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BAILING IN THE PRIVATE SECTOR:
BURDEN SHARING IN
INTERNATIONAL FINANCIAL
CRISIS MANAGEMENT
BARRY EICHENGREEN

A

articular concern of many critics of the existing interna-

tional financial architecture is that official support has been
used to bail out investors. In Mexico in 1995, South Korea in
1997 and Russia in 1998, official funds were used to repurchase and retire short-term debt that private investors were unwilling to hold, shielding them from the consequences of their lending decisions. Having benefited from high interest rates while their money was in place, creditors
were effectively protected from capital losses when it came time to sell.
The moral hazard thereby created provided an obvious incentive to engage in even less prudent lending, setting the stage for still larger crises
and bailouts.Thus, it would be better from a public-policy standpoint if
private investors, and international banks in particular, were forced to
take a hit
THE NATURE OF THE PROBLEM

The case of Mexico in the mid- 1990s illustrates this problem.The Mexican government entered the crisis at the end of 1994 with some U.S.$28
billion in short-term, foreign-currency-indexed government obligations
(tesobonos) set to mature, but only U.S.$6 billion in foreign reserves. Once
confidence was lost, no investor had an incentive to make additional foreign exchange available. Had international assistance not been provided,
Mexico almost certainly would have been forced to suspend redemption
of these debts, inflicting significant losses on its creditors and risking damage
to its creditworthiness. Instead, the government used its U.S. and International Monetary Fund (IMF) loans to retire its short-term, dollar-indexed debt obligations at full value as they matured.

