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1.Introduction 

 

Assessing the decade of the 1980s the UN General Assembly stated 

about a year ago: "External indebtedness emerged as a main factor 

in the economic stalemate in the developing countries"1. A durable, 

broad, and early solution of the South's external debt problems 

was therefore seen as a condition for the revitalisation of growth 

and development in the South "so as to realize the basic right of 

all human beings to a life free from hunger, poverty, ignorance, 

disease and fear."2 

 

Economically, the problem of foreign debt cannot be solved without 

a substantial reduction of debts. At least since Toronto and the 

so-called Brady Initiative the necessity of reducing the debt 
                                                            
1 S-18/3. Declaration on International Economic Co-operation, in 
particular the Revitalization of Economic Growth and Development 
of the Developing Countries, Resolution adopted by the General 
Assembly of the UN, A/RES/S-18/3, 4 June 1990, p. 3, para 8. 
2 ibid., p.1. 
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burden is generally and officially acknowledged by OECD 

governments. With the possible exception of politically motivated 

deals such as Poland or the reward for Egypt's participation in 

the Gulf War quantitative results have been less than encouraging 

so far. Nevertheless a trend towards more debt relief can be 

discerned in official proposals. The important question is thus in 

which way, not whether the burden will be reduced. Undoubtedly, 

the solution should be fair, economically sound, likely to restore 

development prospects in the South, and it should abolish those 

market imperfections in international credit markets that have 

contributed to if not produced the present crisis. The solution 

must be based on economic exigences - not on political 

favouritism. 

 

A method of achieving these goals is international bankruptcy. 

Brief remarks by economists on its desirability can be traced as 

far back as 1776, when Adam Smith stated: 
 
"When it becomes necessary for a state to declare 
itself bankrupt, in the same manner as when it be-
comes necessary for an individual to do so, a fair, 
open, and avowed bankruptcy is always the measure 
which is both least dishonourable to the debtor, 
and least hurtful to the creditor."3  

 

A paper by an international lawyer, C.G. Oechsli, is apparently 

the first publication dealing with this matter in detail4. 

Interestingly, it was published shortly before the debt crisis 

                                                            
3 A. Smith, An Inquiry into the Nature and Causes of the Wealth of 
Nations, vol.II, Glasgow edition by R.H. Campell, A.S. Skinner & 
W.B. Todd, Oxford U.P. 1979, p. 930 (orig. publ. in 1776) 
4 C.G. Oechsli, "Procedural Guidelines for Renegotiating LDC Debts: 
An Analogy to Chapter 11 of the US Bankruptcy Reform Act", 
Virginia Journal of International Law, 21 (1981), pp. 305ff.; for 
a survey cf. A. N. Malagardis, Ein `Konkursrecht' für Staaten? Zur 
Regelung von Insolvenzen souveräner Schuldner in Vergangenheit und 
Gegenwart, Nomos, 1990. 
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"broke" in 1982. Soon afterwards a banker, D. Suratgar, proposed 

an international Chapter 11 to solve the debt problem.5 This 

solution has repeatedly been advocated by economists in the 1980s, 

among them Nobel Laureate Lawrence Klein, as well as by UNCTAD in 

1986.6 

 

While economically feasible, international reorganisation pursuant 

to Chapter 11 of US Title 11 (Bankruptcy) or similar laws in other 

countries fail to address the important problem of sovereignty. 

Therefore Chapter 9 of Title 11 regulating the insolvency of 

municipalities while protecting the municipality's governmental 

powers is a better model for sovereign debts. This Chapter can be 

adapted to the international problem with minor formal changes. 

Like all good insolvency laws it combines the need for a general 

framework with the flexibility necessary to deal fairly with 

individual debtors. 

 

After describing domestic Chapter 9, this paper lists the 

essential points of an international Chapter 9 procedure, 

advocating it as the best, fairest and most equitable way to 

implement economically unavoidable actions. As economic as well as 

legal issues are involved this problem calls for transdisciplinary 

co-operation. Written by an economist hoping to establish such co-

operation this paper focusses on issues needing elaboration by 

legists rather than dwelling on purely economic arguments, which I 

presented in sufficient detail before.7  

                                                            
5 Suratgar's proposal was published in 1984. Cf. Malagardis, 
op.cit., p. 181, who also quotes similar deliberations by German 
colleagues during 1982 and 1983. 
6 UNCTAD, Trade and Development Report 1986, 1986. 
7 K.Raffer, "International Debts: A Crisis for Whom?", in: H.W. 
Singer/S. Sharma (eds), Economic Development and World Debt, 
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2. Domestic Chapter 9 Procedures in the US 

 

Chapter 9, a procedure not well known outside the US, solves a 

problem unique to insolvent public borrowers: intrusion into the 

debtor's governmental power from without. 

