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The International Monetary Fund (IMF) stated in spring of this year
that a more timely restructuring of Greece's sovereign debt would
have been beneficial. But what are the available options for early
debt restructuring? The report argues that current reforms in the Euro
area, in particular, introducing collective action clauses, are unlikely
to be sufficient in their present form. Alternatively, a statutory solu-
tion in the form of an international or European insolvency regime
for sovereign states is difficult to implement politically. Therefore,
the contractual approach to debt restructuring should be facilitated
by redesigning future contracts for bonds in the euro area. Specifi-
cally, more powerful collective action clauses should be included in
bond contracts and the ratable payment provision of all creditors
should be reformed in order to limit the impact of legal disputes
in the event of a debt restructuring. This approach would simplify
future debt restructuring operations and make the no-bailout rule
more credible, thus re-activating the disciplinary effect of interest
rates on governments.
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Public debt levels in the euro area have increased enor-
mously from 2007 to 2013 and are projected to stay at
elevated levels over the coming years (see Figure 1)." The
rise in public debt is primarily due to two factors. First,
the number of bank bail-outs during the financial cri-
sis led to an increase in public sector liabilities. Second,
economic stimulus packages and the use of automat-
ic stabilizers in the course of the Great Recession were
contributing to high and persistent public deficits. Fur-
ther, debt levels were already elevated in Greece and It-
aly before the crisis.

As a result, four member countries of the Monetary
Union ran into financial difficulties: within one year
from May 2010 to May 2011, Greece, Ireland, and Portu-
gallost access to the international capital market and had
to be supported by lines of credit from European partner
countries and the International Monetary Fund; Cyprus
followed in May 2013. The European Monetary Union
was completely unprepared to cope with the national debt
crises. In particular, it had no arranged framework to
deal with the insolvency of a member state. Restructur-
ing the debts of the affected crisis countries was there-
fore a high-risk strategy. The danger was that the euro
would break up as a currency union due to cross-border
contagion effects. For a long time, the European part-
ners’ only means of preventing this was short-term li-
quidity assistance. While this was buying necessary
time, this strategy would sooner or later result in cost-
ly transfer payments in the event of unsustainable debt
levels.? As a result, there is a particularly serious mor-
al hazard in the euro area because the crisis countries

1  The present article is part of a series of DIW Wochenbericht reports
dealing with the elements of a strategy to institutionally restructure the
Monetary Union. See F. Fichtner, M. Fratzscher, M. Podstawski, and D. Ulbricht,
“Making the Euro Area Fit for the Future,” DIW Economic Bulletin, no. 24
(2014).

2 M. Kokert, D. Schéfer, and A. Stephan, "Low Base Interest Rates: An
Opportunity in the Euro Debt Crisis,” DIW Economic Bulletin, no. 5 (2014):
3-13.
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Debt problems in the euro area will remain highly relevant for
the foreseeable future.

Figure 2
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The probability of a debt haircut is again regarded by the financial markets as
increasingly low.

20

have an incentive to shelve efforts for more budgetary
discipline to better buffer adverse shocks while more
solvent countries engage in international financial aid
packages to shield themselves from adverse spillovers.

Statutory Insolvency Regime for States
Implies Economic Trade-offs

One alternative to the bailout policies implemented in
the crisis would be a European debt restructuring frame-
work , thatis, an explicitlegal regulation in the event of a
sovereign default that bails in sovereign creditors. While
such institutional frameworks have been called for after
each sovereign debt crisis over the past three decades;
its implementation has so far failed due to political re-
sistance—particularly owing to the economic trade-offs
associated with an insolvency framework of this kind.
The pros and cons to this approach cannot easily be as-
sessed in practice. The reason for this lies in the specif-
ic nature of sovereign debt which can be difficult to le-
gally assert in the event of payment default. Therefore,
the repayment of debts and interest of a sovereign state
might be prone to opportunistic behavior in the form
of a state repudiating a large part of its debt by means
of a debt haircut. In practice, however, the loss of repu-
tation, negative trade effects, the high costs of legal dis-
putes, and the impact on the financial system usually
prevent strategic payment defaults.s These disciplining
factors make it possible for the country to accumulate
debt at comparatively low-interest payments despite
the legal uncertainty for investors.® An insolvency re-
gime might therefore lead to higher financing costs in
the euro area. A future restructuring regulation should
consider both effects: the costly restructuring of sover-
eign debt or unpleasant bailout policies conditional on
a future crisis and the interest rates countries face when
the institutional setting changes.