Barry Eichengreen is John L Simpson professor of economics and political science at the
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In the case of South Korea, the mechanism was more involved
but the result was the same. Foreign creditors who had extended shortterm loans to Korean banks attempted to withdraw their balances all at
once. Those short-term credits far exceeded the government's foreign
reserves. In the last two months of 1997, the Bank of Korea's reserves fell
from U.S.$31 billion to U.S.$21 billion, with more than half the latter
amount immobilized in the form of deposits with foreign branches of
domestic banks.' Figures vary for the short-term foreign-currency obligations of the South Korean financial sector, but one seemingly reliable
estimate puts them at about U.S.$26 billion in December 1997.2 Had no
official assistance arrived, the South Korean authorities would have been
forced to declare a moratorium on foreign payments. Instead, the U.S.
and IMF-led loan enabled the South Korean government to inject more
credit into the banking system,deposit more reserves at overseas branches
of Korean banks, and keep interest rates lower than otherwise would
have been feasible, while paying back maturing foreign credits in full.The
result was, in effect, to replace a significant share of those foreign credits
3
with official funds.
One justification for the South Korean package bandied about in
Washington, DC, is that the Korean peninsula has too much geopolitical
importance for South Korea's economy to be allowed to languish unaided. Similar arguments have been made about Indonesia,which sits astride
some of the world's most important ocean-shipping lines.The South Korean and Indonesian precedents gave investors confidence that Russia, an
"Indonesia with nukes' would receive similar assistance.This rhetoric
may seem exaggerated, but in the wake of the IMF's Asian support programs, international bankers and others who poured money into Russia
referred to positions in Russian treasury bills (GKOs) as the "moralhazard play"There were sizable inflows of funds into Russia in the months
following the Asian rescue packages.This was followed by financial difficulties, a crisis and an IMF rescue package in the summer of 1998. 4
In practice, of course, not all investors were shielded from losses.
In Mexico, the price of tesobonos tumbled before it became clear that the
Mexican government would be able to retire them, and many investors
who scrambled out of the market did so at a loss. In Mexico in 1994, and
even more so in Asia in 1997, official support did not avert major declines
in stock, bond and real estate prices, and investors in these markets incurred extensive losses. None of this, however,is to deny either the moral
hazard problem or that present arrangements for handling crises are
deficient, but rather to caution that one should not exaggerate the extent to which investors have been shielded.
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The real dilemma is presented by bank creditors. Foreign funding
of domestic banks in the form of deposits and deposit-like instruments is
highly liquid. Deposits have a fixed face value. Banks are key to the stability of a country's payments and credit system.As a result, governments
are understandably reluctant to contemplate any treatment of these claims
that might threaten their position.These facts make it extremely difficult
to write down foreign claims on domestic banks. It would be nice if foreign bank creditors could be made to "take a hit," that is,persuaded to
reschedule and write down their claims. But so long as foreign bank creditors have the option to flee and bring down the banking system in their
wake, governments will contemplate this option only in extremis s
If the tendency for official support to shield creditors from
losses-and to thereby encourage imprudent investor behavior-was
not sufficient grounds for concern, there also is the question of whether
international assistance as currently constituted can protect the recipients from serious damage.All too often, IMF-led rescues are ineffective in
containing a panic because their resources are limited and are doled out
drop by drop. Unlike a domestic lender of last resort, the IMF cannot
print money, nor would its principal shareholders let it.6 They are reluctant to do so because, unlike a government with regulatory powers dealing with a problem bank, the IMF has little ability to force corrective
action on its members. Since the Fund lacks the other legal and supervisory powers of a government, it lacks the leverage to ensure that it will
get its money back.Thus,the IMF is endowed with fewer resources, lends
less freely and relies more heavily on continuing performance criteria
when disbursing its funds. Similarly, the IMF hesitates to front load its
disbursements, requiring evidence that policy reforms are being imple7
mented before it releases each additional tranche of financing.
For all these reasons, publicly committed support is generally
less than meets the eye.The international community committed U.S.$57
billion to South Korea but released only U.S.$13.2 billion by the time the
crisis there reached its height.8 As a result, countries receiving international assistance and trying to avoid a debt moratorium, standstill or pause
have to hike interest rates both to lure back foreign investors and to
satisfy the Fund.
Why are governments so willing to put their economies through
this wringer? Why in particular do they hesitate to suspend payments
and negotiate agreements with the creditors to restructure debt? First, it
would certainly discourage imprudent lending. Second, and more importantly from the domestic point of view, governments could avoid putting
their economies through the wrenching deflationary consequences of
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the adjustments required for the maintenance of external debt service.9
Measures such as suspension of payments are shunned because
governments and the international policy community regard the collateral damage as too severe. Countries that suspend payments and attempt to restructure find it difficult and costly to reach an agreement
with their creditors.Their reputations are damaged, and they find it harder
to borrow on international capital markets afterward.' 0 However expedient the short-run policy, most governments regard the long-term consequences as insupportable."
"Bailing in" the private sector,ensuring that private investors also
take a hit, presupposes changes in institutional and contractual arrangements that make it palatable for governments to declare a moratorium
and restructure their debts. It requires changes in the international financial architecture.These changes fall under two headings: ex ante measures
(to be taken before the crisis), and ex post measures (to influence how it
plays out).
EXANTE MEASURES

