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"ABSTRACT

This thesis examines four discrete periods of sovereign default and restructuring over the
past 135 years and seeks to explain the observed variation in aggregated bargaining
outcomes between debtor states and private creditors. Utilizing a power-based analytical
framework borrowed from Barnett and Duvall (2005), the study assesses the relative
impact of four principal regime components on distributional results: the private creditor
representative body (institutional power); the degree and orientation of creditor country
government/IFI intervention (compulsory power); the structure and condition of the
capital markets (structural power); and, the discursive practices surrounding sovereign
default (productive power). The analysis suggests that the key private creditor institutions
— the British Corporation of Foreign Bondholders, the American Foreign Bondholders
Protective Council, and The London Club - have only marginally influenced results, and
that outcomes were instead driven by the action (or inaction) of creditor governments, the
structure of capital access (centralized or decentralized), and the relative condition of the
private capital markets (robust or collapsed). The paper concludes that compulsory and
structural regime elements are therefore more salient than institutional ones in the
sovereign debt bargaining exercise. From a public policy perspective, this study cautions
those who seek a newly-constituted, 21¥-century bondholder council, since such an
institution — like its historical predecessors — would find its impact on the sovereign debt
management process highly circumscribed. The thesis also challenges economic theory
on the matter of sovereign repayment incentives, arguing that the “either-or” nature of the
reputation-sanctions debate (Eaton-Gersovitz (1981) vs. Bulow-Rogoff (1989)) distracts
from the fact that these incentives have operated simultaneously over the past 135 years.
More specifically, the evidence suggests that structural and compulsory regime elements
— the equivalent of reputation and sanctions in the formal models — have largely
reinforced one another in the sovereign debt restructuring process, thereby amplifying
their impact on negotiating outcomes in each historical period.
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Chapter 1

Sovereign Default Through the Ages

We stop this recital with misgiving, for our prophetic soul tells us what will happen in the future.
Adjustments will be made. Debts will be scaled down and nations will start anew...And the process known
Jfor more than two thousand years will be continued. Defaults will not be ehmmated Investors will once
again be found gazing sadly and drearily upon foreign promises to pay.'

Max Winkler

1.1 The Cycles of Sovereign Default
In the fourth century B.C., ten Greek city-states walked awéy from their debt

obligations to the Delos Temple.> A little over two millennia later, Argentina ceased
payment on 178 foreign bonds with a face value totalling $81.8 billion dollars.? While
ancient Greece may have brought us the first recorded act of sovereign default, and
Argentina, the largest, the intervening years have witnessed consistent and disruptive
episodes of sovereign bankruptcy.

At the centre of international bond finance in the 19™ century, London witnessed
two periods of large-scale sovereign lending and default. The first began in 1822, when
Latin American states borrowed heavily to finance their wars of liberation. In most cases,
default followed shortly on the heels of initial bond floatations, with some rescheduling
negotiations lasting si‘xty years.* But troubled Latin American debtors were hardly alone
in their predicament. Beginning in the late 1830s, nine U.S. states, including Maryland,
Pennsylvania, Mississippi and Louisiana, all suspended debt service. Investor outcry in
London and Paris was so loud that London-based Barings took it upon itself to finance
the political campaigns of state candidates who would prioritize raising new taxes in

order to settle the defaulted obligations. This strategy was largely successful with one

! Winkler (1933), p. 179.

2 Dammers (1984).

? Republic of Argentina (2005).
* Aggarwal (1996), p. 19.
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notable exception: the state of Mississippi refused to negotiate with British
representatives and remains in default to European bondholders to this day.

