
Parting shot

Te Asence of
Sufficient Temptation

Sovereign, restructuringis have betcorne much less frequent and more efficient. But they
have not gone away, and the ubiquitous CBS may produce some nasty surprises.

by Lee C. Buchheit*

4iA ienever I hear the word 'culture'," wrote the Nazi playwright
Hanns Johst, "I release the safety-catch on my pistol." I confess

WVto having a somewhat similar reaction to the phrase "paradigm
shifr', at least when it is applied to the behavior of emerging market (EM)
sovereign borrowers.

Readers with a dlear and distinct memory of the last 30 years will recall
several instances in which paradigms were alleged to have gone a-shifting.
Coimnercial bank lending to sovereign borrowers in the 1970s was famously
declared safe because sovereigns - unlike their fragile corporate
counterparts - could never go bankrupt.

A decade later, the wholesale conversion of bank loans into Brady bonds
was said to gnarantee safety and security for the creditors. Bank loans were
susceptible to serial restructunings and eventual write-offs, sovereign bonds
were pronounced to he senior, preferred, inviolable and unresti-ucturable
debt instruments

Some commentators believe that EM sovereigns have permanently
foreswomn the errors of their past. Paradigms have not just shifted, this
argument holds, they have reversed field. Economic mismanagement, fiscal
irresponsibility, inadequate supervision of financial markets and sharp
currency depreciations are, we are now told, characteristics associated with
the US and a few other G7 countries - nothing that a decade or so of dose
DMU tutelage could not remedy. With a few exceptions, however, this view
promotes the theory that modem EM sovereign borrowers are as sound as
the dollar (to use a sadly archaic figure of speech).

For the Defense
The case for the defense of this proposition runs along these lInes. After 20
years of debt crises and currency crises, senial IMF adjustment programs,
and after being force-fed the prescriptions of the Washington Consensus like
a bunch of PNrgord geese, EM sovereigns have finally learned their lessons.
Current account imbalances have been adjusted. inflation is under control
in most countries. International monetary reserves are high. Domestic
financial sector regulation is robust. Economires - like that of Mexico - are
much more diversified than they were in 1982.

Many of these countries have also taken full advantage of munificent
market conditions over the last six years to reduce the size of their foreign
currency debt stocks relative to GDP and to smooth out the maturity profiles
of what is left. Unhike the bank lending of the late 1970s (which was libor-
based), the bond markets have given these countries an opportumity to

refinance liabilities at fixed rates; interest rates that have hovered near
historic lows. In addition, a number of countries have been able to satisfy
much of their public borrowing needs by local currency issuances in their
domestic markets. A few have even been able to issue local currenicy-
denominated debt instruments in the international markets.

It is a strong case, hut not stainless. Hugo Chdvez and his votaries
elsewhere in the region are happily nationalizing foreign investments,
subverting the independence of their central banks and embracing opacity
in public accounts. But perhaps these can be brushed aside as exceptions or
anachronisms. On the whole, the glass-half-full crowd would argue, the
pattern of undisciplined, profligate and short-sighted LatAm borrowers has
permanently changed.

For the Prosecution
As Mark Twain used to say, the only thing sadder than a young pessimist is
an old optimist, Here is how a crusty cynic might respond.

Virtue is the absence of sufficient temptation. Over the last five or six
years, the temptation for EM sovereign borrowers to misbehave (by
defaulting on their debts or visibly mismanaging their economiues) has been
remarkably weak. The prices for commodity exports - nearly across the
board -have been high. The credit markets have been eager to buy
sovereign paper, almost any sovereign paper. Interest rates and nsk
premiums have been low. There has been, in short, little to be gained and
much to be lost in pursuing policies that would have alarmed the markets

The question of the hour, however, is whether virtue will retain her
throne once the cost of prudence and sobriety becomes more irksome to the
borrowers. Tightening credit markets, falling commodity prices - reflecting
an economic downturn in the developed countries -rising interest rates,
widening spreads, a general slowdown in exports or some combination of
these factors, could quickly invert the virtue/temptation equation in some
countries

The political flesh is notoriously flabby. Most societies have a word for a
far-sighted political thinker and statesman, the kind that will steadfastly
advocate policies to ensure the long-term prosperity of their countries,
however politically unpopular those policies may be at the moment. That
word is "philosopher". It is not often "politician"

The policies of the Washington Consensus have taken something of a
beating in several LatAm countries. Although this has not recently
manifested itself in sovereign debt defaults, the explanation may lie in the
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fact that high commodity prices have given the leaders of these countries
the ability to service their dehts and distribute the governmental largesse
necessary to keep themselves in good odor with the electorate But what
happens if the prices for those commodities return to something resembling
their historic norms? Will the populist rhetonic about paying the "social
debt" before the "financial debt" he transformed into concrete action?

And once one country incurs the opprobrium of a politically-driven debt
default, might not philosophically-aligned politicians in other countries
decide that they have the cover to do likewise7

It may be a particularly hazardous moment to make predictions about
the international financial markets, but there does not appear to be a serious
risk of a contagious sovereign debt problem on the immediate horizon. The
proximate cause of the global debt cnisis that began in 1982 was the
confluence of two factors - a drop in the price of primary commodity
exports (principally oil), with a concurrent sharp rise in interest rates

For oil exporters burdened by tens of billions of dollars of floating rate
bank debt, this proved to he a lethal combination. The main risk today may
be a drop in commodity prices if the economies of the developed world, plus
China and India, begin to slow down. But the effect of any rise in long-term
interest rates will be muted by the fact that the debt stocks of many EM
countries have been reduced to manageable levels, are increasingly
denominated in local currencies and often carry fixed rates of interest.