Two classes of measures can be considered under this heading: discouragement of bank-to-bank lending and negotiation of international credit
lines. The most direct way to avoid letting foreign creditors off completely is not to borrow from them in the first place. Short-term foreign
credits, and particularly those taken by domestic banks, pose a special
problem because they are easily liquidated, making it almost effortless for
short-term creditors to scramble for the exits.These credits also pose a
special problem because the institutions dependent on them are central
to a country's financial stability.
The need to preserve the stability of the banking system makes
it hard to impose a share of the adjustment burden on these creditors.
For this reason, countries should discourage reliance on short-term for12
eign credits to the banking system in the first place.The Basle risk weights
for foreign bank lending should be raised and should be keyed to the
source of a bank's funding and to the riskiness of the bank's investments.
In markets where political pressure prevents capital from being written
down, there is an argument for taxes or quantitative ceilings on shortterm foreign funding. Where non-financial firms can do the borrowing
and pass the proceeds on to financial intermediaries, there is an argument for the use of measures like those employed by Chile. Its government, while applying a tax to all capital inflows, structures that tax to fall
most heavily on short-term inflows. If administered successfully, such
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measures would increase foreign portfolio investors' reliance on stocks,
bonds and other long-term instruments, on which they would naturally
suffer capital losses in the event of a financial crisis.
A second approach would be for governments to negotiate
standby lines of credit. Foreign banks would agree to make these credit
lines available in return for a commitment fee. Since foreign bank creditors would no longer be able to eliminate their exposure to the country
in question, they would be more predisposed to negotiate a restructuring plan. From the standpoint of the borrowing countries, these credit
lines would provide additional- resources to insure against shocks to investor confidence. BothArgentina and Mexico have negotiated such agreements with foreign commercial banks despite neither country having an
investment-grade sovereign credit rating.This strongly suggests that other
countries could do the same. 3
The main weakness of these arrangements is that the banks will
be able to hedge their exposure. At the same time that they provide
additional credits, they can contract to sell short government bills and
bonds. In so doing, they can eliminate their exposure, and the country
will have no additional financial resources to prop up its banking system
or cope with other consequences of the crisis.
This constraint can be relaxed in part if the IMF and regional
development banks supplement the contingent facility.4 Like the commercial banks, these institutions could make credit lines available to governments in return for a commitment fee and an interest charge.They
could take guidance on the pricing of the facility from the banks, charging
the same fees and requiring the same collateral.This would be supplemented by the multilaterals only if a country qualified for a credit from
the commercial banks.Thus, the conditionality would be negotiated ex
ante, and the facility would be available only to countries that had taken
reasonable steps to establish and preserve their creditworthiness.
This approach is limited in that the resources the IMF and other
multilaterals can commit to such facilities are small relative to the resources of the market. Such a scheme could provide little insurance against
financial shocks.
Ex POST