The second lending boom of the 19" century began in 1860, with capital flowing
back into Latin America, Egypt and Turkey. Euphoria swept the London bond market
" from 1870 to 1873 during which time it seemed that “any government ‘which claimed
sovereignty over a bit of the earth’s surface and a fraction of its inhabitants could find a
financial agent in London and purchasers for her bonds.”® Unscrupulous underwriters
even managed to sell bonds to an eager but unsuspecting public on behalf of fictitious
countries.” The first Great Depression of 1873 brought this cycle of lending to an abrupt
halt, and defaults ensued once again. Although the Bank of England was successful in its
efforts to save Barings, one of Britain’s leading merchant banks, from its near fatal
exposure to Argentina in 1890, investor enthusiasm for sovereign bonds predictably
waned. _

The end of World War I marked the ascendance of American power and the rise
of New York as the world’s financial centre. Despite this shift, boom and bust lending
cycles continued just as they had in 19" century London. By 1933, in the depths of the
Great Depression, twelve Latin American and nine European countries, including
Germany, curtailed at least part of their debt servicing. Some defaults remained uncured
into the 1950s.}

The post-World War II era seemed to usher in a new, and seemingly more stable,
era of sovereign financing. While defaults had historically been followed by renewed
bond market access in the 19™ century, the experience of the Great Depression had the
effect of closing the bond market to sovereigns. And, with capital controls enshrined in
the Bretton Woods regime, the early post-war period saw bi-lateral and multilateral

official lending replace private bonds as the primary source of financing.

3 McGrane (1935); Dammers (1984), p. 78; The Corporation of Foreign Bondholders (1873-1987), Report
of 1987. Note that Florida, although counted as one of the nine states, was technically a territory at the time
of default.

¢ Aggarwal (1996), p. 27.
7 Tomz (2001) identifies the fictitious state as Poyais, a country invented by a Scottish adventurer named

Gregor MacGregor who devised the fraud on a trip to the Mosquito Coast, off modemn day Nicaragua. See
also Lipson (1985b), p. 44.

® Winkler (1933); McGrane (1935); Borchard and Wynne (1951b); Kindelberger (1978 [2002]); Dammers
(1984); Eichengreen and Lindert (1989); Aggarwal (1996); Eichengreen and Fishlow (1996).
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This era of official lending reigned until the 1970s, when the growth of the
offshore Eurodollar market enticed commercial banks to recycle large surplus deposits
from oil-exporting Middle Eastern countries as loans to developing countries. Such direct
financing by financial institutions had last been attempted by the Bardi, Peruzzi, and
Medici banks of medieval and Renaissance Italy. However, the lessons of history were
lost on the commercial bankers of the 1980s. Just as the Bardi and Peruzzi banks failed in
1327, when Edward III of England repudiated his debts, major money centre banks in the
1980s stood on the precipice of insolvency when the Latin American debt crisis began.’
The decade-long restructuring process that followed Mexico’s default in 1982 was
ultimately resolved with the adoption of the Brady Plan, in which banks offered partial
debt forgiveness and exchanged their bank loans for collateralized bonds. The Brady Plan
had the effect of returning defaulted sovereign debtors to the bond markets for the first
time since the 1920s, ironically sowing the seeds for the next round of sovereign debt
troubles. Beginning in 1994 with Mexico, contemporary sovereign financial crises once

again circled the globe, extending to Asia, Russia, Brazil, Turkey and Argentina.'

1.2 Private Creditors vs. 'Sovereign States — The Ad Hoc Machinery

Despite this long history of sovereign default, no formal sovereign bankruptcy
framework has ever evolved at the international level. So, how have private creditors and
sovereign states negotiated mutually acceptable settlements following a default? Most
would say that it was through a series of ad hoc representative bodies that emerged in
different historical periods with two principal purposes: to consolidate the interests of a
disparate group of private creditors and act as a focal point for negotiation with sovereign
states.!! Since the 19" century, we have seen the emergence of three such bodies in major
centres of capital export: The British Corporation of Foreign Bondholders (“CFBH”),
The American Foreign Bondholders Protective Council (“FBPC”), and the “G5-centric”

*Dammers (1984), p. 77; Cline (1995).

19 “Default” shall be taken to mean the cessation of principal and/or interest payments as required under the
debt contract. “Restructuring” will refer to any instance in which debtors and creditors come together to
renegotiate the terms of a debt contract, either pre- or post-default. “Sovereign debt management” will have
a meaning that is equivalent to “restructuring”. Debt held by official creditors is excluded from this
analysis.

