Sovereign Debt Restructuring

Towards a code of conduct for
Sovereign Debt Restructuring

By Robert Gray, Chairman, International Primary Market Association

The international debate on sovereign debt
restructuring has focused on bwo diametri-
cally opposed approaches (1) a market-
based contractual approach, based on the
widespread inclusion of Collective Action
Clauses (CACs) in debt contracts, and (2) a
statutory approach embodied in the
Intermational Monetary Fund's proposal
for a Soversign Debt Restructuring
Mechanism (SDEM). At its April mecting,
the International Monetary Financial
Commithee (IMFC) concluded that it was
not feasible at this stage to move forwand
to establish the SDRM.

However, the IMPC recognised that work
should continue on issues of general rele-
vanoe bo creating a more ofderly and pre-
dictalle framework for sovercign debt ori-
sis resolution. But the battle betwoen these
twio approaches, portrayed by some as
complementary but in reality conflicting,
is mot over,
The SDRM was hirst mooted by
the International Monetary Fund in
Movemnber 2001, since when it has
ericountered stff and sustained opposition
from private sector participants. The

"...the battle
between these
two approaches,
portrayed by
some as
complementary
but in reality
conflicting, is not
over."

original was modified in early
2002 to lessen the IMF's role in connection
with the proposed regime, although the
premise remained that it would be by
amending the [MF Articles of Agreemont
that the SDEM would be implemented,
enacing soverelgn bankruptcy into the
domestie laws of member states (see
“Chapter 11 fov Sovereign  Debtors?”
Andrew Yianm, LMA News, December
2002). In April 2002, the US Treasury
called for a more voluntary, decentralised
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approach to the general challenge of

making the resolution of sovercign
financial crises more orderly. Under a
proposal made by John Taylos Deputy
Secretary for International Affairs at the
US Treasury, the private seclor was
strongly encouraged o develop the types
of CAC that might be suitable for inclusion
in sowereign contracts. The International
Priemary Market Association (IPMA)
together with five other trade associations
(the "Group of Six"), took the lead in dewvel-
oping marketalble CACs, The Group of
Six's markcetable CAC package provided
specific  language covering majority
actions, engagement acceleration and
transparency {visit the web site -
wwwipmaorguk - for a more detailed
discusabon],

A parallel iniHative was undertaken by the
ofticial sector with the formation of a GI0
working group to draft its own set of
model clavses, which proved to be broad-
Iy im line with those developed by the

wonapy of Six. The IMF responded to these
initiatives by arguing that the SDRM and
CACs were complementary, a “bwo track”
approach, and not competing initiatives
based on the logic that a sovereign deblor
would only invoke the SDRM if it had
een unable to achbeve a voluntary restruc-
turing with its creditors,

In fact, the [MF argued that the core of the
SDEM approach was to provide a legal
framework under which a debtor and its
creditors could act as i common CACS
were included in all relevant debt instma-
ments. The private seclor disagreed, argu-
ing that investors and isswers would

n:gard thie ceeation of an SEHEM as overnid-
img CACs, thus rendering any inittiative o
implement CACs incifective, Besponding
to these concerns, the IMF sought to fur-
ther modify its proposal by strengthening
the provisions for collective representa-
tion, and providing greater transpamency
in relation to the proposed terms of any
restructuring of official or domestic debt
outside of, but in parallel with, the pestruc-
turing taking place under the SDEM.

However, the SDEM retained two key f-
tors that remained contentious with the
private sector.  First, the SDEM would
apply to debt instruments issued befome its
creation. Second, the SDEM could oo-ondi-
nate a restruchuring across different instru-
ments through providing for the aggrega-
tion of voting rights across different debt
instrurments, incuding bank knans.

Why did such an apparently emasculabed
SORM concept continue bo attract such a
high degree of opposition from the private
sector? The core of the market’s objection
was that the SDEM would be both un=
necessary and counter-productive. In par-
htkﬂm Group of Six angued that the
SDEM rested on the false premise, for
which indeed the IMF had produced
no empirical evidence, that there is an
inherent collective action problem among
private sector creditors in sovervign debt
restructuring that precludes agreement.

"Why did such an
apparently
emasculated
SDRM concept
continue to attract
such a high
degree of
opposition..."

The case fior stating that any restructuring,
had been prevented from moving ahead
by the actions of recalcitrant or rogue cred-
itors still rersains unproven. The Growp of
Six also argued that the IMFs attempt to
draw an analogy between an SDREM and

Contivaed on page 4
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Comtimued from page 3
Eivltr sector bankruptcy kegislation was
ndamentally flawed because private
companies ane subject to the jurisdiction of
a bankruptey tribunal, Finally, the selec-
tive coverage of the debt covered by the
SDRM effectively was deemed to poben-
tially create subordinated classes of debt,
thereby  increasing  funding costs  for
borrowers, and jeopardising their access
to private capital markets

Prior to the IMFC mectings in April, the
level of discomifort with the SDEM among
emerging market issucers became in-
creasingly apparent.  The alternative of
CACs started to appear distinctly attrac-
tive by comparison, However, a degree of
uncertainty remained over whether US
investors would demand a higher spread
for a CAC bond in wiew of the limitations
on the unbridled freedom of individual
creditor action traditionally imcorporated
in New York law bonds. In this environs
ment, which sovercign issuer would be
the “first mover™? Mexico answered the
quiestion by launching the first Mew York
law, SEC-registensd bond to include CACs
in February 2000 (U551 billion 6625%
Elnhu] nodes dose 2015],

Moo’ inibabive took the market |;|-:|.' SLIT=
prise becawse it had proviously
scepticism about the ].'rtmhlhl.‘jrm?ﬂnpl

CACs, suggesting that its move was
:ﬁwd a measune of its concern with the
t]'u'l.'atlj:rl: EEIIH alternative bo its aooess
b capital, and perhaps also a measune of
WMovico's conoern that another less well-
n'gardcdm:r wiild launch a bond with

that it would not itself

n':s-ird as acceptable, thereby establishing
an unattractive market norm.