Systematic crises aside, individual countries may, and almost certainly
will, face debt difficulties from time to time The causes may be wholly
external, such as the devastation wrought in Grenada by Hurnicane Ivan in
September 2004. Or possibly the rhetoric of a populist politician may paint a
country into a comner where an external debt default becomes a domestic
political imperative, even if it lacks any compelling economic justification.

Finally, old-fashioned mismanagement of a country's finances - the
product of incompetence, corruption or misplaced trust in the perpetual
benignity of market conditions - will occasionally force debt rearrangement.

The Techniques
So, will a Merciful Providence suddenly deprive his sovereign debt
restructurers of employment? Unlikely But this leaves the question of how
future debt workouts will be conducted. On this topic a degree of optimism
may be warranted.

There have been a dozen or so sovereign debt restructurings since the
first sovereign bond workouts began in 1999, enough to permit some
general observations on trends. With one possible exception (which I
acknowledge some readers may regard as an Himalayan exception), these
debt restructurings have

1) Moved along at a brisk pace On average, it has taken significantly less
time to complete sovereign debt restructurings in this century than it
did to negotiate, launch and close the Brady restructurings of the early
1990s or the commercial bank loan reschedulings of the 1980s.

2) Showed thar sovereign debtors and the majority of their pnivate
creditors can work together in a cooperative manner despite their
seemingly antipodal interests

3) Confirmed a lingering suspicion that the behavior of vulture creditors
victimizes the other lenders caught up in the process just as much as it
does the sovereign debtors.

4) Demonstrated that an efficient debt rearrangement can be concluded
even when the creditor group is vast and heterogeneous.

5) Underscored the lesson that the sovereign debtor always carries the
burden of persuasion when approaching its external creditors for a
rearrangement of its debt obligations Creditors, or most of them, will

behave in a responsible manner if they are given the information
necessary for them to conclude that the rearrangement being sought is
indeed necessary in light of the sovereign's situation, that the debt
relief being requested is proportional to the debtor's needs and that
other stakeholders are bearing an equitable share of pain.

Derivatives Surprises
That said, future sovereign debt workouts will undoubtedly hold some
surprises. We have not, for example, even begnn to grasp how the existence
of derivative instruments such as credit default swaps, will change the
dynamics of future sovereign debt restructurings.

If the Republic of Ruritania starts slipping into a debt crisis in the year
2010, the purchasers of credit default swap (CDS) protection on Ruritania-
some of them creditors of the country but many just speculators - will be
hoping the crisis will intensify to the point of an outright "failure to pay" on
Ruritanian external debt.

Some of these players may be quietly urging the Ruritanian authorities to
suspend debt payments ("a 'moratorium,' Minister, if you please") for a
period lasting at least one day longer than the grace period on Rurirania's
bonds. Why? Because on that day their CDS protection will be callable. The
sellers of that CDS protection will then be obliged to purchase from their
CDS counterparties, at full face value, Ruritanian debt instruments having a
market value less, perhaps far less, than 100 cents on the dollar.

These derivative instruments will change the dynamics of the debt
workouts in important ways. For one thing, imagine the confusion of the
Ruritanian financial authonities when they are told that a significant part of
"the market" would positively rejoice at a Runtanian debt default. No
finance minister of the l9B0s ever had to confront this phenomenon. In
those simpler days, the following equation was invariably correct: creditor
someone who does not want to see a default.

Second, sovereign debt restructurings are always easier if a significant
period of time elapses between the advance of a credit and the need to
restructure that credit. The individuals who made the initial credit decision
will probably be gone, thus dampening the lender's emotional reaction to
the realization that the credit decision was flawed. In addition, the
widespread practice of marking investments to their market value on a daily
basis means that the decline of the sovereign's economic fortunes leading up
to the restructuring will probably have been matched by a gradual deflation
of the value of the paper on the creditors' books. When the announcement of
the debt restructuring eventually comes, therefore, the creditors will have
already absorbed the related accounting pain, or much of it.

Ruritania in 2010 cannot expect to benefit from such an attenuation of
the emotional and accounting shock of a debt default. On the day after the
grace period expires on Ruritania's debt instruments, a significant part of the
country's creditor universe will churn The new owners of the instruments
will be the former sellers of CDS protection on Ruritania. And they will have
acquired rhe defaulted credits at 100 ceors on the dollar -just yesterday.

The bad credit decisions will therefore be raw; the culpable individuals
will still be wallong the halls of the new owners of the debts, the accounting
shock will be sudden and unpleasant; and everybody will be furious with
Ruritania for not having been able to restructure its debts (like Uruguay did
in 2003) before an outright payment default became necessary. In that
autumnal environment, the restructuring of Ruritania's external debt stock
will commence LF

*Lee C. Budihertis a partner- at Cleary Gotti~eb Steen & 1hamilton in New
York and a veteran of many hi gh profile LarAm restructurings.
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