""The Market-Based Debt Exchange is not a creditor representative body but a process in which investors
are canvassed by a sovereign’s bank and legal advisors for comment on proposed exchange offers.
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London Club. The table below provides a brief overview of each entity along with the
market-based debt exchange, a practice which has emerged since 1998 to partially

compensate for the lack of a bondholder representative:'>

Table 1A: Private Creditor Representative Bodies

Name Date of Origin Type of Organization

The Corporation of Foreign 1868 Legal entity. Formed in 1868 but granted

Bondhbolders (“CFBH”) a license under the 23™ Section of the
(ceased operations in 1988) . Companies Act in August, 1873. In 1898,

the CFBH was reconstituted under a
special Act of Parliament.

The Foreign Bondholders Protective 1933 Legal entity. Founded by the U.S. State
Council (“FBPC”) Department in December 1933 as a non-
stock, non-profit organization under the
(still operative, although largely dormant) | laws of the State of Maryland.

The London Club 1976 Informal organization. Developed during
debt negotiations with Zaire, Peru,
Turkey, Sudan and Poland from 1976 —
1981, but emerged as a distinct

(the only body to represent commercial (still operative, although with a lower | negotiating body during the 1980s Latin
bank, as opposed to bondholder, interests) | profile since 1980s Latin American debt | American debt crisis.

crisis)

Market-Based Debt Exchange 1998 Informal but increasingly patterned
process by which sovereign debtors,
represented by investment bank and legal
advisors, approach investors with
exchange offers, either pre- or post-
default.

Sources: The Corporation of Foreign Bondholders Annual Report (1873); Foreign Bondholders Protective Council Annual Report
(1936); Rieffel (2003).

The fact that today’s markets lack a bondholder representative remains the subject
of intense debate, and there has been no shortage of recommendations to revive one. For
.instance, after the International Monetary Fund failed in its bid to create the functional
‘equivalent of a supra-national bankruptcy court, the Institute of International Finance
(“IIF”), a group acting on behalf of large financial services firms, redoubled its efforts to
mandate bondholder representative committees, albeit on a voluntary, case-by-case basis.

In so doing, the IIF built on recommendations made by other market practitioners and

academics since the mid-1990s."

12 The Corporation of Foreign Bondholders (1873-1987), Report of 1873, pp. 6-7; Foreign Bondholders
Protective Council (1941-1944), Report of 1941-1944, p. xiv; Rieffel (2003), p. 97; Foreign Bondholders
Protective Council (1936-1977).

13 Krueger (2002); Institute of International Finance, International Primary Markets Association et al.
(2003); Institute of International Finance (2006); Institute of International Finance (2007). The IIF strongly
encourages sovereign debtors to fund bondholder committees at the time of a default as part of its
Voluntary Code of Conduct. See also MacMillan (1995a), Eichengreen and Portes (1995), and Portes
(2004), all of whom discuss the efficacy of resurrecting bondholder councils.
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Why should we attempt to reconstitute a bondholder council in the 21 century?
The IIF argues that such a body would markedly improve the fairness of the sovereign
debt management process.'* Without them, bondholders since 1998 have been subjected
to an increasingly patterned process called the Market-Based Debt Exchange.” This
practice offers debtors and creditors limited scope for communication through investment
bank and legal advisors, and it falls far short of the negotiating model of previous eras.
Since its goal is simply to determine the lowest market-clearing price at which a
successful exchange will take place, investors have described it as “aggressive” and
“non-consensual.”'® This is largely because, absent negotiation, sovereign debtors make
unilateral, one-time, “take-it-or-leave-it” offers to bondholders.!” Creditors - and those
who represent their interests - see the bondholder council as a way to counteract the
perceived one-sidedness of the current exchange process.

