital and corporate balance sheets. With a
successful standstill and less exchange rate overshooting, the subsequent dimensions of the
workout process (providing new finance and ultimate restructuring where necessary) become
much easier. In addition, an effective standstill mechanism is likely to contribute to crisis
prevention, since the threat to use it will probably dampen short-term capital inflowsin the first
place (UNCTAD, 1998).

There is widespread agreement on the general notion of the desirability of some kind of a
standstill mechanism that can be employed during the extreme circumstances of an international
financial panic. Aswith domestic bankruptcy, a standstill is generally warranted even when the
debtor bears some (or even alarge portion) of the fault for the loans going bad. The standstill
period is not the time to discriminate between “good” firmsand “bad” firms, but rather is
designed to provide the time necessary so that those kinds of judgements can take place more
accurately. There are, however, wide differences of opinion on the appropriate design of the
standstill mechanism, the circumstances under which it should be employed, and who would
have the authority to trigger it.

Voluntary Standstills

The G-22 Working Group emphasizes its view that in most cases, traditional IMF programs and
the accompanying financial support will normally be sufficient to avert a payments crisis (G-22,
1998a). In dightly more difficult cases, it advocates making available extraordinary IMF
financing through drawings from the IMF s Supplemental Reserve Facility. Creditor banks
agree with this view, arguing that policy adjustment programs together with large officia
financial support are much more appropriate than standstills and reschedulings (11F, 1999b).

However, the G-22 Working Group recognizes that in certain extreme cases, an interruption of
normal debt servicing by either the government or the private sector, accompanied by an orderly,
cooperative restructuring may be the best course of action in the context of a payments crisis.
They conclude that

“A government should consider initiating atemporary suspension of debt payments only
when it is clear that, even with appropriately strong policy adjustments, the country will
experience a severe fiscal, financial or balance of payments crisis and the government or
a substantial portion of the private sector will be unable to meet its contractual
obligationsin full and on time. In such circumstances, the initiation of an orderly,
cooperative, and comprehensive workout, while inherently costly, could best serve the
collective interest of the debtor, its creditors, and the international community” (emphasis
added) (p. 28).

The G-22 recommends that governments avoid unilateral actions, and instead favors voluntary
cooperation whenever possible. The Group argues that unilateral actions run the risk of
damaging a county’ s reputation in financial markets, adversely effecting a country’ s market
access, or generating litigation against the debtors. Moreover, if one emerging market suspends
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debt service payments, thereis arisk that creditors would react by quickly withdrawing their
credits from other similar markets, thus spreading the crisis. The G-22 suggests that creditors are
most likely to agree voluntarily to a standstill (or rollover) when the scope of the liabilities
included isrelatively narrow, the time frameisrelatively short, and when the IMF and key
creditor governments signal their support, either verbally or through new lending. The Group
argues that although the scope of the suspensions should be as narrow as possible, “no category
of debt should be granted an automatic exemption from the suspension if it is contributing
substantialy to the payments crisis’ (p. 31).

The IIF Working Group, representing commercial banks, argues strongly that any private sector
participation must be voluntary, and rejects any kind of mandatory participation (11F, 1999b).
Curioudly, however, in the same report, the group praises the Korean rollover as having been a
“relatively good one” (p. 65), even asit refers to the arrangement as “quasi-voluntary.” It does
not specifically endorse or reject standstills per se, arguing instead that crises should be dealt
with on a case-by-case basis, and recognizing that voluntary rollovers may be appropriate in
some circumstances. The Group argues that whatever form the voluntary private sector
participation takes, it should involve higher spreads and (probably) public guarantees on the
relevant debt instruments (p. 8). It concludes that mandatory standstills would be
counterproductive because they would delay a country’ s restoration of market access.

Of coursg, if voluntary approaches actually worked well in practice, there would be no need for
standard bankruptcy proceedings and imposed standstill arrangements. The damage from a
creditor panic occurs precisely because of problems in coordinating the creditors. Individual
creditors generally will not voluntarily rollover their creditsif left on their own, at least in most
circumstances.

In the absence of an international court with the power to impose a standstill (a proposal
discussed later), analysts have looked for mechanisms that could automatically trigger a
standstill. The most common suggestion is the introduction of clauses into bond contracts aimed
at inducing better coordination amongst creditors (Eichengreen, 1999; G-22, 1998; G-10, 1996,
Eichengreen and Portes 1995). The G-22 Working Group recommends the inclusion of three
such clauses in sovereign debt contracts, and suggests consideration of (while avoiding explicitly
recommending) including such clauses in private debt contracts. The three key collective action
clauses are (1) collective representation clauses, aimed at coordinating the actions of creditors
and facilitating communication among the creditors and between the creditors and debtors; (2)
majority action clauses, allowing a majority of creditors to change the payment terms of a debt
contract, without the unanimous consent of al creditors, and (3) sharing clauses specifying that
creditors will divide proportionally with all other creditors any and all payments received from
the debtor. The 1996 G-10 report added non-accel eration clauses to the list, which would
preclude creditors from voting to accelerate repayment of outstanding debt, an action that
effectively turns long-term debts into short-term obligations. Eichengreen (1999) suggests afifth
clause: a minimum voting threshold for creditorsto bring lawsuits, requiring at least 10 percent
of creditorsto agree to take action against the debtor. Thiswould avoid the possibility of alone
creditor taking legal action against the debtor, which could threaten arollover or rescheduling
agreed to by everyone else.
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The IIF agrees that it may be useful to include clausesin bonds that allow for qualified majority
rescheduling (I1F, 1999b, p. 77). It argues, however, that any sort of officially mandated
inclusion of these clauses would be counterproductive “in the view of most market participants.”