MEASURES

The most important changes that could be made to facilitate orderly
workouts of international debts are the incorporation of new clauses
into loan contracts.This section considers bond and bank loans. It then
discusses IMF lending into arrears and the establishment of standing committees of creditors.
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Money-center banks (those of the United- States, Western Europe and Japan) account for much international lending because they
have well-developed capacities to gather information about foreign borrowers and have cultivated long-term client relationships, which provide
leverage when it comes time to collect on loans.)5 That said, changes in
technology and market organization suggest that securitized instruments
(bonds and derivative instruments based upon the loans) will account for
a growing portion of international lending over time. Improvements in
information and communications technologies tend to undermine the
informational advantage of banks. Advances in financial technology enable individual investors to unbundle and hedge credit and currency risks.
The growth of mutual funds, pension funds, hedge funds and other collective investment vehicles creates a demand for securitized investments.
Securitization has made great strides in the advanced-industrial countries, where observers speak with growing regularity of the shrinking
market for banking services. One can confidently predict that bonds will
account for a growing share of portfolio investments in emerging markets in years to come.
On balance, this technological revolution, which encourages international lending to flow through bond markets rather than banks, is
probably a good thing. It reflects improvements in the information environment that render the market less dependent on banks as vehicles for
surmounting informational obstacles, and it implies a more efficient allocation of resources.As a result of the decentralization of emerging-market debt,the major money-center banks become less vulnerable to international debt crises.
But like many good things, the securitization of emerging-market
debt does not come without costs, such as additional problems at the
renegotiation stage. Restructuring a sovereign bond issued in the United
States (more precisely, under the legal provisions that govern bonds issued in that country) typically requires the unanimous consent of the
bondholders, which can be a formidable hurdle. In the event of default,
each bondholder has the right to sue the issuer,and no bondholder can
be forced to agree to new terms by other bondholders.
Unlike syndicated bank loans, there are no sharing clauses requiring individual bondholders to share any amounts recovered with other
bondholders, thereby discouraging recourse to lawsuits. There are no
counterparts to the central banks and regulators who used their powers
of moral suasion to encourage cooperative behavior by the members of
commercial bank syndicates in the 1980s.' 6 Nor do sovereign issuers
have recourse to a bankruptcy filing, under which they would be pro-
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tected from the threat of lawsuits and in the context of which terms
could be imposed on minority creditors. Because agreement is difficult
to reach, issuers are understandably reluctant to contemplate restructuring.
In the event that they do reach an agreement, "vultures" (offshore hedge funds or large individual investors) then have an incentive to
purchase bonds from less patient investors and to threaten lawsuits designed to attach the debtor's assets. Wishing to avoid expensive and
embarrassing litigation, the debtor may then feel compelled to buy them
out at full price.Taken to the extreme, this scenario suggests that maverick creditors will buy up all the defaulted debt and litigate to prevent
sovereign issuers from settling for less than 100 cents on the dollar. Restructuring that involves writing down principal and interest will then be
impossible.
One need not subscribe to this extreme version of the argument to see that the provisions typically governing the issuance of sovereign bonds greatly complicate the process of renegotiation and restructuring. It is hardly a mystery that, under present arrangements, governments are reluctant to go this route.
Fortunately,a solution is at hand, having been suggested two years
ago by the G- 10 (an organization of I I central banks concerned with the
world payments system) in its report,"Resolving Sovereign Liquidity Crises:' G- 10 deputies recommended making it easier to undertake negotiations by altering the provisions of loan contracts to include majority
voting, sharing and non-acceleration clauses. 17 This would prevent maverick creditors from resorting to lawsuits and other means of obstructing settlements beneficial to the debtor and the vast majority of creditors alike. The addition of such clauses to bond contracts is; the only
practical way of creating an environment conducive to flexible restructuring negotiations. It is infinitely more realistic than advocating some
form of supernational bankruptcy court empowered to cram settlement
terms down investors' throats.
Some object that such provisions, by making it easier for developing countries to wriggle out of debt contracts, would only increase
their borrowing costs.' 8 For those who believe that moral hazard and
other market imperfections cause governments to rely excessively on
foreign borrowing, this is not entirely undesirable. Others question
whether borrowing costs will in fact rise. 9 To be sure, majority voting,
sharing and non-acceleration make it easier to renegotiate defaulted debts,
but if this helps avoid a long deadlock and renders the majority of investors better off,there is no reason why they might shun bonds with these
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provisions. Small bondholders, who lack the resources to sue, might be
better off if such clauses relieved them of the danger of a long period of
unpaid interest and a sliding bond price as the government and maverick
creditors fought their war of attrition. Institutional investors might be
better off if, in the absence of this market-based solution, they came
under pressure from their governments to cut a deal.
Inthe present context,the normal presumption that"if we see it,
it must be optimal" is open to question.Those who argue that the prohibition on majority voting to restructure the terms of a loan isthe market's
way of strengthening the bonding role of debt are ignorant of the measure's
history. In fact, the law was introduced not by proponents of the market
but by individuals deeply suspicious of it.William 0. Douglas championed
the measure in the wake of the debt defaults of the early 1930s as one of
a number of laws to protect small investors from victimization by securities houses.This peculiar history underscores that there is no reason to
retain such archaic measures. So does the fact that bonds issued under
the provisions of the laws of Great Britain, a country lacking the populist
tradition of the United States, have more renegotiation-friendly provisions. There, individual bondholders are represented by a trustee and
cannot sue individually.2° British bonds also provide for the binding of all
bondholders by a majority vote at a bondholders meeting.
According to the G- 10 report, new provisions are to be introduced into debt instruments through a "market-led process." Governments are expected to trumpet the virtues of new clauses but otherwise
to take no action, hoping the markets will see the light.
But if changes in contracts were so easily adopted, the markets
would have done so already.That no progress has occurred in the intervening two years suggests that there are significant obstacles to marketdriven reform. One such obstacle is the adverse signaling effect. If only
some issuers include qualified majority-voting clauses in their loan agreements, creditors may suspect that those debtors expect to resort to
restructuring in the future and that they are not fully committed to servicing the loan, a signal much like a bride or groom's request for a prenuptial agreement.As Mark Roe emphasizes,this allows inefficient arrange2
ments, agreed to for historical reasons, to become locked in place. '
The G- 10 report, perhaps in an attempt to look market friendly,
says little about this dilemma. At one point it acknowledges the firstmover problem and suggests that official support for contractual innovation should be provided "as appropriate" but fails to elaborate.A more
proactive approach is now required.The IMF should urge the adoption of
majority-representation, sharing, non-acceleration and collective-repre-
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sentation clauses (provisions that specify who will negotiate on behalf of
the bondholders) by all its members. It should recommend that members require all international bonds include such provisions as a condition for being admitted to domestic markets.
To be sure, this is no panacea. Private placements would not be
affected. New provisions could be added to existing loans only through a
voluntary exchange of old bonds for new ones. Not only might some
bondholders resist, but any one country that attempted to be the first to
carry out the exchange might be seen as signaling its imminent default
and thereby precipitate a crisis. For all these reasons, the incorporation
of sharing, majority-voting and non-acceleration provisions into bond covenants will be slow.
SHORT-TERM BANK-To-BANK LENDING