 

The debtor, a municipality, is defined by section 101 (34), 11, 

USCA8 as a "political subdivision or public agency or 

instrumentality of a State". In practice cities, irrigation 

districts, sewer operators, counties, even a hospital subject to 

control by public authority have been Chapter 9 debtors. Apart 

from being "authorised" to be a debtor - which apparently means 

minimal requirements of juridical independence of the entity - a 

municipality filing a petition must 

- be insolvent or unable to meet its debts as they mature 

- desire to effect a plan to adjust such debts 

- have either obtained the agreement of the majority of each class 

of creditors affected, or have attempted to work out a plan 

without success, be unable to negotiate with creditors because 

this is impracticable, or reasonably believe that a creditor may 

attempt to gain preference.9  

A petition filed results in an automatic stay of enforcements of 

claims against the debtor. 

                                                                                                                                                                                                     
Macmillan/ St. Martin's Press, 1989, pp. 51ff; and "Applying 
Chapter 9 Insolvency to International Debts: An Economically 
Efficient Solution with a Human Face", World Development, 18/2 
(1990), pp.301ff. 
8 United States Code Annotated, Title 11 (Bankruptcy), including 
1988 Cumulative Annual Pocket Part; Rules of Bankruptcy Procedures 
(pre-1984), and Bankruptcy Rules and Official Forms, 1984 edition, 
West Publishing Co., 1988. 
9 §109(c), 11, USCA 
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The problem of governmental power is solved by §904, which limits 

jurisdiction and powers of the court. It makes clear that the 

court may not interfere with the choices of a municipality as to 

what services and benefits it will provide to its inhabitants. The 

jurisdiction of the court depends on the debtor's volition and 

cannot be extended beyond it. The composition plan can, of course, 

provide for interference into the political and governmental 

powers of the debtor. Also, the municipality may consent to 

interference by the court in such matters. 

 

The composition plan should be fair, equitable, and feasible. 

Furthermore, to be confirmed the plan has to be reasonable and 

also in the best interest of creditors,10 who must be provided the 

"going concern value" of their claims: 
 
"The going concern value contemplates a `comparison 
of revenues and expenditures taking into account 
the taxing power and the extent to which tax in-
creases are both necessary and feasible'... and is 
intended to provide more of a return to creditors 
than the liquidation value if the city's assets 
could be liquidated like those of a private corpo-
ration."11 

 

A court decision further specified that a plan can only be 

confirmed by the court if it "embodies a fair and equitable 

bargain openly arrived at and devoid of overreaching, however 

subtle".12  

 

The openess and publicity of the bargaining process are of 

particular interest. People affected by the plan have the 

                                                            
10 §943, 11, USCA 
11 Note to §943, 11, USCA 
12 Rule 9-27, note 1, Rules of Bankruptcy Procedures, USCA 
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opportunity to voice their arguments. Both the municipality's 

employees and so-called "special taxpayers affected by the plan" 

may object to the confirmation of the plan. The legal term 

characterises a record owner or holder of title to real property 

against which a special assessment or tax has been levied, whose 

tax burden the plan proposes to increase. Any record owner of 

title to real property included in the lists filed pursuant to 

Rule 1007e (formerly Rule 9-7b) shall have the right to be heard 

in all matters arising in a Chapter 9 case. 

 

Subsection (d) of Rule 201813 gives labour unions, employees' 

associations, and representatives of the debtor's employees the 

right to be heard on the economic soundness of a plan affecting 

their interests. Their right to appeal exists only if it is 

specifically permitted by law. 

 

The open process of elaborating the composition plan does not 

restrict the right to be heard to these two most directly affected 

groups. Rule 2018(a) allows the court to permit any interested 

entity to intervene generally or with respect to any specific 

matter. 