An important consideration is how such clauses would affect the cost of borrowing. ThellF
concludes that bond issuers would have to expect to pay more for the inclusion of such clauses.
The G-22 argues that the price effects are ambiguous. Creditors might perceive the inclusion of
such clauses as increasing the probability of default, leading to a higher price as the I1F suggests.
However, these clauses also reduce the uncertainty about the debt workout process and partially
protect against the large downside risk of a creditor being stuck at the end of the linein a panic
and therefore receiving nothing. Thislatter assurance should help reduce the price.

Most likely, these clauses would increase the cost of borrowing. After al, such clauses are
effectively aform of insurance for both creditors and debtors, and like most insurance, will come
at asmall cost. And, aswith all insurance, while this mechanism isin the collective interest of
creditors and debtors, each individual creditor and debtor may resist paying for the insurance.
However, as Fischer (1999) notes, a higher price on debt instruments with these clauses simply
reflects amore appropriate pricing of risk. Moreover, raising the cost of borrowing may help
[imit counties from “overborrowing” in international capital markets in the way that most of the
crisis countries did in the early 1990s.° To the extent that the problemin the crisis countries has
been too much foreign borrowing, measures that increase the cost of borrowing may be
appropriate, even if they raise the cost of investment. A dlightly higher price would also
favorably change the maturity mix of borrowing. The price penalty islikely to be highest on
short-term debt, since potentially the entire amount would be subject to rollover, whereas only a
portion of alonger-term maturity (the amounts falling due during the roll-over period) would be
affected. Thus, such clauses may raise the price of short-term debt relative to long term debt,
increasing their attractiveness.

Eichengreen (1999) argues that these clauses are unlikely to be introduced voluntarily without
specific legislation and regulation. Otherwise, the first country to introduce them might be
perceived as signaling its own lack of confidence in its capacity to fully serviceits debts. He
suggests that the IMF urge all of its member countries to make the inclusion of such clausesa
requirement for issuing international bonds on the domestic market. He further proposes that the
IMF could provide additional inducement by lending at more favorable rates to countries that
require such provision in their own contracts and those of commercial banks and corporations in
their country (Eichengreen, 1999, p. 113). To that might be added that the World Bank and the
regiona development banks could also be encouraged to lend to such countries at more favorable
rates. Of course, these ingtitutions lend in much larger amounts than the IMF, especially outside
of crisis situations.

These clauses, as suggested, leave it to the creditor to trigger the standstill by a majority vote.
This still leaves the question of facilitating the necessary communication amongst the creditors,

® For aninsightful analysis of the “overborrowing syndrome” in Asiawritten before the crises, see McKinnon and
Pill (1996).
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and between the debtor country and the creditors, to invoke the clauses. One way to do so would
be to establish standing representative creditor committees (Eichengreen, 1999; Sachs and
Radelet, 1998; Eichengreen and Portes, 1995). Standing creditor committees would facilitate
communication between the debtors and creditors, make it easier to quickly commence
negotiations with creditors early in the crisis, and ease the process of triggering the collective
action clauses described above. Such committees are unlikely to appear on their own (else they
would already exist), so suasion and pressure may be necessary from the IMF and creditor
country government to put them in place (Eichengreen, 1999).

Mandatory Sandstills

In the absence of collective action clauses, many analysts (but not all, with the I1F the major
exception) argue that a purely voluntary approach will not alwayswork. Inwhat is perhaps the
most striking feature of the G-22 report, the Working Group holds out the possibility of (while
staying clear of explicitly recommending) a mandatory payments suspension in certain
circumstances. A voluntary approach will not work, it argues, if the government does not have
sufficient bargaining power to obtain sustainable terms, if certain creditors refuse to participate
(hoping to free-ride on the restructuring of others), or if the negotiationsin a purely voluntary
approach take too much time. It offers that mandatory debt suspensions could come in several
forms, such as (1) suspension of government debt service payments, (2) restrictions on outward
payments by commercial banks, or (3) with respect to private sector debt payments, the use of
capital and exchange controls. It stresses that the latter should be undertaken only in very
exceptional circumstances and only in conjunction with an IMF program. The risks to a country
in imposing temporary capital controls would be reduced if the move was supported by the
international community, rather than taken alone. Thus, when capital controls are seen as the
least bad option facing a country, the G-22 suggests that the international community could
provide credibility by signaling its support and by supplying limited and conditional financial
assistance, even in the context of suspended debt payments (i.e., the IMF could “lend into
arrears,” discussed more in the next section).