There is a disparity in the euro area at present: the ex
post costs accompanying a debt restructuring outweigh
the positive disciplining ex ante effects of these costs. In
particular, financial sector linkages in advanced and fi-
nancially developed economies as in the euro area lead to

3 K. Rogoff and J. Zettelmeyer, "Bankruptcy procedures for sovereigns:
A history of ideas, 1976-2001," IMF Staff Papers 49 (3) (2002): 470-507.

4 A Szdodruch, Staateninsolvenz und private Glaubiger: Rechtsprobleme des
Private Sector Involvement bei staatlichen Finanzkrisen im 21. Jahrhundert,
(Berlin: 2008).

5 E Borensztein and U. Panizza, "The Costs of Sovereign Default,” IMF Staff
Papers 56 (4) (2009): 683-741.

6 M. Dooley, "International financial architecture and strategic default. Can
financial crises be less painful?,” Carnegie-Rochester Conference Series on
Public Policy 53 (2000): 361-377.

DIW Economic Bulletin 10.2014



DEBT RESTRUCTURING IN THE EURO AREA: HOW CAN SOVEREIGN DEBT BE RESTRUCTURED MORE EFFECTIVELY?

very high overall economic costs.” Certainly, these costs
ensure that the probability of default is lower from the
creditor’s viewpoint, which is why a state can accrue debt
at lower interest rates. However, this incentive problem
leads to the problem of overborrowing in the euro area
—and since the welfare losses incurred in the event of
a disorderly debt restructuring ought to outweigh the
advantages of favorable interest rates by far, an insol-
vency regulation for the euro area would be particular-
ly advantageous.?

Attempts to make debt restructuring easier in the future
do not seem to have brought about a noticeable rise in
national financing costs; on the contrary, the probabili-
ty of a default occurring is currently once more at an all-
time low (see Figure 2). This is primarily because of the
implicit bailout guarantee of the ECB, whereby the euro
as a currency and the Monetary Union are to be retained
in their current form. Certainly, the explicit pricing of a
debt restructuring scenario would better reflect the ac-
tual risks in the European sovereign debt market with
heterogeneous debt levels. In the short term, however,
areturn of financial market turbulence cannot be com-
pletely ruled out in the euro area in response to a pre-
mature introduction of an insolvency statute for states.
In particular, the resulting higher perceived risks from
government bonds from the crisis countries could lead
to a renewed rise in risk premiums that render current
debt levels unsustainable.”

Rescue Policy for Euro Countries Has
Time-Inconsistency Problem

The rescue policy for the euro countries also has an ad-
ditional problem which is evident in the case of Greece:
funds made available by international backers in 2010/11
were used to pay off Greek bonds with short maturities
in full such that these holders did not contribute to the
debt restructuring of 2012. As a result, funds from

7 C. GroBe Steffen and P. Engler, "Sovereign risk, interbank freezes, and
aggregate fluctuations,” ssrn.com/abstract=2489914 (2014).

8 P Gai, S. Hayes, and H. Shin, "Crisis costs and debtor discipline: The
efficacy of public policy in sovereign debt crises,” Journal of International
Economics (62) 2 (2001): 245-262.

9 In this context, reference should be made to a meeting on
October 19, 2010 between Merkel and Sarkozy in Deauville, France, where they
agreed there must be bail-in elements for private creditors in connection with
ESM financial aid. It is, however, contentious as to whether the simultaneously
turbulent financial markets were actually caused by this statement; see A.
Mody, “The ghost of Deauville," voxeu.org/article/ghost-deauville, (2014).