 

Fairness depends on "whether the amount to be received by 

bondholders is all they can reasonably expect in the 

circumstances".14 In practice these amounts are similar to Chapter 

11 cases. As the law explicitly prescribes the applicability of 

many sections of Chapter 11 to Chapter 915 this is no surprise. 

                                                            
13 Bankruptcy Rules and Official Forms, USCA 
14 Rule 9-27, note 1, Rules of Bankruptcy Procedures, USCA 
15 cf. especially §§901 and 902, 11, USCA 
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Approval of the plan is denied if the municipality has the means 

to honour all its obligations. In Fano v. Newport Heights 

Irrigation District this was done, because the district had assets 

greatly exceeding its liabilities and "there was no sufficient 

showing why District's tax rate should not have been increased 

sufficiently".16  

 

There are, however, legal limits to tax increases. In the 1930s, 

when some creditors insisted on higher payments by the City of 

Asbury Park - financed by tax increases - refusing to agree to the 

plan, the US Supreme Court clearly stated: 
 
"The notion that a city has unlimited taxing power 
is, of course, an illusion. A city cannot be taken 
over and operated for the benefit of its creditors, 
nor can its creditors take over the taxing power."17 

 

A municipality is not expected to stop providing basic social 

services essential to the health, safety and welfare of its 

inhabitants in order to pay its creditors. Tax increases that 

would depress the standard of living of the municipality's 

population below the minimum guaranteed to private debtors are 

clearly illegal. Feasible tax increases have actually been much 

lower. 

 

In all OECD countries insolvency laws protect a certain minimum of 

basic needs, which is remarkably higher than the standards of most 

people in problem debtor countries. Interestingly, these 

insolvency laws are not considered uneconomic humanitarism, but, 

as e.g. US jurisprudence states, a matter of "a public as well as 

                                                            
16 Quoted from §943, note 3, 11, USCA 
17 Quoted from Malagardis, op.cit., p. 68. 
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a private interest". 18 The purpose of bankruptcy laws is defined as 

granting the debtor a new financial life, a fresh start, or, as 

prec. §101, note 63 formulates, "the opportunity to accumulate new 

wealth unhampered by pressure and discouragement of preexisting 

debts", to free the debtor from "oppressive debts, and to restore 

him to business activity", or to "discharge a debtor from 

obligations, which due to his particular circumstances, the 

bankruptcy court may find that he is unable to pay". Courts have 

regarded family needs and a reasonable protection of the family as 

of greater concern than payments of debts. In 1954 a US court 

explained the essence of bankruptcy laws as "founded on the 

principles of humanity, as well as justice, and [this title] 

confers on debtors privileges tending towards his [sic!] 

rehabilitation while protecting his creditors' substantial 

rights".19  

 

In all cases of insolvency - be it a private or public debtor - 

the reduction of creditors' claims is one essential means of 

reaching a feasible composition plan. Feasibility is defined by 

whether the debtor emerges from reorganisation with reasonable 

prospects of financial stability and business success (or in 

Chapter 9 cases economic viability), including sufficiency of 

capital structures. The viability of the reorganised debtor is the 

touchstone, which includes the ability to service debts agreed on 

in the plan, and enough working capital to continue business. In 

short: the main characteristic of bankruptcy law is to give the 

debtor, private, corporate or municipal, a fresh start - a chance 

that is steadfastly denied to Southern countries. 

                                                            
18 §101, 11, USCA, note 63 
19 prec.§101, 11, USCA, note 61 
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3. The Framework of an International Chapter 9 

 

As the problem of governmental powers is solved by Chapter 9 it 

can easily be adapted to sovereign debts. Judging from the 

reasoning in a relevant US court case Chapter 9 could be instantly 

applied. In 1984 the US Court of Appeals for the Second Circuit in 

New York granted US insolvency protection to Costa Rica. The court 

recalled a Canadian precedent, drew analogies to US laws, quoted § 

901(a), stating that Costa Rica's actions were "consistent with 

the law and the policy of the United States" and 
 
"in entire harmony with the spirit of bankruptcy 
laws the binding force of which ... is recognised 
by all civilised nations ... Under these circum-
stances the true spirit of international comity re-
quires that schemes of this character, legalized at 
home, should be recognized in other countries ".20  

 

After a rehearing in 1985, however, the court reversed itself. The 

executive branch had joined the litigation as amicus curiae making 

it clear that they supported the IMF rather than principles 

recognised by all civilised nations. Therefore a simple change in 

the administration's policy appears to be sufficient to allow the 

application of US law to sovereign debtors. 