One implication (not spelled out by the G-22) is that a government’ s announcement that it was
suspending debt service payments would be interpreted as an exchange control as covered in the
IMF s Articles of Agreement (Sachs, 1995; Eichengreen and Portes, 1995; UNCTAD 1998).
Article VIII (2) (b) states that “exchange contracts which involve the currency of any member
and which are contrary to the exchange control regulations of that member maintained or
imposed consistently with this Agreement shall be unenforceable in the territories of any
member.” The question is whether or not this clause (and specifically the term “exchange
contract”) can be interpreted broadly enough to include a suspension on debt service payments as
aform of exchange controls (see UNCTAD, 1998 for a discussion). Eichengreen and Portes
(1995) conclude that this was not the original intent of the clause or the interpretation of various
courts, but they hold out the possibility that the IMF Executive Board could give the clause a new
definitive interpretation that would include a standstill. Explicitly amending the Articles of
Agreement would also be possible. In this spirit, the Canadian Government has suggested that
IMF members agree to legislate an “Emergency Standstill Clause” that would apply to all cross-
border financial transactions (Canada, Department of Finance, 1998). However, either amending
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the IMF articles of agreement, or pushing for legislation that would have to be passed by most of
its member governments, is highly unlikely.

In both the voluntary and mandatory cases, the G-22 approach relies heavily on the IMF to play
at least part of the role of the arbitrator/administrator in standard insolvency proceedings. that of
the referee who can verify when a standstill iswarranted. Of course, the IMF (and the broader
international community it represents) does not have the ultimate legal authority of a bankruptcy
court, but its judgement would be critical in providing support to a suspension of payments.
There is no question that the backing of the IMF and the broader international community would
be critical in easing concerns about the motives of the debtor country and in helping reach a
standstill, as was so clearly the case in the Korean rollover in early 1998. Nevertheless, the
reliance on the IMF raises at |east two issues. First, the IMF inits current form is not atruly
neutral body in the sense of a bankruptcy court, since voting power in the Executive Board lies
heavily with the creditor countries. Thus, politically favored countries are likely to receive
different treatment than countries that are perceived to be less strategically important. Second, at
present the IMF s analytical strengths and core objectives liein traditional fiscal, monetary, and
exchange rate policies, not bank or corporate finance, so it may not be in the best position to
judge when a standstill is the best course of action. It is possible that at least the second of these
weaknesses can be corrected. 1n the end, even with these drawbacks, the IMF is probably the
best-positioned institution to take on thisrole.

Willem Buiter and Anne Sibert (1998) have proposed a different kind of clause to beincluded in
debt contracts that would put much more power in the hands of the borrower. They propose that
all foreign currency lending (“private or sovereign, long or short, marketable or non-marketable,
including overdrafts and credit lines’) be required to include what they call a universal debt roll-
over option with a penalty (UDROP). The borrower would be able to exercise the option
automatically, at its own discretion, to roll over the debt for a specified period (3 to 6 months) at
apenalty rate. The option could be exercised a second time at a higher penalty rate. They argue
that this clause would have to be included in all debt contracts, and not just by request, otherwise
arequest for the option would signal that a borrower had inside information about itsimpaired
ability to service the debt. They emphasize that the debtor be allowed to unilaterally trigger the
clause at any time. They argue that debtors would only do so in extraordinary circumstances,
because otherwise it would quickly lose all market access. They argue against waiting for the
support of an IMF program, which they believe takes too much time to put in place. They
conclude that UDROP would raise the cost of borrowing by differing amounts depending on the
market perception of the risks of a particular country actually triggering the mechanism, and for
the safest countries, may not raise the cost at all.

The advantages of this mechanism are that it can be triggered quickly, and that it does not require
negotiations with the IMF or other governments (although the support of the international
community would clearly be helpful). It avoids the potential problems of other schemes that rely
on the neutrality and judgement of the IMF. The biggest problem with the schemeisto figure
out away to mandate that the relevant clause be included in all debt contracts. The authors
propose doing so via an agreement amongst members of the Bank for International Settlements
that would make foreign currency debt contracts without the rollover option unenforceable in
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participating countries' courts. They do not assess the likelihood that BIS members would agree
to thisproposal. Redlistically, it seems extremely unlikely that countries of the creditor banks
would agree to this kind of scheme.

The Shadow Financial Regulatory Committee (an informal private group made up mainly of
academics that meets at the American Enterprise Institute) goes beyond arollover in its proposal,
instead advocating a mechanism that would allow for an automatic across-the-board debt
reduction if arollover cannot be achieved. The group recommends that borrower countries enact
legislation that would allow the country, when it is receiving IMF assistance, to elect to impose a
minimum automatic reduction of the principle of all foreign currency loans extended to banksin
their countries (Litan, et. al., 1998). These “haircuts’ on the creditors would be imposed only if
and when the creditors either withdraw or fail to rollover their claims before the IMF loans are
paid back. Creditorswould not be alowed to charge penalty rates on extended loans. They
propose that the IMF make the enactment of such legislation one of the conditions for all
countries receiving its assistance. Countries that do not enact such legidation either would be
ineligible for IMF assistance or would be made to pay a substantially higher penalty rate for such
assistance. This mechanism would increase the cost of credit for borrowing banks, which in turn
would discourage them from taking on excessive risks. The authors aso foresee that it would
encourage governments to strengthen their banking systems and therefore lower the premium
which foreign creditors would attach to such loansin their country.