10 International backers included the IMF and euro area countries as part of
the first aid package. The second aid package also included EFSF funds. The
restructuring of private creditors then followed with a time lag in March 2012;
see. J. Zettelmeyer, C. Trebesch, and M. Gulati, “The Greek debt restructuring:
an autopsy,” Economic Policy (2013): 513-563.
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the European Financial Stability Facility (EFSF) were ef-
fectively used as a bailout. As the legal successor of the
EFSF, the European Stability Mechanism (ESM) will
therefore take on the loans, which according to its own
statutes it ought never to have spent because it is only
entitled to ease liquidity bottlenecks and which funda-
mentally presuppose sustainable debt levels. This prob-
lem persists and is coupled to any form of assistance
given in the event of liquidity bottlenecks which later
turn out to be cases of insolvency. Effective bail-in ele-
ments are lacking at present—that is, mechanisms that
would shiftliability back to the creditors—meaning the
ESM will always agree in hindsight to a bailout due to
the time-inconsistency problem (see Box 1).” This has
two substantial disadvantages. First, the insufficient
control function of the financial markets will continue
to undermine decisions made by national governments
in the euro area relating to indebtedness. Second, this
compounds coordination problems for creditors because,
given the prospect of loans being fully repaid, there are
incentives for spurning an offer of debt rescheduling.

Coordination Problems among Creditors
and Holdouts Increase Costs of Debt
Restructuring

There are two cases in which coordination problems
may occur for creditors.” In the first case, a group can-
not agree on a reasonable restructuring offer for an il-
liquid or insolvent government. In the second, a small
group refuses a restructuring offer (holdout creditors),
and insists on being paid the original nominal value in-
stead, with the expectation of improved solvency due to
the debt reduction. This free riding behavior can then
lead to the remaining creditors, for whom the deal would
have been favorable, no longer agreeing to it.3 Agree-
ment is then prevented in certain circumstances, or cer-
tainly made more difficult or delayed.™

As a result, coordination problems between creditors
force up the costs of debt restructuring and therefore

11 M. Miller and 1. Zhang, "Sovereign liquidity crises: The strategic case for a
payments standstill,” Economic Journal, (1010) (2000) 460, 335-362.

12 R. Bi, M. Chamon, and J. Zettelmeyer, "The problem that wasn't:
Coordination failures in sovereign debt restructurings,” IMF Working Paper,
WP/11,/265 (2011).

13 Holdout strategies are particularly worthwhile with pro rata
clauses, see R. Pitchford and M. Wright, "Holdouts in sovereign debt
restructuring: A theory of negotiation in a weak contractual environment,”
Review of Economic Studies 79, (2012): 812-837.

14 Famous cases include NML vs. Argentina, in which the 2005 debt
restructuring had to be postponed by several months due to seizures by
holdout creditors; another example is in Peru where the Brady debt
restructuring in the 1990s was initially attacked by US banks and later by the
Elliott hedge fund.
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Box 1

ESM Liquidity Assistance and the Problem of Time Inconsistency

The time-inconsistency problem of the European Sta-
bility Mechanism (ESM) can be illustrated using a
simple game-theory example.’ Suppose a member of
the Monetary Union gets into financial difficulties
but remains solvent. The actual value of all assets is
130. However, due to the illiquidity of the country, the
assets only have a market value of 100. In the game
scenario, it is now a question of splitting the value
of the assets between the creditors on the one hand,
and the debtor government and the ESM on the oth-
er. Suitable courses of action are: creditors can either
extend their loans or seize the outstanding amount.
In turn, the ESM can issue a rescue loan (bailout)
or do nothing.

According to the payout matrix (see Table), it is evi-
dent that there are two Nash equilibria. If the cred-
itors choose a credit extension and therefore make
concessions to the creditor country, they receive 8o,
while the debtor country receives 50, i.e., the differ-
ence between the total value and the creditor pay-
ment. The total value of 130 is maintained in the roll-
over scenario. However, if creditors decide against a
credit extension, it makes sense for the ESM to agree
to a bailout. In the case of a seizure, the creditor re-
ceives 100 since the ESM underwrites full payment.
The debtor receives the remaining 30, less 5 for the
macroeconomic adjustment program which it has

1  The example shown here is taken from an analysis by Miller and
Zhang, "Sovereign liquidity crises,” and applied to the case of the ESM.

have a negative effect on the euro area as a whole by am-
plifying potential spillover effects. There are, however, at
least two options to defuse these coordination problems.
First, this could be achieved by adding debt restructur-
ing clauses to contractual documentation when issuing
new sovereign bonds, making it easier for creditors to
coordinate in the event of insolvency.” Second, statutory
elements could be set up to prevent holdout strategies.'