 

Because impartiality of national courts, whether located in a 

creditor or a debtor country, cannot be guaranteed a neutral court 

of arbitration must be established to allow absolutely fair and 

equitable international Chapter 9 proceedings, devoid of 

overreaching, however subtle. As is usual practice in 

international law each side should nominate the same number of 

                                                            
20 quoted from UNCTAD, 1986, op.cit., p.142, emphasis mine 
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persons, who, in turn, elect one further member to achieve an 

uneven number. One of the arbitrators is elected as chairperson by 

simple majority, or, if debtor and creditors should wish so, by 

qualified majority. Such a neutral body of arbitration was, by the 

way, also established by the London Agreement, which reduced 

Germany's debt burden in the 1950s. 

 

Naturally the number of arbitrators should not be excessively 

high. Since any case involves only one debtor but many creditors 

the number of arbitrators will most likely depend on creditors' 

demands. International Financial Institutions (IFIs), such as the 

IMF or the IBRD, cannot be considered unbiased and neutral because 

they are both controlled by majorities of creditor States and 

creditors in their own right. As public and private creditors have 

repeatedly expressed their appreciation of how their interests 

were looked after by these institutions, they might agree to 

nominate (one of) them. If all creditors or a vast majority felt 

optimally represented by them this would keep the number of 

arbitrators down. Under particularly exceptional circumstances 

both sides might agree on one single person. This happened when 

both Indonesia and its creditors asked the German banker Hermann 

Joseph Abs to solve Indonesia's debt problem in 1969. Although 

creditors eager to avoid a legal precedent stressed the 

singularity of the case, Indonesia is a model solution. 

Economically it was doubtlessly a de facto international 

insolvency.21 

 

                                                            
21 v. Raffer, 1990, op.cit. 
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Like a court in a domestic Chapter 9 case arbitrators would have 

the task of mediating between debtors and creditors, chairing and 

supporting negotiations by advice, providing adequate 

possibilities to be heard for those affected by the plan, and - if 

necessary - deciding what should be done. Agreements between 

debtor and creditors would need their confirmation, in analogy to 

§ 943. They would have to take particular care that a minimum of 

human dignity of the poor is safeguarded - in analogy to the 

protection enjoyed by a municipality's inhabitants. 

 

Exactly like in domestic Chapter 9 cases employees of the debtor 

would be represented by trade unions or employees' associations. 

In contrast to "special taxpayers affected by the plan" the 

affected population would have to be represented by organisations 

speaking on their behalf. Grass-roots organisations of the poor, 

NGOs or international organisations such as UNICEF or the World 

Council of Churches could fulfil this task. The possibility of 

describing the expected impacts on the poor publicly would 

certainly have mitigating effects, contributing to a solution with 

a human face. Publicity of negotiations, in analogy to public 

sessions of domestic courts, would help guarantee a fair and 

equitable bargain, openly arrived at. 

 

As a first step towards elaborating the legal framework of an 

international Chapter 9 the following list of tasks and problems 

is presented: 
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 - Assessment of Debts: All claims have to be verified loan-by-

loan at the beginning, as routinely done in any domestic 

insolvency. 

 

 - Socialised Debts: In many countries governments were forced by 

banks to assume retroactively losses from private lending 

initially done without any government involvement. Such increases 

in the debt burden of countries have never met audible protest by 

IFIs, although they made debt management much more difficult. 

These socialisations of private losses must be declared null and 

void. 

 

 - Symmetrical Treatment of Creditors: An important distinction is 

made between commercial banks, bilateral governmental loans, and 

IFIs. The Brady Initiative only calls on commercial banks to take 

losses by reducing their claims, while IFIs are allowed to go on 

insisting adamantly on full and punctual repayment. This raises 

the question whether an objective reason exists for preferential 

treatment of this class of creditors. Considering all arguments 

the answer is no. The understandable self-interest of any creditor 

apart, there is no reason why they should get a better deal. 