The idea behind this proposal isthat it would provide a stick that would get creditors to be more
willing to negotiate arollover so they would not be faced with the possibility of actually
triggering the writedown. In some sense it sees an even stronger role for the IMF than does the
G-22 proposal, since the IMF would require member countries to adopt the appropriate
legislation for the scheme. However, given the voting power within the IMF, it is hard to believe
it would require countries to impose a scheme that mandated a haircut on creditors. Moreover, it
is possible that a mandatory haircut could induce creditors to panic even faster than is the case
now, since they would want to flee as soon as there was any sign that the debtor country was
considering triggering the haircut. The authors narrowly apply it to banks, apparently seeing debt
owed by banks as the key to financial crises because of the inherent threat to the payments
system. Bank debt is a'so much easier to deal with then corporate debt, simply because there are
fewer commercial banks than corporations. Beyond this, however, it is not clear why the
mechanism should be applied to one class of creditors and not others. Triggering this mechanism
for debt owed by banks, for example, could set off awithdrawal of credits from other debtorsin
the country (e.g., corporations), which would simply displace the focus of the panic (while
perhaps to some extent safeguarding the payments system). Moreover, since this would increase
the cost of borrowing for banks, but not for corporations, more debt would be channeled through
corporations.

Indonesia’ s recent experiencein thisregard istelling. In 1991, facing a growing current account
deficit, Indonesiaimposed quantitative limits on the amount of borrowing allowed by
commercia banks. It worked in the narrow sense, in that the banks did not build up significant
debt exposure, but one consequence was that domestic corporations borrowed directly overseas
in larger quantities. Thisisakey reason why Indonesian corporations had much heavier foreign
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exposures than their counterparts in Korea and Thailand (which borrowed through their local
banks), and Indonesian banks were much less exposed. However, when the financial panic hit, it
was much more difficult to deal with the diverse body of corporate borrowers in Indonesia than
the narrower group of commercia bank borrowersin the other countries. This episodeis
indicative of the kind of unforeseen problems that can develop in schemes focussed on just one
type of creditor.

An International Debt Restructuring Agency

Some have gone further in the mandatory approach, suggesting variations on establishing a
guasi-lega International Debt Restructuring Agency (Cohen, 1989; Raffer, 1990; Williamson,
1992; Greenwood and Mercer, 1995). Williamson (1992) recommends including clausesin
future loan contracts specifying that this agency could revise the terms of the loan in the event of
unforeseen contingencies. These clauses would presumably allow the agency to impose asimple
rollover, or even adebt reduction. The agency could have arange of powers, perhaps including
the authority to enact a standstill on creditors, to “cram down” on dissenting creditors revised
terms agreed between the debtor and a majority of the creditors, or to award debt relief in
arbitration even over the objections of amagority of creditors (Williamson, 1992).

Almost all commentators have concluded that establishing an international body with these legal
authoritiesis simply not realistic (G-22, 1998a; Eichengreen and Portes, 1995; G-10, 1996). Itis
hard to believe that the governments of the creditor countries would be willing to cede any legal
authority for debt contractsto an international tribunal. Even if they were willing to do so in
principle, they would have great difficulty in agreeing on the specifics, since each of the major
creditor countries has important differencesin their own domestic insolvency laws.

Sachs (1995) advocates that the IMF take on some (but not all) of the roles of a bankruptcy court,
rather than establishing a new bankruptcy agency. Writing explicitly about sovereign, rather than
private debt, he suggests that the IMF could have the authority to impose a temporary standstill
on debt servicing, perhaps through Article VIII (2) (b), as discussed previously. Moreover, he
suggests that the IMF may not need to lend new money at all, but instead could supervise the
extension of new senior private sector loans, and play the role of coordinator among the
creditors.

An aternative proposal callsfor debtor countries to be able to unilaterally impose a debt
standstill via capital controls, and then submit its decision to an independent international panel
that would determine whether the standstill is justified according to Article VIII (2) (b)
(UNCTAD, 1998). Thisproposa isdesigned to avoid the potential problem of relying on the
judgement of the IMF board, whose voting power lies heavily with the creditor countries.
However, the panel’ s ruling would need to have legal force in international courts, leading to
some of the same problems noted above. Moreover, the time lag needed between a country’s
decision and the ruling of the panel would be problematic. Moreover, it isnot clear what the
penalty to a country would be if it imposed the standstill and the panel later ruled that the
standstill was not justified.
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Fresh Financing

The second major component of any workout processis the ability of at least some debtors to
obtain new finance in order to remain in operation and maintain the value of the firm, or in the
case of a country, to avoid an unnecessary economic contraction. In domestic bankruptcy,
debtors which gain the approval of the bankruptcy court can go to the markets and at least try to
obtain new loans, which become senior to the old loans. In international situations, most analysts
see the IMF and OECD governments continuing to be the main channel for new finance,
augmented to varying degrees by private sector finance. The IMF aso plays the role of
“approving” adebtor to go to the markets for new finance, in the form of agreeing with the
debtor country on an adjustment program.”