15 Additional elements that could reduce the coordination problem include
minimum participation constraints (in which a debt restructuring can only be
implemented if a large majority of creditors participates) as well as exit
consents (in which the non-reserved matters are changed), see Bi et al., “The
problem that wasn't."

16 A. Haldane et al., "Analytics of sovereign debt restructuring,” Journal of
International Economics 65 (2003) 315-333; S. Ghosal and M. Miller,

Table
Payout Matrix
ESM/Debtor
No action ‘ Bailout
. Credit extension (80,50) (80,50)
Creditor .
Seizure (40/0) (100/25)

Source: M. Miller and 1. Zhang, "Sovereign liquidity crises.”
© DIW Berlin

to retain in the event of financial aid. If the credi-
tors decide in favor of a seizure and the ESM does
not provide a bailout, then the creditor only receives
the available securities of 40. The debtor country is
subject to a disorderly sovereign default and is pun-
ished by high economic costs and contagion effects
due to the payout of o.

From the ESM’s perspective, it would now be optimal
to coordinate the Nash equilibrium in the top left.
However, this is not possible, assuming that credi-
tors are able to choose their strategy first (first-mov-
er advantage) and decide not to extend the loans. In
this case, the ESM strategy of not offering bailouts is
implausible and therefore time inconsistent. Since it
only has the choice between payouts of o (no action)
and 25 (bailout), it will opt for the bailout, although
this is not its preferred equilibrium. If the creditor
has all the information about the game, there is only
one dominant strategy: in the event of a liquidity cri-
sis, the creditor will never extend the loan and the
ESM will always agree to a bailout..

Current Collective Action Clauses
Inadequate

Investor coordination problems have occurred much
more frequently in sovereign debt restructurings since
the early 199os. While the aggregated participation rate
in restructuring measures remains high,” holdout cred-
itors have increasingly legally contested debt restructur-

"Co-ordination failure, moral hazard and sovereign bankruptcy procedures,”
The Economic Journal 113 (April 2003): 276-304.

17 Moody's, “The Role of Holdout Creditors and CACs in Sovereign Debt
Restructurings,” Special Comment (2013).
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ings.”® The Greek government is fighting lawsuits de-
spite the fact that the 2012 debt restructuring involved
the vast majority of creditors.”

In order to simplify future debt restructurings, in March
2011, the European Council stated its intention to in-
clude Collective Action Clauses (CACs) in all contrac-
tual documentation for new bonds (see Box 2). This
was later included in the ESM treaty and implement-
ed from the start of 2013 for all new bond issues in the
euro area.>® Previously, European sovereign bonds did
not usually include CACs.?" Emerging countries, on the
other hand, have increasingly been using these claus-
es for at least the past decade. However, the clauses of-
ten only encompass investors in individual bonds. This
can lead to holdout creditors blocking a debt restruc-
turing despite the presence of CACs.>* To circumvent
this problem, the new Euro-CACs propose two voting
options which can be presented to the creditors: apart
from a traditional bond-specific vote, in which 75 per-
cent of creditors must vote on each bond, it is also possi-
ble to implement an aggregated vote on multiple bonds.
If this option is chosen, changes to the reserved matters
of a bond become binding for all investors if two majori-
ties are reached: three-quarters of the aggregated nomi-
nal value of all outstanding bonds and two-thirds of the
nominal value of individual bonds.

If a two-thirds majority is not reached for the second
group, however, the bond will not be completely re-
structured even if a three-quarters aggregate majori-
ty is reached. Bond-specific participation rates of less
than two-thirds are not unusual, particularly for large
restructurings with many separate securities (see Fig-
ure 3), even though all debt restructurings in the past
15 years have achieved aggregated agreement rates of
over 75 percent.