 

Multilateral lenders charge interests below the debtor's market 

rate. Even for normal IFI, lending which is too tough to qualify 

as Official Development Assistance according to the OECD 

definition, and is therefore called "development finance", this is 

an objective difference between IFIs and private banks, a valid 

point for preferential treatment. 
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There is, however, another objective difference between these 

groups of lenders: commercial banks did lend aggressively but have 

usually not interfered with their clients' economic policy while 

multilaterals have strongly influenced the use of loans and 

exerted massive influence on their debtors' economies. This 

difference is well characterised by Svendsen's distinction between 

"debtor determined" and "creditor determined" debts.22 In the case 

of the IMF the Group of 24 critisised the proliferation of 

performance criteria extending quite often down to microeconomic 

variables such as prices for specific products23. The IBRD has been 

proud of the detailed monitoring of its projects for decades. Only 

in the most recent past this pride has not been voiced as 

perceptibly, apparently for good reason. In 1983 the high ranking 

IBRD economist Ernest Stern presented Structural Adjustment Loans 

as an excellent means enabling "the Bank to address basic issues 

of economic management and of development strategy more directly 

and urgently", a "unique opportunity to achieve a comprehensive 

and timely approach to policy reform", and a tool for "detailed 

articulation of the precise modifications in policy necessary to 

adjust to a changed international environment". There is, of 

course, a need for a "firm understanding" of monitoring " in 

principle no different from the relationship involved in Bank 

sector or project lending."24 

                                                            
22 K.E. Svendsen, The Failure of the International Debt Strategy, 
CDR-Report n.13, Centre for Development Research, Copenhagen, 
1987, p.27. In 1984 already the IBRD (Toward Sustained Development 
in Sub-Saharan Africa - A Joint Program of Action, The World Bank, 
1984, p. 24) wrote that "external financial agencies have shared 
responsibility" for investments qualified as "genuine mistakes and 
misfortunes" without, however, calling for financial consequences. 
23 cf. IMF Survey, August 10, 1987, Supplement on the Group of 24 
Deputies' Report, para 58. 
24 E. Stern, "World Bank Financing and Structural Adjustment", in: 
J. Williamson (ed) IMF Conditionality, Institute for International 
Economics/ MIT Press, 1983, pp. 91ff. 
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In other words: IFIs take economic decisions but refuse to 

participate in the risks involved. IFIs insist on full repayment, 

even if damages caused by their staffs occur, which have to be 

paid by the borrower. A new loan might be given to correct the 

damages done by the first, as e.g. in Brazil's Polonoreste case, 

leaving the debtor with more debts and the IFI with more interest 

income.25 Or, to give one other example: the Republic of Trinidad 

and Tobago documented grave irregularities and deficiencies in the 

IMF's assessment of its economy, which created the impression of 

economic mismanagement. After the IMf became aware of these 

substantial errors this information was not published in spite of 

its importance for the country.26  

 

The IBRD argues that its own excellent rating as a borrower would 

suffer if not all their loans were repaid to the last cent. If 

that were true all commercial banks would have unbelievably low 

ratings as a certain amount of lost loans is part and parcel of 

normal banking activities. 

 

Brady's policy of substituting IFI money for less strictly 

enforced commercial bank claims is bound to create problems. An 

increasing share of IFI debts which must be served at any costs to 

                                                            
25 cf. Raffer, 1991, op.cit., p.311; Brazil's IBRD debts increased 
by 440 million $: the first 240 million $ resulted in considerable 
environmental damage - Bank officials admitted that they had erred 
- then 200 million $ were lent to control the damage done by the 
first loan. 
26 Republic of Trinidad & Tobago, Ministry of Finance and the 
Economy, Trinidad and Tobago Government's Relationship with the 
International Monetary Fund 1988, January 1989 (mimeo). Because of 
the government's need for the IMF's "seal of approval" to 
reschedule their debts Trinidad's own expert (K. Levitt) advised 
them not to "pick a fight" with the IMF (ibid.). 
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get the "seal of approval" or because of explicit links between a 

country's rating and IFIs, e.g. in the US International Lending 

Supervision Act, will eventually impair the service of private 

loans further. The fact that inverse transfers from debtor 

countries to IFIs have been observed, turning IFIs into net 

receivers rather than net funders, provides another strong 

argument for symmetric debt relief.27 From the point of view of 

fairness it is hard to see why some creditors should contribute to 

a solution by reducing their claims, while others refuse to do so. 