Short-term credits extended by one bank to another represent a more
difficult case. Since interbank loans are not governed by formal contracts,
renegotiation cannot be eased by altering contractual provisions. Some
commentators have suggested that this can be avoided if countries adopt
laws limiting the terms and conditions under which short-term loans to
their banks might be repatriated. Robert Litan and others recommend
that countries enact legislation imposing an automatic reduction in the
principal of all foreign-currency loans that are not rolled over during a
crisis in the affected country?2' Foreign creditors still could get out, but
only at a loss of 10 percent or 20 percent. The prospect of that loss
would strengthen their incentive to remain in the market, address their
collective problems and restructure the debt.
But if this legislation is only passed when the crisis strikes, such
initiatives have no advantage vis-4-vis current arrangements. Nothing now
prevents countries from freezing or writing down foreign loans to their
banks as Russia did on August 17, 1998. In any case, governments' own
behavior suggests that they fear that action to freeze bank claims would
provoke flight by other foreign and domestic creditors, forcing the imposition of across-the-board exchange controls. 23 They regard this as too
damaging to their reputations for financial probity and to their countries'
ability to borrow.
If such legislation should be adopted in advance of any crisis, then
the measure is likely to be much more demoralizing to lenders than the
addition of majority-voting clauses to bond covenants. Even if new clauses
are added to bond covenants, the decision to halt interest payments still
will be in the hands of the individual corporate, financial or governmental

Vol. 23: 1 Winter e Spring 1999

65

66

The FLETCHER FORUM of World Affairs
borrower.The write down of principal will be determined on a case-bycase basis in bilateral negotiations between the debtor and its creditors.
In contrast, the obligatory "haircut" for foreign bank creditors would
apply across the board. Foreign creditors would be especially alarmed if,
as is likely, the circumstances under which the new law was triggered
were left to the government's discretion. If the trigger was the announcement of an IMF program, as some authors recommend, the smallest hint
that a government was exploring the possibility of obtaining help from
the Fund would provoke flight by its foreign bank creditors, precisely the
outcome that the measure was intended to prevent.
More generally,foreign bank creditors, worried that a mandatory
haircut is in the offing, will be tempted to flee at the first sign of trouble.
Once the provision is actually triggered, of course they will have an incentive to stay in, but imagine their incentive to get out before the trigger
is pulled.This perverse effect has the potential to transform small crises
into big ones.There also is the familiar "after you, Alphonse" problem,
where no country will want to be first to impose such legislation for fear
it would signal its concern of an impending crisis.24 Finally, foreign banks
are likely to respond to the measure by channeling their lending through
the offshore branches of the debtor's banks. Creditors would then dispute the applicability of the developing-country law and appeal to their
own courts in an effort to attach the assets of those offshore branches.
For all these reasons, the best way of dealing with the special problems
created by short-term bank-to-bank lending is to discourage excessive
reliance on this form of funding in the first place.
INSTITUTIONAL SOLUTIONS