IMF and Other Official Finance

As stated earlier, the G-22 Working Group concluded that traditional IMF programs and the
attendant financing package will be sufficient to ward off acrisis, at least in most cases.
However, amajor problem with IMF financing isthat it is provided in tranches over an extended
period of time, and is highly conditional. Asaresult, IMF funds are generally inadequate to
relieve an intense liquidity crisis, both because they are disbursed slowly and because thereis
always doubt that the next tranche will arrive® There are at least three ways that IMF funds
could be made available more quickly to crisis countries. First, the borrowing country could
draw on the Supplemental Reserve Facility, which was approved by the IMF Board in December
1997 at the outset of the Asian crises. Along the same basic lines, the United States proposed (in
October 1998) the establishment of additional contingent financing facilities within the IMF that
could be disbursed more quickly and with less conditionality than traditional IMF loans, in effect
the same approach that was used to bail out Mexico in early 1995. Second, the IMF could “lend
into arrears’ (that is, disburse new funds to a debtor country that isin arrearsto its private
creditors) in abroader set of circumstances. In the early 1980s, the IMF had a strict policy of not
lending into arrears, which ultimately limited its ability to provide new money. This put great
pressure on the borrower to come to some accommodation with its creditors, else it would not be
ableto receive new funds. The IMF first began to allow for the possibility of lending into arrears
on commercial bank debt in 1989 in the context of Brady Plan restructurings. In September 1998
the IMF Executive Board agreed that the IMF could consider lending in arrearsin a broader set
of circumstances than previously considered, including arrears on bonds and other non-bank
credits. The G-22, the G-7, and others supported this step. Not surprisingly, commercial banks
are opposed to this policy shift, seeing it as aform of mandatory “binding in” of the private
sector, which they argue would be ultimately counterproductive in facilitating capital flows (11F,
1999b).

" The IMF can thus “approve” agovernment to seek new funding, or in some sense an economy as awhole, but of
course not individual private creditors.

8 For example, despite international pledges in 1997 of $17 billion, $40 billion, and $57 billion for Thailand,
Indonesia, and Korea, respectively that made impressive headlines, by the end of December 1997 Thailand had
received just $7 billion, and by the end of March 1998 Indonesia and Korea had received just $3 billion and $13
billion, respectively (Radelet and Sachs, 1998a).
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Third, the IMF could disburse more of its pledged funds at the beginning of the program, with
fewer conditions attached, at least for certain countries. The basic ideais that certain countries
that meet avariety of policy conditionalities in normal circumstances (e.g., on banking standards,
fiscal policy, and arange of other issues) would “pre-qualify” for rapid IMF disbursementsin the
event of acrisis (Fischer, 1999; Radelet and Sachs, 1999; Williamson, 1998). Just as
commercia banks must first meet a variety of standardsto operate, and thus be eligible for
lender-of -last-resort financing from the central bank, the ideais that countries who are judged to
have appropriate policies should be able to get low-condition financing more quickly. Calomiris
(1998) goes much further, suggesting that countries must meet such conditions to be eligible for
membership in the IMF. Thislatter version seems unrealistic, both becauseit is hard to believe
that so many countries would be excluded from IMF membership, and that the international
community would stand by if an excluded country was experiencing a crisis with potential
systemic implications. But the more limited proposal of allowing pre-qualified countries to
receive funds more quickly has merit.

Relying heavily on the IMF for fresh financing raises several issues. First, the IMF alone cannot
disburse enough funds quickly enough to forestall afull-blown crisis, even with these proposed
changes. Unlike atrue lender of last resort, everyone knows there are ultimate limits on how
much the IMF can feasibly lend, and these amounts increasingly seem small relative to private
sector capital flows. Second, if the funds are provided in an attempt to support unsustainable or
unwise policies (such as the defense of Brazil’s overvalued currency, or the abrupt and clumsy
closure of Indonesia’ s banks), they will not stop the creditor withdrawals.

A third problem isthat official funding ultimately converts private sector debts to public sector
debts, in effect nationalizing some of the debt (UNCTAD, 1998; Radelet and Sachs 1998b).
Thisissues was especidly relevant for Asia, where most foreign debts were owed by the private
sector (but less so in Brazil where most debts were public sector). In atypical situation, the IMF
lends funds to a county’ s central bank, which sells the foreign exchange into the market where it
isused to retire private sector debts. Total foreign debt is not reduced, but is shifted from private
sector to public sector debt. Effectively, IMF money is used to repay foreign creditors, bailing
them out of the crisis. The key to avoiding this problem is the payments standstill. With a
standstill in place, new financing (from either the IMF or other creditors) will not be used to
repay foreign debts, and instead will be available for current account transactions or to replenish
reserves, and thusis similar to debtor-in-possession financing in domestic bankruptcy
proceedings.