Finally, the poorest countries with practically no debts to 

private banks but substantial shares of IFI-claims cannot benefit 

from debt reduction schemes excluding these important creditors. 

 

Summing up one must therefore say that a symmetrical treatment of 

all creditors is more than justified. The striking contrast 

between free-market recommendations given by IFIs and their own 

protection from market forces must be abolished. Like any other 

creditor they should carry the risk of losing part of their claims 

as the connexion between decisions and risks is the most basic 

condition for the functioning of the market mechanism. If this 

link is severed market efficiency is severely disturbed. At a time 

when riskless decision making by bureaucrats is abolished in the 

East, there is no reason why it should be preserved in the West. 

 

 - Capital Flight: Both creditor and debtor countries should take 

measures against capital flight, as proposed by W. Nölling.28 In 

                                                            
27 cf. e.g. R.E. Feinberg, "Defunding Latin America: Reverse 
Transfers by the Multilateral Lending Agencies", Third World 
Quarterly, vol. 11/ 3 (1989), pp.71ff. 
28 W. Nölling "Combating Capital Flight from Developing Countries", 
Intereconomics, vol.21/3 (1986), pp.117ff. 
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analogy to domestic laws the international Chapter 9 should 

provide the possibility of overruling banking secrecy if justified 

suspicion exists that money was obtained by certain criminal 

activities, such as corruption, theft or embezzlement. The act of 

screening accounts could be done at the request of arbitrators in 

the way of judicial assistance rendered by domestic courts in the 

country where the pertinent bank is located. Legal details would 

have to elaborated by jurists. 

 

 - Economic Adjustment: Economic reform in problem debtor 

countries is doubtlessly necessary, but the burden of adjusting 

should not be shifted entirely on them. In analogy to domestic 

insolvency debt service must be geared to the debtor's capacity to 

pay, restoring economic viability while protecting minimum 

standards for the poor. In contrast to present practice there must 

be a trade off between payments and protectionism. The more 

protectionism creditor countries wish to maintain the more relief 

must be granted. 

 

A realistic policy would drop the present predelection for one-

sided liberalisation by those countries that are at the mercy of 

IFIs. Trying to export more while export possibilities are 

destroyed by increasing protectionism is no sensible strategy. 

Import substitution on a substantial scale is necessary, while 

existing export possibilities should be used. Economic 

diversification must be part and parcel of this kind of 

adjustment. A policy mix between intervention and market forces is 

necessary. It would be a task of the arbitrators to prevent 

protection necessary to establish infant industries from 
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petrifying. The board of arbitrators would have the power to 

suspend or revoke Chapter 9 benefits if the debtor tries to abuse 

the system by not complying with the agreed plan. 

 

 - Protecting the Poor: Examining domestic orders for general 

principles of law in search of international law rules the ILA's 

Committee on International Monetary Law concluded: 
 
"On the municipal level, bankruptcy laws and norms 
protecting debtors from enforcement measures affec-
ting the right to a basic living standard would be 
relevant.As a State is involved, the special rights 
and obligations of the State on the national level 
have to be taken into account. An integrated per-
spective of these rules may suggest that obliga-
tions of a State cannot generally be enforced if 
basic rights of the population would be affected. 
Such considerations could be supplemented by refe-
rence to modern recognition of human rights in ge-
neral, and of basic rights of the human person in 
particular."29 

 

It is mandatory that schemes to protect a minimum standard of 

living be part of every international composition plan. In analogy 

to the protection granted to the population of an indebted 

municipality by domestic Chapter 9 the money to service a 

country's debts must not be raised by destroying basic social 

services. Necessary subsidies and transfers in favour of the poor 

must be maintained. 

 

This can be done by targeting social expenditures on those needing 

support. Considerable knowledge how to do so exists30. Redirecting 

expenditures in favour of basic services, using less expensive yet 

efficient drugs, employing basic health workers or "barefoot 

                                                            
29 ILA Warsaw Conference (1988), Committee on International Monetary 
Law, Committee Report, p. 9, para 21. 
30 v. Raffer, 1991, op.cit. pp.305f. and the literature quoted 
there. 
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doctors" are possibilities. Good results can be achieved with 

limited financial resources. These resources, however, must be 

exempted from debt service. The present wave of cholera sweeping 

over Latin America documents the importance of maintaining a 

minimum of sanitary infrastructures and health services. This 

epidemic could certainly have been fought more successfully if 

austerity programmes had not impaired the region's health systems 

so severely. 