IMF policy through most of the 1980s was to lend to a country that had
fallen into arrears on its external debts only after it had reached an agreement in principle with creditors. Initially,the notion was that lending into
arrears, by softening the consequences of default, might tempt governments to pursue more reckless financial policies. Later the thinking was
that the Fund should provide assistance only if commercial banks contributed their fair share by providing the financing needed to clear away
arrears.2 The debt crisis of the 1980s, a protracted affair, raised doubts
about this approach.The banks, their balance sheet positions strengthening as they drew down their Latin American exposure, hardened their
positions over time. Rather than the IMF using this policy as a lever to
encourage burden sharing by the banks,the banks realized that they could
use it as a club in their battle with governments. If countries refused to
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settle on favorable terms, the banks could veto new IMF money in addition to denying their own.
Consequently, in the late 1980s, in a departure from past practice,the IMF contributed to the pool of money used to retire nonperforming bank debts and replace them with Brady bonds.2 6 Since 1989 the
Fund has had a de facto policy of providing support for a member's adjustment efforts after the emergence of arrears and before an agreement
had been reached between the debtor and its creditors, so long as the
country in question was engaged in good-faith negotiations and serious
adjustment efforts. Lending into arrears can provide working capital for
an economy that is making an adjustment effort and-analogous to the
"debtor-in-possession" financing provided under U.S. corporate bankruptcy procedures-avert unnecessary damage to the economy. Insofar
as collective-action problems (exacerbated by rules requiring the unanimous assent of creditors to the terms of any restructuring plan) render
negotiations between governments and their creditors unacceptably protracted, IMF support to a country in arrears can help bring creditors to
the bargaining table.27 To the extent that sovereign debtors and the international community generally see the temporary suspension of payments,
followed by negotiations to restructure, too difficult and costly to pursue, it may then be desirable for the IMF to tip the balance, opening up
debtor-creditor negotiations as a viable alternative to regular IMF rescues.
The G- IO's 1996 report acknowledged that lending into arrears
was a way for the IMF to expedite restructuring.? While the Fund has
not made lending into arrears standard policy,it seems prepared to move
further in this direction.29
The risk is that creditors might sue in an effort to attach the
proceeds of the loan.While private debtors can seek shelter in the bankruptcy court from a creditor lawsuit, sovereign debtors have no such
recourse. If the creditors are commercial banks, they will be subject to
moral suasion by their central banks and regulators and are unlikely to
seek to attach IMF assets in this way.3" But if they are bondholders, as will
increasingly become the case as securitization proceeds, the danger is
greater.The fear,if not yet the reality of lawsuits, is real.
Perhaps IMF balances could be transferred from the Fund's accounts to the central bank in question, and the courts would recognize
the central bank as a legally separate entity from the government and
therefore not responsible for the latter's debts.3 Perhaps attempts to
attach the proceeds of the loan before it is disbursed would be rejected
by the courts on the grounds that its Articles of Agreement make the
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IMF itself immune from legal process.3 2 Perhaps the courts could be swayed
by a brief filed by a creditor-country government arguing against attaching IMF resources. Perhaps the creditors, knowing that they would have
to do battle not only with the debtor but also the U.S. government and
the IMF, might be reluctant to throw down the gauntlet.That there have
been no attempts so far to attach Fund disbursements is consistent with
this view.
That said, what will happen is uncertain.This has prompted discussion of Article VIII.2(b) of the Fund's Articles of Agreement, which
allows countries to apply exchange controls in response to balance-ofpayments problems without violating their obligations to the IME Should
it be amended to give official status to a country's standstill of payments
and shelter the government and any IMF resources lent into arrears,
from legal action? The article would have to be given an authoritative
reinterpretation by the Fund's executive directors, or more likely, be
amended with the consent of countries commanding 80 percent of the
Fund's voting power. Only then could it be expanded to give countries'
sanction to a standstill on external debt.
Realistically, it is unlikely that the requisite majority would agree
to vest such considerable powers in the hands of an international organization.33 Not only would market participants oppose empowering the
Fund to interfere so extensively in private debt contracts, but the Fund is
not seen as possessing the impartiality and detachment necessary of a
bankruptcy judge.Among other conflicts of interest, the Fund might itself
have made loans to the country.The idea of amendingArticleVIII.2(b) to
empower the Fund to declare a standstill would be rejected as soon as it
34
was considered on Capitol Hill.
Fortunately, more practical alternatives exist One is a limited
amendment to the Fund's Articles of Agreement in which its members
agree to give immunity in their national courts to the Fund's own disbursements and transactions. It is not obvious why, in order to achieve
this limited goal,ArticleVIII.2(b) should have to be amended to give the
Fund the power to halt all legal action against a government.A complementary approach would be for countries to amend their own sovereign
immunity laws to allow their courts to stay attempts to attach sovereign
assets. In the United States and United Kingdom, creditors are already
prevented from attaching certain sovereign assets even when the sovereign has waived its immunity. It would be desirable to clarify these provisions and for other countries to emulate them.
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COMMITTEES OF CREDITORS