It is important to point out that bondholder councils are not only being
recommended as an antidote to unfairness; they are also seen as a way to improve
efficiency. At the moment, when a sovereign defaults, there is a great deal of uncertainty
as to how the process will unfold. How will debtor states communicate with creditors?
How can information be shared between debtors and creditors and among creditors
themselves? In previous eras, bondholder councils were the focal point for bargaining
and information dissemination. For these reasons, MacMillan (1995a, 1995b) and Portes
(2004) highlight the efficiency gains that could be reaped from the creation of a more
formal bondholder representative today: enhanced information flows, reduced
uncertainty, and more coordinated decision-making across different bond issues and
different classes of debt.'® While the goals of sovereign debt reformers to improve the
fairness and efficiency of the process are worthy, the question remains: how much have
private creditor representative bodies actually contributed to the sovereign debt
management process in the past? What can an investigation into their historical operation

‘tell us about their impact on negotiations between debtor states and private creditors? Did

14 Author Interview O.

15 The Market-Based Debt Exchange has taken shape since 1998, after the Russian debt crisis.
16 Author Interview D.

'7 Bulow and Klemperer (1996). The authors argue that auctions are more favorable than negotiations; the
debt-exchange process is more closely aligned to an auction process than a negotiation.
'8 MacMillan (1995a); MacMillan (1995b); Portes (2004).
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these entities make such important contributions — either by improving the speed of the
negotiations or the fairness of distributional results - to warrant their resurrection today?
In seeking answers to these questions, this thesis has endeavoured to make both
empirical and theoretical contributions to the existing sovereign debt literature. From an
" empirical perspective, fresh insights are offered into the operation, staffing, and funding
of the CFBH, FBPC and London Club, and the role these institutions played in sovereign
debt management. In the case of the American FBPC, we have been able to draw upon
newly available archival sources to supplement the limited secondary literature.
Theoretically, the analytical framework that will be developed in this study attempts to
bridge two sides of the debate in economic theoryA regarding sovereign repayment
incentives." In so doing, the thesis makes the following key arguments: i) that private
creditor representatives were not as critical in the production of bargaining outcomes as
previously thought; and, ii) that the two sovereign repayment incentives that have been
characterized in economic theory as competing — sanctions and reputation — instead
operate concurrently and have reinforced one another in debt restructurings since 1870.
The relevance of the research project and its contributions will be discussed in more
detail in Section 1.5.4. In the next section, the focus returns to the sovereign debt

restructuring regime and the development of our analytical framework.

1.3 Private Creditor Representative Bodies as a Regime Component

While we are interested in assessing the independent effects of private creditor
bodies on sovereign debt restructurings, we maintain that the focus of the current policy
debate on these entities has construed the process of sovereign debt management much
too narrowly. Drawing from economic theory as well as primary and secondary empirical
sources, we would argue that it is more accurate to portray the private creditor
representative body as simply one element in a much larger regime for sovereign debt
restructuring.’ This gives us the scope to examine not only the more institutionalized

aspects of the process — like the CFBH, FBPC and London Club - but also the variables

!9 Eaton and Gersovitz (1981); Bulow and Rogoff (1989a); Bulow and Rogoff (1989c).

% Krasner (1983). Also, see Haggard and Simmons (1987), p. 493. In this study, we will use the term
regime in accordance with the widely accepted formulation by Krasner (1983): “implicit or explicit
principles, norms, rules and decision-making procedures around which actors’ expectations converge” in
the issue area of sovereign debt management.
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.outside the creditor representative body which have impacted the efficiency and fairness
of sovereign debt management. Therefore, for the purposes of this analysis, we will

define a sovereign debt restructuring regime to include the following four elements:*'

e Creditor 'Representative Body: Depending upon the historical period, the
dominant organization would be the CFBH, the FBPC or the London Club. We
intend to give the Market-Based Debt Exchange the same analytical standing as
its more formal counterparts, remaining mindful of the fact that it is a patterned
process, not a legal entity or recognized organization.