On balance, these proposals on IMF disbursements all seem to be small stepsin the right
direction to make some funds available more quickly to crisis countries. Even together, however,
they will not go far in generating substantial amounts of new finance, or in solving the problem
of stopping a creditor panic.

In short, it has become clear that with the substantial rise in private sector capital flowsinto
emerging markets in the 1990s, the IMF and other officia creditors simply do not have deep
enough pockets, nor are they willing to lend freely enough, to ward off a creditor panic. IMF
funds are likely to continue to play acentral role but will be insufficient on their own. The IMF's
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Interim Committee acknowledged the need to “involve private creditors at an early stage, in order
to achieve equitable burden sharing via-a-vis the official sector and to limit moral hazard.”®
These issues have led to growing callsto “bail in” private sector creditors during acrisis.

Private Finance

The earlier proposals on standstills and rollovers are one way to involve the private sector. There
are fewer explicit proposals on how to encourage private creditors to actually provide new
funding. New private financing could be provided to the government, individual banks and
firms, or both. One possibility isfor the central bank to arrange with private creditors for
contingent financing facilities in which it would pay a commitment fee to a consortium of
international banks for the right to draw pre-determined amounts from the facility as needed.
Argentinarecently arranged such afacility with 13 commercial banks that provides $13 billion in
standby credits, and Mexico has an arrangement with 31 commercial banks for $2.5 hillion
(Eichengreen, 1999). Indonesid s central bank has had facilities ranging from $500 million to
$1.5 billion since the late 1980s, and it drew $1.5 billion in two tranches in early 1998.
Commercia banks favor expanding these facilities, although they argue that after Mexico
unexpectedly drew down itsfacility in late 1998, more aggressive pricing might be necessary
(IF, 1999b). Contingent facilities would make a certain amount of new financing available, and
might also make the creditor banks more amenable to restructuring their other loans. These types
of facilities can be helpful, but clearly on their own cannot be of the scale necessary to forestall a
panic. Moreover, it isnot absolutely clear the extent to which these facilities would provide true
additional financing. Creditorsthat have committed to provide these resources might be more
likely to withdraw other lines of credit in order to limit their overall exposure to a country.

The G-22 calls for an enhanced private sector role through some combination of “providing new
credits, extending the maturities or rolling over existing credits, otherwise restructuring
payments, and perhaps even, in certain extreme cases, debt reduction” (p. 27). The report stays
clear of specific recommendations on precisely defining this private sector role, instead
suggesting that this should be worked out between the creditors and the debtor government. It
does, however, suggest the possibility of creating a privately-funded standing facility that would
be available to provide creditsin the event of a crisis or payments suspension. These new credits
could be given some effective senior status over existing credits (as an extrainducement to
creditors) by an IMF decision that it would not lend to countries that fell into arrears on these
loans.

The l1F concludes that private participation in either rollovers or providing new money may be
feasible on a case-by-case basis. It concludes that a combination of risk mitigation (i.e.,
government or multi-lateral guarantees), “credible conditionality on policy reform, and spreads
above pre-crisislevels would seem to offer the best chance for mobilizing private sector
financing on avoluntary basisin the face of acrisis’ (I1F, 1999b, p. 73).

°Communique of the IMF Interim Committee, April 17, 1998, section 3(e).
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Whereas the case for some kind of mandatory mechanism for a payments standstill is strong, the
case for mandating the private sector to provide new financing is much weaker. Private
creditors are not required to provide new money in traditional bankruptcy cases. They have the
option to do so in cases where the borrower has been approved by the court and where the
creditors believe the borrower is solvent. Creditors receive the extra incentive of supra-seniority
(and usually higher interest rates) on the new loans. Fischer (1999) cautions that any requirement
for mandatory private sector financing could be inadvertently destabilizing, since creditors might
rush for the door even more quickly at the mere hint of a crisis so they would not be around to be
expected to contribute new financing. Instead, he suggests that private creditors be given some
inducement to lend voluntarily, perhaps by the IMF agreeing not to “lend into arrears’ on these
new loans, or by making these new loans exempt from future standstills.

The willingness of private creditors to voluntarily lend new money probably depends to some
degree on the effectiveness of the initial standstill mechanism. Once the panic stops and some
calm and predictability returns to the market, private creditors may be willing to lend to both the
government and individual debtors that are deemed to be creditworthy. As described earlier, the
Korean government was able to float a new bond issue within months of its commercia bank
debt rollover and the corresponding end of the panic. Tellingly, Korea's standstill and rollover
enabled it to regain access to international capital markets much more quickly than any of the
other crisis countries, which were subject to more prolonged panics.

