


Some of the challenges relate to the need for better information from the credit ratings agencies
(where she indicated that both for corporate and sovereign ratings cross-agency ratings
disagreements remain high with that of the former being more pronounced); the need for a
review of flexibility analyses in debt sustainability frameworks (i.e., should constraints be relaxed
for new borrowings, standardized frameworks probably do not work across various EM
countries); the important implications for assigning default risk, while the spread variation is
widening for sovereign debt putting an upward pressure on the level of future default rates; the
problems with IMF “signals”; doubts that may be cast on new IMF programs that are viewed as
too pro-cyclical, thus unnecessarily exacerbati



Mr. Wolfson discussed the conflicts, lack of credible information, and political coloring of debt
sustainability analyses. He started with a history lesson. The Baker Plan in the early 1980’s
aided debtors by delaying debt repayment since their perceived problem was timing and
liquidity, not insolvency and their ability to pay. The Brady Plan in the 1990’s was meant not just
to address liquidity and the timing of cash flow, but rather to forgive substantial debt entirely as
a stimulus for economic growth means to restore solvency. Debt sustainability was seen in the
wider context of implementing the Washington consensus, including the emphasis on fiscal
responsibility which would ensure debt sustainability. Shortly prior to Argentina’s impending
default in December 2001, the IMF took steps to implement the Sovereign Debt Restructuring
Mechanism, a bankruptcy regime for sovereigns, meant to discourage disruptive litigation and
enable all debtor financings to be dealt with as a whole. This SDRM proposal was widely
criticized as being ineffective in its ability to enforce such a regime on sovereigns, and it was
viewed as impairing the ability of the parties to restructure the sovereign debt in the best
interests of the debtor and creditor. The IMF was not acceptable as an impartial bankruptcy
judge because it itself and its shareholders were creditors. In April 2003, U.S. withdrew its
support for the SDRM proposal and announced its preference for collective action mechanisms
(first fully implemented by Mexico) to facilitate restructurings. There was also more of a focus
on loosening the sharing requirements, as well as bringing the relevant debtor and creditors to
the table at the same time through engagement clauses (whereby the debtor would pay for the
creditors’ legal counsel). As time marched on, there was less discussion of fiscal responsibility
and more on debt sustainability. So as to inform borrower and lending decisions, the IMF
developed a framework (alluded to by Ms. Schneider) for analyzing whether a debtor can repay
its debt. In his view, a standardized framework does not adequately demonstrate that
sustainable levels and the ability to generate surpluses can vary from country to country.
Borrowing and lending decisions based on thresholds derived from a standardized framework
need to be revisited. The IMF 4 risk standards, while recognizing that one size doesn't fit all,
may still not be the proper gauge for debt sustainability (which may require even more than 4
categories or benchmarks), and this raises the question of which third party’s criteria can be
relied upon, with investor confidence, for that analysis. And, even further, Mr. Wolfson
concluded, maybe the focus in this crisis should not be on the vulnerability of the debtor, but



review should also cover the comprehensiveness of debt restructuring and the distribution of the
haircut between official and private creditors.

Ms. Schneider concluded the panel discussion by maintaining that gaps in the financial
architecture make defaults more costly for both debtors and creditors, and that it is now more
reasonable to look for a balance among new resources, breathing space and debt restructuring
through differing tools of crisis prevention and management to maintain the world’'s financial
stability. Who will lead this endeavor remains to be seen.

Click Here for Ms. Chang’s presentation and Click Here for Ms. Daly’s recent article “Don’t
assume” or contact Aviva Werner at awerner@emta.org for more information.
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