 

In addition some percentage of the country's foreign debt could be 

transferred to a counterpart fund financing social expenditures in 

domestic currency. This has already been practised by some 

commercial banks donating parts of their claims to NGOs for 

environmental (debt for nature swaps) and, more recently, for 

social purposes. The Austrian Creditanstalt, e.g., concluded a 

debt for charity swap of some Mexican debt with FAPRODE to finance 

social projects and housing for the poor. 

 

 - The Problems of Commercial Banks: Contractual constraints for 

individual bargains between debtors and banks, such as negative 

pledge and sharing clauses, exist. The former forbids separate 

deals with individual banks, keeping the debtor from working the 

case-by-case approach on the banks. In the latter clause members 

of bank consortia forswear making separate deals with the debtor. 

Consent by all banks involved is necessary to waive these clauses. 

To accelerate the pace of debt reductions Brady had initially 

proposed a general waiver of these clauses. Commercial banks 

opposed strongly and successfully. These clauses serve the same 

purpose as the automatic stay triggered by a Chapter 9 petition: 
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to prevent unfair preferential treatment of one or some creditors. 

Whatever can be received from the debtor must be shared. 

 

In an international Chapter 9 these clauses would no longer be 

necessary because all creditors would have to be treated fairly 

and equally. This solves the free rider problem too. Any bank is 

reluctant to reduce its claims and consequently its interest 

earnings if some banks refusing to go along remain entitled to 

full repayments and interest on initial face values. If relief 

measures are successful, viz. the debtor economy becomes again 

able to service (remaining) debts correctly, these free riders 

would be rewarded for letting others make concessions. A deadlock 

where all banks refuse debt reductions may result. Insolvency 

procedures covering all creditors can avoid this outcome. The free 

rider argument also strengthens the case for symmetrical treatment 

of all creditors. 

 

Debt reductions should be fixed in percentages of present values. 

Within national regulations legal and accounting details should be 

arranged in the way most favourable to creditors. Regulatory 

relief, if needed, should be made available when Chapter 9 is 

applied internationally for the first time. 

 

The introduction of international insolvency should also be used 

by national legislators to change national laws and regulations 

creating unnecessary complications and "legal risks". The US is a 

prime example: crises reported at quarters' ends during the 1980s 

were often triggered by awkward and economically debatable 

regulatory constraints, such as the 90 days clause, the 
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impossibility of capitalising interest arrears, or unpredictable 

and allegedly discriminatory decisions of regulators. Inflexible 

and antiquated US regulations even brought about the only working 

"debtors' cartel" so far when debtors such as Mexico, Brazil or 

Venezuela joined to help Argentina pay in time to save US banks 

from having to classify loans as non-performing.31 On one occasion 

the hands of the clock were reportedly held back to book payments 

"in time". 

 

Finally a clarifying remark on tax deductible loan loss provisions 

is necessary, because they have often been misunderstood as a 

taxpayers' subsidy to banks. The costs to the taxpayer, and hence 

the benefits to banks, have always been strongly exaggerated. 

Economically, provisions have the important function of spreading 

losses over some years, which might ruin a creditor if they had to 

be absorbed in one year. As tax deductible provisions only shift 

losses (or taxes) over time, postponing taxes and anticipating 

losses, they are in essence a loan. In  continental Europe this 

loan carries no interest - not only in the case of banks, but for 

all enterprises. At a tax rate of 50%, and an interest rate of 8% 

at which the government itself borrows, reserves of $100 cost 

taxpayers $ 4 annually. The longer it takes to solve the crisis (= 

to realise losses) the higher will these costs to the taxpayer 

become. Whether to have a tax system that encourages more 

prudential provisioning this way, is a political question, which 

should not be decided without considering the alternatives. 