A final change in the international financial architecture to facilitate orderly workouts and help bail in the private sector would be to create
standing committees of creditors. Restructuring negotiations are most
difficult and protracted when information is least complete.Where the
preferences and capacities of all parties are common information, agreement should come immediately." The more asymmetric the information
environment, the more likely debtors and creditors are to fight a lengthy
war of attrition. Establishing a standing committee of representatives from
the various classes of creditors-bondholders, banks and other institutional investors-that meets regularly with borrowers would open lines
of communication and help overcome information problems.
Moreover,the existence of a standing creditors' committee would
reduce transaction costs in times of crisis. Currently, when a crisis erupts
and debt service is halted, negotiations cannot proceed until the timeconsuming process of identifying creditors is completed.The existence
of a standing committee in continuous contact with its constituents would
ease this difficulty.The debtor must next decide with whom to negotiate-that is,who speaks for the creditors.The existence of a standing
committee would answer this question in advance. Finally there is the
need to gain the assent of a majority of creditors to the restructuring
plan and to buy out those who refuse.The existence of a standing committee within which various classes of creditors regularly interact would
create peer pressure for agreement and facilitate the extension of any
required side payments.
The difficulties created by the absence of such committees are
evident in the recent experiences of South Korea and Russia. In South
Korea, the difficulty in the last week of 1997 was to get the banks to roll
over their maturing short-term loans, accept a delay in making interest
payments and agree in principle to convert short-term credits into longterm loans.The South Korean government and the banks were just barely
able to reach such an agreement. Only with the help of CitibankViceChairman Bill Rhodes' Rolodex were the relevant bankers located, pulled
from their Christmas dinners and thrust into negotiations.36 Russia's experience in August 1998, which followed its suspension of payments the
previous week, similarly illustrates the confusion that can arise when no
committee of creditors exists.3 7 Firstthe Russian authorities met with a
small group of Russian and foreign banks to discuss the formation of a
creditors' committee.Then it was decided that the committee would be
formed only after the authorities had somehow managed to draw up a