18 J. Schumacher, C. Trebesch, and H. Enderlein, "Sovereign defaults in court:
The rise of creditor litigation,” ssrn.com/abstract=2189997 (2014).

19 Slovakian and Cypriot banks have initiated legal proceedings against
Greece at the World Bank arbitration court (International Centre for the
Settlement of Investment Disputes, ICSID), see Postova banka, a.s. and Istrokap-
ital SE v. Hellenic Republic, ICSID Case No. ARB/13/8. The case was accepted
by the ICISD for consultation. At present, it is still hearing evidence. A group of
small investors brought an action before both German and Greek courts; these
have so far been rejected in the first instance, however.

20 See europa.eu/efc/sub_committee/cac/index_en.htm, and the ESM
contract, preamble, no. 11.

21 With exception of the bonds issued under English law.

22 For example, consider a country that wants to restructure three bonds with
the same nominal value and a CAC majority of 75 percent, and that achieves a
95-percent majority on two bonds and a 70-percent majority on the third
bond. Without aggregation, only the two first bonds can be fully restructured.
30 percent of the third bond would remain unrestructured despite an
aggregated participation rate of 86.7 percent.

DIW Economic Bulletin 10.2014

Box 2
Key Elements in Bond Documentation

Collective Action Clauses (CACs)

Bonds containing CACs permit, at the request of
the issuer, changing certain reserved matters with a
qualified majority of investors for the entire body of
creditors, including those who do not agree to the
change. The reserved matters usually include terms
of payment, such as the nominal value and interest
of a bond, and also other fundamental points con-
cerning the value of the bond, including date and
place of payment, and place of jurisdiction. A typi-
cal CAC could, for example, allow a reduction of the
nominal value for all creditors if at least 75 percent
of a quorum of 50 percent of all investors agrees.

Equal Treatment Clauses (Pari Passu)

Pari passu (“equal footing") clauses promise an
“equal” treatment of the various creditor classes wi-
thin a defined group of debt types.1 In a much-pub-
licized order in the case of NML Capital vs. Republic
of Argentina, a US court decided, however, that such
clauses also imply pro-rata payments to all creditor
classes. Thus, holdout creditors would receive the
full value of their claims, as long as investors who
participate in a restructuring get the full value of
their new, reduced claims. However, the exact wor-
ding of the clause varies considerably between coun-
tries and consulting law firms.2 Not all formulations
impose an obligation to make pro-rata payments.

1 L Buchheit and J. Pam, “The Pari Passu Clause in Sovereign Debt
Instruments,” Emory Law Journal 53, 871-922 (2004); M. Wright,
“Interpreting the Pari Passu Clause in Sovereign Bond Contracts: It's
All Hebrew (and Aramaic) to Me," Capital Markets Law Journal
(forthcoming).

2 M. Weidemaier, R. Scott, and M. Gulati, "Origin Myths, Contracts,
and the Hunt for Pari Passu,” Law & Social Inquiry, 38 (1), 72-105
(2013).

An additional problem is the large volume of debts cur-
rently outstanding in the euro area: since the Euro-CACs
are only included in new bond contracts and are not in-
cluded retrospectively in outstanding bonds, the entire
debt will have to be refinanced again under the new
conditions before the reform can fully take effect. The



DEBT RESTRUCTURING IN THE EURO AREA: HOW CAN SOVEREIGN DEBT BE RESTRUCTURED MORE EFFECTIVELY?

24

Figure 3

Participation Rates in Previous Debt
Restructurings
In percent
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While bonds issued under Greek law (with aggregated CACs)
achieved a participation rate of 100 percent, the participation
rate for bonds issued under foreign law was significantly lower at
71 percent. Many Argentine bonds could also only be rescheduled
at less than 75 percent in 2005.

remaining time to maturity of outstanding sovereign
bonds from euro countries is, on average, almost sev-
en years, and significantly longer in some countries:
for instance, Greece, Ireland, Italy, and Spain current-
ly have outstanding bonds with a time to maturity of at
least 25 years.»