Should the government provide guarantees on new loans to private sector debtors, or for that
matter, on debts rolled over during the initial standstill? The argument in favor of guaranteesis
that it would encourage private creditors to extend more loans more quickly and at lower interest
rates than without guarantees. Thisis undoubtedly true, asfar asit goes. Korea sinitia rollover
on debts owed by its commercia banks came with complete government guarantees, which
helped facilitate afast negotiation. The I1F concludes that public sector guarantees (either from
the local government or through multi-lateral organizations) are probably necessary to secure
private sector participation. The obvious problem with guaranteesis that they effectively turn
private sector debt into public sector contingent liabilities, creating substantial distributional and
moral hazard problems (UNCTAD, 1998; G-22, 1998; Radelet and Sachs, 1998b). The G-22is
circumspect about government guarantees, leaving open the possibility of using them in some
circumstances without specifically recommending their use. The Group highlights the dangers of
guarantees, and suggests that they be used sparingly and be as limited as possible in scope. The
Shadow Financial Regulatory Committee states that it is strongly against government guarantees
on any portion of bank liabilities. It further arguesthat if they are extended to foreign loans, they
should be limited to the amount of principle minus the mandatory “haircut” that the group
proposed, as discussed earlier (Litan, et. al, 1998).

For new financing to private firms, the case for guaranteesis very weak. For new loansto banks,
the caseisalittle stronger, since there is a public interest in ensuring that at least some banks
remain operational. However, the costs of guarantees on bank liabilities can be huge, as Korea,
Thailand, and Indonesia have found. Moreover, they can distort future lending decisions. In
Asia, effectively all foreign lending to banks in the crisis countries will be fully repaid due to
these guarantees, while many loansto private firmswill be written down or written off. Asa
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result, in the future, foreign creditors are likely to be more than happy to lend heavily to banksin
emerging markets, but lesswilling to lend to firms. All else being equal, then, it would be
preferable to have the debtor banks pay a higher interest rate on new loans than to provide a
government guarantee. With an effective standstill mechanismin place, accompanied by new
IMF and other official financing and appropriate policy changes, gover nment guarantees on new
private financing should not be necessary.

Restructuring

The third mgjor component of bankruptcy proceedingsis corporate and financial restructuring.
At the economy-wide level, restructuring generally takes place through the implementation of
appropriate adjustment policiesin cooperation with the IMF. Thus, the IMF plays at least four
key rolesin the workout process. signaling the appropriateness of a debt servicing standstill,
providing some new financing, facilitating communication and negotiation between the creditors
and debtors, and structuring the policy reforms needed to put the economy back on track.

Aswith domestic bankruptcy, in a systemic crisis the combination of a standstill and fresh
financing may be sufficient for some banks and corporations to continue operations without
further restructuring. At the other extreme, the weakest banks and firms with no hope of
regaining solvency should be closed. In the intermediate cases, more substantial corporate,
managerial, or financia restructuring may be needed to return firmsto solvency. This may
include more significant refinancing or rescheduling of loans, writing down loans, or debt- equity
swaps. The basic framework for corporate restructuring should be strong bankruptcy and other
related laws and court institutions in the debtor countries. The G-22, for example, strongly
recommends that debtor countries establish the appropriate legal codes and supporting
institutions for insolvency proceedings.

Domestic insolvency regimes are seen, in the first instance, as contributing to crisis prevention by
providing a predictable legal framework that includes the credible threat to debtors of removal of
management, reorganization, and liquidation. These regimes therefore provide appropriate
incentives for prudent corporate behavior. They are also an important part of crisis resolution,
since they establish aframework for eventual restructuring or liquidation, in line with the
principles outlined earlier. Moreover, appropriate insolvency laws help facilitate out-of-court
settlements. However, in most emerging market countries, introducing the appropriate
legislation and devel oping the strong supporting institutional base to make bankruptcy regimes
oper ate effectively will take many years.

The G-22 recognizes that even with good systems in place, in some cases systemic crises could
overwhelm bankruptcy courts ssmply because of the speed with which they hit and the number of
casesinvolved. Inthese circumstances, it recommends that governments facilitate the process of
debtor-creditor negotiations and possible out-of-court settlements through the establishment of
creditor committees, removing existing legal and regulatory obstacles to restructuring (e.g., tax
penalties), and possibly establishing a mechanism for exchange rate insurance to protect against
further extreme depreciations. The international community could play an indirect rolein such a
mechanism by facilitating contacts, channeling information, and exerting some moral suasion on
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both sides of the negotiation. Such procedures were followed with some success with Mexico's
FICOCRA system in the early 1980s, as discussed earlier. They met with less successin
Indonesia, partly because of the sheer volume of claimsinvolved, but primarily because the
exchange rate had depreciated much further in Indonesia, making workouts much more difficult.

In some circumstances where and economy and the court system are overwhelmed by a systemic
crisis, governments may have to explore somewhat more dramatic measures, such as across-the-
board debt-equity swaps and other mechanisms to wipe out the debt overhang of otherwise
profitable firms. One solution in the Asian context, especially where domestic banks have
borrowed from abroad and then on-lent to corporations, would be to convert existing corporate
debt into equity, so that the domestic bank creditors would become part owners of the firms
(Radelet and Sachs, 1998b). The reduction of debt would ease the borrowing firms' cash flow
burdens, enabling them to re-enter the loan markets for working capital and long-term loans. As
part of the procedure the existing owners could receive an option to repurchase the shares from
the banks at some premium over current market prices, thereby maintaining incentives to
improve the performance of the firm. The banks would be required to sell off these sharesin a
limited period of time, perhaps two years.