Vot. 23: 1 Winter * Spring 1999

70 1 The FLETCHER FORUM of World Affairs

full list of creditors.This was followed by a variety of disagreements over
the composition of the creditors' club.
To be sure, these arrangements will grow more complex with
the shift from bank to bond finance.That shift will increase the number of
interested parties and vest additional power in the hands of a class of
creditors less likely to be influenced by the moral suasion of their central
banks. But it will erode the effectiveness of Rhodes' Rolodex even more
dramatically.What was possible in South Korea will not be possible again.
Standing committees will become essential.
In fact,standing committees of creditors were precisely the channel for disseminating information and for organizing negotiations the last
time bond financing was important, from the late nineteenth century
through World War 11.38 At first, ad-hoc bondholders' committees were
formed in response to each interruption in debt-service payments. Predictably,these committees had trouble establishing contact with a majority of bondholders and opening lines of communication with foreign debtors. In Great Britain, the leading creditor country of the era, the situation
was regularized in 1868 by the creation of the Corporation of Foreign
Bondholders. Composed initially of representatives of banking firms and
brokerage houses, its governing body was expanded in 1898 to include
several individual bondholders and a representative of the London Chamber of Commerce.The Council became the recognized spokesman for
bondholders and their representatives in negotiations, working closely
with the underwriting banks and the London Stock Exchange.The same
evolution occurred elsewhere with the establishment of standing bondholders' committees in Paris,Amsterdam and Berlin before World War I
and in the United States in the 1930s.These committees fell into disuse
after World War II, first because the international capital market was
slow to recover from the debt crisis of the 1930s and later because
syndicated bank loans superseded bond finance. Now, bond financing has
returned, and creditors have become more numerous and heterogeneous
than when international lending was the domain of bank syndicates.
In the wake of the Mexican crisis, Rory Macmillan, Richard Portes
and I resuscitated the idea of creditors' committees.39 To date, however,
the investor community has been reluctant to act. It fears that the existence of standing committees would make it too easy for debtors to initiate restructuring negotiations, making it too tempting for them to suspend debt payments. In the creditors' narrow self-interests, it is better
that no one is there to pick up the phone.
For policymakers wishing to create a viable alternative to largescale bailouts of nations in crisis, and for whom the difficulties of debtor-
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creditor negotiations render moratoria and restructuring unacceptably
difficult and painful, standing committees of creditors are desirable precisely because they make it easier for debtors to initiate negotiations.
Their formation is important for creating a viable alternative to evermore-costly bailouts and disastrous Russian-style defaults, neither of which
is an acceptable option.
The creation of such committees would require that the governments of the Group of Seven industrialized nations, their central banks
and the IMF use moral suasion and lobbying. In factthere would be nothing unprecedented about their involvement.The Corporation of Foreign
Bondholders received a parliamentary charter and other forms of official
support. Its U.S. equivalent, the Foreign Bondholders Protective Council,
was formed only with the encouragement and support of the U.S. State
Department 40 The government support for such organizations is a precedent that should be followed.
MARKETS NEED INSTITUTIONAL SUPPORT

Bailing in the private sector requires changes in institutional and contractual arrangements to make it economically acceptable for governments
to negotiate an orderly restructuring of their debts. For those who regard ever-larger IMF bailouts as undesirable because of their escalating
cost and the moral hazard they create, but who also acknowledge that
governments regard the costs of a unilateral moratorium as too severe
under present arrangements, this is the only feasible alternative.
It is important to emphasize that there is not likely to be a simple
and wholly satisfactory solution to this problem.A moratorium on debt
repayments should be unattractive; otherwise, the sanctity of loan contracts would be jeopardized. Contracts and institutional arrangements
are structured to make the suspension of debt service painful precisely
to keep borrowers from walking away from their debts.Were this too
easy, the capital market would not function at all. Moreover, it is unrealistic to imagine the creation of an international bankruptcy court with the
power to force settlement terms upon debtors and creditors.There also
are good reasons why the IMF cannot be transformed into a true international lender of last resort.
Notwithstanding these difficulties, constructive steps are available.The most important of these include limiting banks' short-term foreign-currency-denominated borrowing (if necessary, by placing a holdingperiod tax on all portfolio capital inflows), adding sharing clauses to loan
contracts, establishing creditors' committees, entertaining the possibility
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of IMF lending into arrears and amending sovereign immunity laws. History shows that the market left to its own devices cannot provide a
perfect solution to international debt problems any more than the market can efficiently provide for the liquidation and reorganization of financially distressed domestic companies in the absence of an insolvency law.
To operate efficiently in the present context, markets need governments
and international organizations to provide institutional support.
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