23 Average terms: ESCB, Eurostat, and national data; longest terms:
Bloomberg.

Even though the costs of introducing CACs might ini-
tially seem low (see Figures 4 and s5), they can lead to
higher interest costs under certain circumstances.# For
bonds issued under domestic laws, governments could
change the conditions retrospectively through legisla-
tion even without CACs.* Given the problems men-
tioned above and the potential costs, the question arises
as to why the member states of the euro area have em-
barked on this reform in the first place. Some observ-
ers have argued that they mostly serve symbolic value
and signal that future restructurings should continue
to be organized ad hoc—not in the form of an institu-
tional framework.2¢

Opportunities within an Institutionally
Restructured Euro Area

Since contractual changes for sovereign bonds to date
have not been able to solve all coordination problems
among creditors, additional precaution needs to be tak-
en to make debt restructuring legally possible—that is
to say, an insolvency regime should be introduced.

Numerous proposed designs for such a regime in the
euro area have already been developed.?” Recent sugges-
tions include the PADRE plan,? the VIPS proposal,>?
and a proposal for a European Crisis Resolution Mech-
anism.° There are also discussions about introducing
additional instruments that go beyond restructuring
clauses and explicitly include converting fixed claims

24 B. Eichengreen and A. Mody, "Do Collective Action Clauses Raise
Borrowing Costs?," Economic Journal (114) (2004): 247-264; M. Bradley and
M. Gulati, "Collective action clauses for the Eurozone,” Review of Finance
(2013) 1-58; A. Bardozzetti and D. Dottori, “Collective Action Clauses: How do
they affect sovereign bond yields?," Journal of International Economics (92)
(2014): 286-303.

25 CGreece was able to retrospectively add CACs to its bonds using this
method, see J. Zettelmeyer et al., “The Greek debt restructuring.” This might
also have implications on the borrowing costs in times of crisis, see M. Chamon,
J. Schumacher, and C. Trebesch, “Foreign Law Bonds: Can They Reduce
Sovereign Borrowing Costs?" (computer printout, Humboldt Universitat zu
Berlin).

26 A. Gelpern and M. Gulati, "The wonderclause,” Journal of Comparative
Economics (41) (2013): 367-385. See also M. Weidemaier and M. Gulati,

‘A People’s History of Collective Action Clauses,” Virginia Journal of
International Law (54), (2014) 1-95.

27 For an overview of the history of ideas, see Rogoff and Zettelmeyer,
"Bankruptcy procedures for sovereigns.”

28 P Paris and C. Wyplosz, "PADRE: Politically acceptable debt restructuring
in the Eurozone," Geneva Special Report on the World Economy 3, ICMB and
CEPR (2014).

29 C. Fuest, F. Heinemann, and C. Schréder, A viable insolvency procedure for
sovereigns (VIPS) in the Euro Area (Mannheim: June 2014).

30 F Gianviti, et al., "A European mechanism for sovereign debt crisis
resolution: A proposal,” Bruegel Blueprint Series (2010).
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Figure 4

Returns on Bonds with and without CACs
In percentage points
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Interest premiums on bonds with CACs are low in the euro area.
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Figure 5

Interest Premium for Bonds with Restructuring
Clauses
In percentage points

Sources: Bloomberg; calculations by DIW Berlin.

© DIW Berlin

Interest premiums on bonds with CACs are low in the euro area.

into liable capital ** Automatically extending maturities
might also be considered .’

The current political and thematic debate on this issue
has not yet been concluded. While the financial indus-
try highlights the success of the contractual approach
and expresses concerns about statutory restructuring
regimes, others have stressed the need for more in-
stitutional solutions particularly for the euro areas+ A
practicable compromise could be a reform proposal by
the Committee for International Economic Policy and
Reform (CIEPR), which would allow effective debt re-
structuring with minimum intervention.> The propos-
alis based on the idea of extending ESM regulations so
as to give countries wide-ranging legal immunity. This
would enable them to overcome the holdout problem in
a restructuring. As a pre-condition, the ESM would at-
tach different financing conditions depending on the

31 A Mody, "Sovereign debt and its restructuring framework in the euro
area," Bruegel Working Paper 2013/05.

32 M. Brooke, et al., "Sovereign default and state-contingent debt,” Bank of
England, Financial Stability Paper, no. 27; and M. Miller and D. Thomas,
"Eurozone sovereign debt restructuring: Keeping the vultures at bay,” Oxford
Review of Economic Policy 29 (4) (2013): 745-763.