Although this would provide some relief for corporations, it would add to the financial burdens
of domestic banks, which would presumably already be under tremendous strain from the crisis.
Some banks would have to be closed or merged, and other more promising banks would require a
capital injection. In some cases (likein Asia), the private sector (either domestic or foreign)
cannot be reasonably expected to inject sufficient capital quickly enough. Thisleavesthe
government the only realistic option to inject new capital into the subset of promising banks. The
new capital would presumably bein the form of bank equity, which would give the regulatory
agencies special control and supervision over the banks. The injection of new capital would
allow the banks to begin lending again. Over time, the government would sell off its sharesin
the banks, to foreign and domestic investors, including the current owners. The restructuring of
Korea s banks and corporations have been roughly consistent with these proposals, albeit on an
ad-hoc basis.

5. Conclusions and Recommendations

The basic objective in designing mechanisms for orderly workouts of cross-border debt should be
to limit the damage to bank capital, corporate balance sheets, and economic activity from the
massive credit withdrawal s and overshooting of the exchange rate that accompany an
international creditor panic. Workout options should not be made too attractive or too easy to
activate by borrowers, since the original loan contracts should be honored as much as possible.
But when a country is threatened by systemic default, a well-designed workout mechanism can
help limit the collective losses of the creditors and debtors and speed the stabilization process.

In the absence of atrue lender of last resort, the key to stopping a panic is an effective standstill

mechanism. A well-designed standstill mechanism can help ease the intense pressure on the
exchange rate, calm the markets, set the stage for obtaining fresh financing, and help establish
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some of the stability for successful restructuring. Voluntary standstills and rollovers should be
encouraged, but they should be supported by a credible mechanism to invoke a mandatory
standstill when necessary, backed by the IMF. Fresh finance should be obtained from both
official sources (the IMF, World Bank, and bilateral agencies) and private creditors. Fresh
finance from the private sector should be provided on avoluntary basis. The ultimate
restructurings of private firms and banks should take place as much as possible through well-
designed bankruptcy regimes, supported by frameworks to facilitate reorganization where
bankruptcy institutions remain weak or where they are overwhelmed by the sheer magnitude of
the crisis. More specificaly, the most promising avenues for strengthening the procedures for
orderly workouts of private sector debt include the following:

1. Standstill Arrangements

. The international community generaly, and the IMF specifically, should encourage all
member countries to enact legislation that requires that specific collective action clauses
be included in al international bonds issued in the domestic market. The IMF should
consider requiring its member countries to enact legislation mandating the inclusion of
such clauses in bond contracts. The BIS could also help encourage the introduction of
these clauses. The key clauses include provisions for collective action, magority action,
payments sharing, non-acceleration, and minimum thresholds for lawsuits. It should be
recognized, however, that it will take many years for the use of these clauses to become
widespread.

. The international community generally, and the IMF and the BIS specifically, should
encourage member countries to establish standing creditor committees which include the
major public sector and private sector creditors. These committees should help facilitate
communication between the debtors and the creditors and, in the event of an imminent
default, can accelerate the process of negotiating and implementing standstills and
rollovers.

. Given the problems of international law, atrue mandatory standstill mechanismis
probably not feasible. Partial mandatory standstills can be implemented, with the support
of the IMF, on debt service payments owed by the government and by commercia banks.
However, in certain extreme cases, the IMF should be prepared to support a country’s
temporary imposition of broader capital controls and exchange restrictions that would
temporarily suspend all foreign currency debt service payments. The more credible the
threat to use such mandatory controls, the easier it should be to reach agreement with
creditors on avoluntary payments standstill.

2. Fresh Financing

. The IMF should establish afacility whereby countries can “pre-qualify” for fast-
disbursing, low conditionality disbursements. Eligibility should be based on the strength
of a country’s economic policies and institutions, not its strategic and political
importance. Countries that do not pre-qualify would remain eligible for existing IMF
facilities.

. The international community generally, and the IMF and the BIS specifically, should
encourage emerging market governments and private creditors to further develop
contingent financing facilities. Although meant primarily for government borrowers,
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3.

drawing such facilities would help private debtors by easing overall liquidity constraints
and taking some pressure off of the exchange rate. Commercial banks, especialy state-
owned banks, and private corporations could also be encouraged to explore the use of
these facilities.

Government guarantees should not be provided on new financing provided by private
sector creditorsto private sector debtors.

Insolvency regimes

The international community generaly, and the IMF specifically, should encourage the
development of effective bankruptcy laws and related creditor-debtor laws. The IMF
should be encouraged to require the introduction of such legislation in member countries
over an appropriate period of time. It should be recognized, however, that it will take
many years to develop effective insolvency regimes in most emerging markets.

The IMF should develop guidelines for effective mechanisms for systemic restructuring
outside of formal insolvency regimes which, amongst other things, provides for creditor-
debtor communication, exchange rate insurance, and the possibility of across-the-board
debt/equity swaps and public recapitalization of distressed but viable commercial banks.
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