¢ Degree and Orientation of Creditor Country Government Intervention: We
are interested in examining the willingness of creditor country governments to
intervene directly in the negotiation process between defaulting states and private
creditors. This intervention has taken many forms throughout history, from
military campaigns to subtler forms of moral suasion. And, the orientation of this
intervention is also important. During certain periods it has worked to benefit
private creditors while at other times it has worked to their detriment.

e Structure and Condition of the Global Capital Markets: The structure and
condition of the capital markets has historically exerted an influence on sovereign
debt negotiations. For example, centralized control of the markets provides
creditors with greater leverage, while market collapse or a high degree of market
liquidity tends to work in favour of debtors.

o Characterization of the Act of Default: It is important to consider that all
episodes of sovereign default take place in distinct historical eraé, each of which
ascribes a unique meaning to the act of default. These meanings, in turn, help
define the permissible array of remedies available to creditors, many of which are

enshrined in an evolving framework of international law.

1.4 Bargaining Outcomes in Sovereign Debt Restructuring Since 1870

Now that we have more accurately identified the components of sovereign debt

restructuring regimes, we can look at the outcomes produced by those regimes across

21 These four variables have been distilled from economic theory as well as a detailed review of the
empirical record.
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time. In our study, we intend to use two key variables to measure outcomes: the average
length of time from default to settlement (an efficiency measurement) and the amount of
debt forgiven (a distributional/fairness measurement). Time measurement is important
because it has customarily been the case that the longer the negotiation process, the more
punitive it is to the debtor. This is because defaulting countries are generally unable to
access the capital markets until they have reached an acceptable settlement with their
creditors.” The level of debt forgiveness is important since it represents the result of the
redistributive bargaining process. If private creditors forgive thifty percent of the
contractual debt, this thirty percent becomes a gain which accrues to the benefit of the
sovereign debtor. However, if the thirty percent level is agreed after two years, it is much
more valuable to the debtor state than if it is agreed after twelve years. For this reason,

the two variables must always be examined in tandem. The table below helps to illustrate

this point.
Table 1B: Debt Forgiveness and Settlement Times
Settlement Period (Years) Debt Forgiven (%) Qutcome
Long Low Punishes Debtors
Long High Balanced
Short Low Balanced
Short High Favours Debtors

We have aggregated a number of separate econometric studies over these four
historical periods to provide a starting point for assessing the variance in outcomes across
eras. The data show that both settlement periods and levels of debt forgiveness were

dramatically different under the auspices of each regime:*

2 Tomz (2001). The only exception in Tomz’ model was Greece, which secured a loan in 1833 while in
default. He attributes this to the loan guarantee offered by England, France and Russia.

3 Suter (1992), pp. 91-95; Cline (1995); Bowe and Dean (1997), p. 12; Singh (2003), p. 12; Sturzenegger
and Zettelmeyer (2005a); Roubini and Setser (2004a), Table A3; Dhillon, Garcia-Fronti et al. (2006);
Miller and Thomas (2006b); Rieffel (2003). Quantifying the period from default to settlement was a device
borrowed from Suter (1992). Measuring debt forgiveness is more universally recognized in the literature as

a way to quantify the outcome of a negotiation. These figures are discussed in more detail in the case study
chapters.
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Table 1C: Negotiating Qutcomes Between States and Private Creditors

Time Period Dominant Creditor Number of Cases | Average Time from | Debt Forgiveness
Representative Body Default to Settlement

1871-1925 Corporation of Foreign 52 6.3 years 12%
Bondholders (15.9%)*

1926-1975 Foreign Bondholders 37 . 10.1 years 23.2%
Protective Council (55.9%)*

1980 - 1997 The London Club 21 » 8.5 years 35%

1998-2005 Market-Based Debt 6 1.19 years 48.67%
Exchange

. Sources: Suter (1992); Cline (1995); Bowe and Dean (1997); Singh (2003); Sturzenegger and Zettelmeyer (2005a); Roubini and
Setser (2004a); Dhillon, Garcia-Fronti et al. (2006); Miller and Thomas (2006b); Rieffel (2003).

*Bracketed results for the periods beginning in 1871 and 1926 also take into account the forgiveness of accrued interest
and reductions in contractual interest rates. They were calculated using data sets provided by Christian Suter which are .
also available in Suter’s Schuldenzyklen in der Dritten Welt (1990). These recalculations help to put the earlier debt
forgiveness figures on a more comparable basis with those beginning in 1980. Also, the average time from default to

settlement in the period 1980-1997 does not account for interim accords under the multi-year rescheduling agreements;

in this era, settlement dates are taken to mean the dates on which debt forgiveness was finally agreed under the Brady
Plan.