33 IF, Principles for stable capital flows and fair debt restructuring: Report on
implementation by the Principles Consultative Group (Washington, D.C.: 2013).
34 Christophe Paulus, A Debt Restructuring Mechanism for Sovereigns: Do we
need a legal procedure? (Munich: 2010).

35 L. Buchheit, et al., “Revisiting sovereign bankruptcy,” CIEPR report
(October 2013).
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debt level of the crisis country. In particular, a highly in-
debted member country with a sovereign debt to GDP
ratio of more than 9o to 100 percent could only gain ac-
cess to ESM funds if it imposes a sufficiently high debt
haircut on its private creditors and, in addition, accepts
a macro-economic adjustment program, as already stip-
ulated in the existing ESM treaty.

The advantages can be summarized in three points.
First, any insolvency delay would be prevented and the
ESM strengthened as a bridge for liquidity bottlenecks.
Second, the possibility of organized and preventative re-
structuring would reduce the economic costs of a debt
crisis. Third, it would re-establish necessary market
mechanisms counteracting the problem of excessive in-
debtedness in the euro area in advance.

Legislation Changes Could Prevent
Blocking by Private Investors

The national economies of Europe and, in particular, the
euro area are not only strongly financially integrated but
also through with respect to inner-European trade. In
addition to capital flows, trade revenues are frequent-
ly targeted for attachment by holdout investors.3® Inter-
nal European capital and trade flows could be made
immune from seizures by amending the ESM treaty
for countries in a program.” A precedent case for such
a measure took place in 2003: the restructuring of sov-
ereign debts in Iraq, when the United Nations adopted
a resolution which protected incomes from oil exports
against seizures by private creditors.?®

Conditional on defaults, courts usually award full judg-
ments to litigating creditors. The enforcement of such
judgments, however, is often difficult and protracted.’
This makes the option of rejecting a debt restructuring
unattractive to many investors. The most recent inter-
pretation of the pari passu clause in the lawsuit between
Argentina and its creditors could change this trade-off
substantially, however, since the blocking of payment
flows offers holdout plaintiffs a relatively simple and, at
the same time, effective leverage to enforce judgments
or force countries into a settlement (see Box 2). Partic-
ularly in the euro area, with its strongly integrated pay-

36 J. Schumacher et al., "Sovereign defaults in court.”

37 L. Buchheit, M. Gulati, and 1. Tirado, “The Problem of Holdout Creditors in
Eurozone Sovereign Debt Restructurings,” ssr.com//abstract=2205704.

38 L. Buchheit, et al., "Revisiting sovereign bankruptcy”; see also U.N.
Resolution 1483.

39 J. Schumacher et al., "Sovereign defaults in court”; see also G. Foster,
“Collecting from Sovereigns” Arizona Journal of International & Comparative
Law 25 (2008): 665-731.

ment flows, a blockade of this kind would provide com-
pelling leverage.

This risk could be reduced through legislation chang-
es in the financial centers of Europe to protect payment
flows against blockades or seizures by investors. Bel-
gium, headquarters of clearing company Euroclear,
amended the relevant legislation ten years ago.4° Sim-
ilar legislative amendments—particularly in the UK,
Luxembourg, France, and Germany—would minimize
the risk substantially.+

Contractual Changes and Improved CACs

In a much-publicized reform proposal, representatives
of the financial industry body International Capital Mar-
kets Association (ICMA) recommended changes to two
key elements of government bond documentation in Au-
gust 2014.4 In addition to a stronger aggregation feature
in CACs, a new formulation of the pari passu clause is
supposed to exclude the interpretation of pro-rata pay-
outs to exchange and holdout creditors.