                                                            
31 v.Raffer, 1989, op.cit., pp.54ff; a more detailed study of legal 
risk and examples of absurd manoeuvres made necessary by US 
regulations can be found in E. Bransilver & E.T. Patrikis, 
"Lending limits and regulatory constraints under US law", in: 
M.Gruson & R. Reissner (eds) Sovereign Lending: Managing Legal 
Risk, Euromoney Publications, 1984, pp. 1ff. 
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Continental Illinois or the case of the US S&L institutions may 

suffice to show that practically no tax deductibility does not 

necessarily mean no costs to the taxpayer. 

 

 - Contingency Clauses: Changing conditions if particularly 

favourable developments take place - as first applied in Mexico - 

could be agreed on. This could be combined with clauses 

stipulating additional relief in the case of particularly adverse 

developments, as was done by the US-British loan agreement of 

1947. 

 

4.The Need for an International Chapter 9 

 

The present evolution towards debt relief as well as historical 

lessons show that economic constraints finally enforce debt 

reduction.32 The final outcome of the Latin American debt crisis in 

the 1930s, offers excellent illustrations. The case of Mexico 

after 1914, where debt service was finally geared to its capacity 

to pay is a particularly good example. Creditors finally received 

less than 10 per cent of face values. Some big European debtors 

were themselves delinquent with regard to their debts after World 

War I. The British and French governments defaulted in the 1930s, 

considering the needs of their peoples more important that legal 

obligations to creditors. The essence of this argument is, by the 

way, familiar to bankruptcy specialists. In the 1940s nine US 

states suspended interest payments on loans they had received to 

build railways and canals, when the price of their main export 

good, cotton, left them short of foreign exchange. US states have, 

                                                            
32 For more details and literature on the following examples v. 
Raffer, 1991, op.cit. pp. 303f; Raffer 1989, op.cit., pp.59f 
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by the way, a long history of defaulting. The term repudiation was 

apparently coined by Mississippi in the last century when it 

simply refused to honour its debts. 

 

Two spectacular cases of de facto composition after World War II 

deserve special mentioning: the London Agreement with Germany and 

the Indonesian solution of 1969. Both roughly halved the present 

values of these countries' debts. 

 

Legally, of course, creditors have always refused to recognise 

these cases as precedents.33 Abs had to find arguments in favour of 

the singularity of the Indonesian case and its inapplicability to 

other debtors. These "special characteristics" are of greatest 

interest to anyone studying the present crisis:34 

 - All old debts were contracted by the previous government. 

 - Indonesia's debts consisted predominantly of credits with 

little or nor economic usefulness; practically the whole debt 

service had to be financed by the central budget. 

 - High inflation could only be brought under control by energetic 

policy and exceptionally generous help from without. 

 - The country was unable to repay its debts in the future. 

 

Indonesia's debtors, especially the Paris Club, obviously 

recognised these reasons as valid. It should therefore be examined 

                                                            
33 Reluctance to grant Ghana "Indonesian type" relief was explained 
by creditors' desire to avoid precedents. cf. E. Hutchful (ed), 
The IMF and Ghana, The Confidential Record, Zed, 1987, pp. 273f 
(Document 60: Finance Minister's Report on Ghana Debt Conference). 
Eventually Ghana was granted very "generous" terms (ibid., p. 
237). 
34 H. J. Abs, "Das Problem der indonesischen Auslandsverschuldung 
und Überlegungen zu seiner Lösung", 30 June 1969, (mimeo; emph. 
mine). As Abs's expert's report has not been published v. the 
quote in Raffer, 1991, op. cit., p. 304. 
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whether they apply to present cases. If they do there seems to be 

no logical reason why the same solution should not be applied as 

well - without creating any legal precedent if necessary. 

 

There is no valid economic reason for treating debtors differently 

and for denying people a minimum protection of human dignity 

because of their race, colour, or nationality. On the contrary, 

the assumption that sovereign debtors would not be allowed to go 

insolvent has caused much economically unsound lending, resulting 

in massive misallocations of resources. International insolvency 

would allow the market mechanism to work more efficiently in 

international financial markets. Banks would stop lending if loans 

were not used properly, as they usually do. If an international 

Chapter 9 had existed in the 1970s there might be no debt crisis 

now - the debt burden would certainly be lower. Both economic 

efficiency and the protection of human dignity therefore demand 

economists and lawyers to co-operate in elaborating an 

international Chapter 9. 
 