Although Mexico did not a Cals in
the form o by 1"i1|1.|"rdIn|'E'[:'n:|l|.| of
Gix or the G0 “uri'.ing jq.nll-tp-.:il did a

the majority action and acoeleration
rlakumﬂ}r F‘m'l:in?lar attention was focused
on the selection of the threshold for
amendment of key terms, also known as
reservid matters. Although the voling
level (75%) selected by Mexico was lower
than that recommended by the Group of
Six, Mexioo mntroduced three changes
favourable to creditors to the traditional
mapority action clauses:

* the threshold would apply to aggregate
principal amounts oubstandi By
comparison, English law ' have
traditionally counted vobes cast al a
meeting, where typically 75% of a
quorum & low as 25% may amend key
BoFd;

* bonds directly or indircctly controlled
h}' th povernimdent and ik nstrumen=
talities would not be considensd “oul-
standing” for voting purposes; and

& poverning linw, junsdiction and waidver
of immunity were added as reserved
matters.

The favourable reaction to Mexico™s bond
reflected in large part the market judge-
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ment that Mexioo, and s advisers, had
achieved an equitable balance between its
inberests and those of the bondholder com-
munity. Mexico’s initative has been fol-
lowed in oeder with CAC bonds
from Brazl, South Africa, Korea and, of

greatest interest, Uruguay. Uruguay's

"Particular
attention was
focused on the
selection of the
threshold for
amendment of
key terms..."

US837 billion SEC-registered exchange
offer has besn notable for a number of
b L LT | L

* Uraguiay a Miexien's 4 b
rmajority mdw, but added MI
safepuards for its bondholders: a lmil
on fubure exit consents (a technique
adopted in Ecuador’s 1996 Brady
restructurimg) to  amend reserved
rruittiers, limitations on the ssuamoe of
new debt to dilute a restructuring vole,
and tighter non-reserved matter
amendment ruibes;

* Uruguay tssued its new bonds under a
trust indenture ([PMA is a supporter of
the use of trustees since trusbees can
provide a useful channel of communi-
cation between a debtor and its bond-
holders, and also act as the focus of liti-
mnn behalf of all the bondholders

v rendering sharing. a stamdand
feature of the loan market, feasible);
and

= perhaps of test interest, Uruguay
TR provisions allowing for
the aggregation of voling rights across
different bonds. In essence, several
bonds can be amended by ome vole
with the support of 85% of the agpgre-
gake principal amount of the relevant
bonds, and 564% of each relevant bond.

These recent examples provide further
evidence of the private sector's capacity to
provide innovative solwtions in the s

of soversign debt restructuring. Although
only a few months have sinee
Mexico’s bold initiative. it is safe to
assurme that any emerging markel Sswer
that does not adept CACs will be the
exception rather than the norm. It is also
safe o assume that the market will ques-
ton the motivation of issuser that does
not adopt CACS. And yet this is nol a Bme
for complacency in of crisis pre
vention and |.'::i-:|\luln:||'-r,;HFMEt 5

The Group of Six (now the Group of
Seven, supplemented by the addition of
ISKA), evies that the CAC inibative
should be renforced by a for earl
consultation o < Fﬂ pteumy
tion, sustained by framework of a
broader Code nI Conduct. A Code of
Conduct would outline the respective
roles that all ies, including bank
lenders, could be expected to play in
markets finance, particularly
during bmes of crisis. The @ should
be developed as a joint initiative of the
private and official sectors, including the
IMF. The LMA could play an important
rede in any consultabion that leads
oy the formiilation of a Code of Condiact.

Bor is this a tme bor in rela-
Eom b thee SDEM. The b attracted a
high degree of support from the member-
ship of the IMF: in a recent speech, Jack
Boorman, Advieor to the IMF
img Dhrectos, indicated that su
E:rr the SDRM included ower 7
Fund’s membership. The IMF mnhnm
b argue that an a based on a com-
bination of CACs and a Code of Conduct
= ot !uﬂ'u:imuylﬁm'&hd o i
what is needed for
potentially damaging crises I may
OO i Futuire. Ofits feenaing on
thie private sector to prove the robustness
of a market-based approach o soveretzn
debt restructuring. The core of the dis-
agreement with the IMF is whether sover-
eign debt restructurings have in the past,
and [ or will be in the future, charscterised
by collective action failure. The bond
rmarket has demonstrabed its coenmitment
to the principle of collective action
through the adoption of CACs, motably
majority action provisbons,

The IPMA welcomes the willingness of the
LMA to support the principle of including

"The onus
remains on the
private sector to
prove the
robustness of a
market-based
approach ..."

majority action provisions in sovercign
loan contracts (at the higher level of %07
and the IPMA looks forwand 1o engaging
with the global loans community in the
imitiative of 8 Code of Condisct bor ermesg-
imgz markets,
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