The suggested CAC formulation is similar in many re-
spects to the Euro-CACs, but contains an additional,
third voting option.# This option allows a restructuring
to be imposed on all creditors if an aggregate majority
of 75 percent of the total nominal value of the outsand-
ing debt agrees to it. Even if individual bond series re-
fuse the proposal completely, investors cannot prevent
an exchange, as long as they do not represent at least 25
percent of the total debt.

A pari passu clause similar to the recent ICMA propos-
al, which explicitly excludes a pro-rata payment in the
event of a debt restructuring would result in a signif-
icant mitigation of the risk of payment flow seizures
or blockades.+ The current practice of employing im-

40 See Buchheit, "Revisiting sovereign bankruptcy” 31-32. The relevant
legislation amendment provides that ,Any cash settlement account [...] as well
as any cash transfer, through a Belgian or foreign credit institution to be
credited to such cash settlement account, cannot be attached, [...] by any
means by a participant [...], a counterpart or a third party.”

41 Euroclear's major European competitors, such as LCH.Clearnet and Eurex,
are also based in these countries.

42 www.icmagroup.org/resources/Sovereign-Debt-Information/.

43 The first two options are (a) bond-specific voting with a majority of 75
percent (identical to the EuroCACs) and (b) two /imb voting with a 66 2/3
majority in aggregate debt and a 50-percent majority in each individual bond
(lower majority requirements than for EuroCACs). See ICMA, Standard
Aggregated Collective Action Clauses for the Terms and Conditions of
Sovereign Notes. www.icmagroup.org/assets/documents/Resources/
ICMA-Standard-CACs-August-2014.pdf.

44 |CMA (2014): Standard Pari Passu Provision for the Terms and Conditions
of Sovereign Notes. www.icmagroup.org/assets/documents/Resources/
ICMA-Standard-Pari-Passu-Provision-August-2014.pdf: , The Issuer shall have no
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proved collective action clauses is inconsistent. While
Armenia, Belize, and Italy, inter alia, have amended the
legal structure of their bonds to a less captious formula-
tion,# many other countries have not made any chang-
es.4¢ A more consistent formulation in which pro rata
payment of creditors is not required would significant-
ly reduce the risk of adverse interpretations as in the Ar-
gentine case in future debt restructurings.

Conclusion

Given that public debt in the euro area is still high, fu-
ture debt restructurings cannot be ruled out. Due to ex-
isting coordination problems among private creditors,
such sovereign debt restructurings also come with sig-
nificant inefficiencies. This applies in particular to the
euro area with its strong economic and financial inte-
gration.

The reforms carried out so far are not sufficient to pre-
vent these inefficiencies. Easy-to-implement institution-
al changes, in particular protecting trade flows and insti-
tutions of the payment system against blockades by pri-
vate creditors, should therefore be combined with more
extensive contractual amendments with improved CACs.
Introducing stronger collective action clauses with ag-
gregated voting thresholds and relaxing the pari passu
equality clause might significantly reduce coordination
problems among creditors, thus making sovereign debt
restructurings easier in the future. A more far-reaching
and possibly institutional restructuring framework for
states in the euro area is desirable and should be imple-
mented in the course of amendments to the ESM Treaty.
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obligation to effect equal or rateable payment(s) at any time with respect to
any such other External Indebtedness and, in particular, shall have no
obligation to pay other External Indebtedness at the same time or as a
condition of paying sums due on the Notes and vice versa."

45 For Italy, see www.creditslips.org/creditslips/2013,/04 /italys-pari-pas-
su-scrubbing.html; the different formulations can be found in the Fiscal Agency
Agreements from 2003 and 2013, www.sec.gov,/Archives/edgar/
data/52782,/000115697303000912/u46221exv99wa.htm and www.sec.
gov/Archives/edgar/data/52782,,000119312513038559,/d475398dex99a.
htm. For Armenia, see documentation for bond XS0974642273; Belize,
USP16394AG62.

46 Among others, Costa Rica, Ivory Coast, Mongolia, Rwanda, Serbia, and
Ukraine, ftalphaville.ft.com/2012,/12,/06,1298193/all-ofthis-has-happened-
before-and-will-happen-again-sovereign-pari-passu-edition,/.
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