The data account for all cases of sovereign debt restructuring in each period, and
suggest that the relative capabilities of states and private creditors in the negotiation
process were different depending on the operative regime.”* Sovereigns clearly paid more
to investors .in some periods than in others. For instance, British bondholders in the last
quarter of the 19™ century and commercial banks in the 1980s fared better than their
Depression era and 1990s counterparts. Also, it is important to reiterate that that we are
not ascribing these results solely to-the workings of the creditor representative body. As
we stated earlier, these organizations are part of the larger regime of debt restructuring,

and their impact needs to be evaluated in context.

% In the period 1871-1975, default and restructuring cases are confined to bond debt. In the period 1980-
1997, these cases are confined to commercial bank debt because bond debt was viewed as too difficult to
restructure. Bondholders therefore enjoyed de facto seniority in this era, despite the fact that their claims
were pari passu with the banks. In the period 1998-2005, both bank and bond debt are restructured.
However, our study focuses on bond debt since it was the most significant component of sovereign
borrowing in this period; additionally, data for commercial bank debt forgiveness is not available.
However, it should be noted that in the 1998-2005 period, both the London Club and the Market-Based
Debt Exchange operated simultaneously.
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1.5 The Research Agenda

The history of sovereign debt restructuring therefore presents us with an
important puzzle. How do we explain the historical variation in bargaining outcomes
between debtor states and private creditors? For instance, is there a single aspect of
the regime that is critical in producing the outcome? Or, do the various regime
components work together such that they offset or reinforce one another to produce the
observed results? How much independent impact does the private creditor representative
body have? The research agenda of this thesis has been to devise an analytical framework
that will help answer these questions.

Bargaining outcomes will not be measured by looking at ‘individual cases of
negotiation, but rather at aggregated outcomes in each of the four historical periods that
corfespond to the principal operation of the private creditor representative bodies cited
above. While we acknowledge that variation can occur in individual instances of
negotiation, we maintain that the regime’s performance can best be judged by measuring
outcomes for the largest number of cases in each historical period. Additionally, we have
excluded debt held by the official sector - governments and multilateral financial
institutions - from this study. However, we remain keenly interested in how the actions of
the official sector influence outcomes for private creditors. As a result, the undertakings
of bi-lateral and multi-lateral players in sovereign debt restructurings will be a key focus
of this study. Although we will not be examining bi-lateral, Paris Club bargaining results,
we will seek to isolate the ways in which official actors either promote or hinder the

bargaining prospects of private creditors.

1.5.1 A Power-Based Analytical Framework

We intend to employ a power-based framework to analyze the outcomes produced
by sovereign debt restructuring regimes over four historical periods. As we will explain
more fully in Chapter 3, this is in part because we consider sovereign debt management
to more closely approximate a zero-sum - as opposed to a joint-gains — issue-area. The
characterization seems appropriate since the act of negotiation seeks to redress
distributional conflicts. In game theoretical terms, the process is not characterized by

Nash equilibria that are Pareto suboptimal, but rather by disagreements about which point
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along the Pareto frontier should be chosen.”® In other words, it is not generally the case
that two parties to a debt negotiation can jointly improve their outcomes through
cooperation. In fact, any improvement to the outcome of one party will most likely result
in an injury to the second. That is because once the decision is taken to negotiate, each
party knows that any concession on his part translates into a gain for the opposing side.
Also, sovereign debt management is always and everywhere a political phenomenon.?®
This is not only because one party to the negotiation is by definition a state; it is also
because creditor country governments have often inserted themselves into the process.
These considerations lead us to conclude that power and bargaining leverage are more

salient when trying to explain regime design and outcomes across time.

1.5.2 The Four Faces of Power

We have chosen to use the particular power-based framework developed by
Barnett and Duvall (2005b) since it is well-suited to an analysis of a process as multi-
faceted as sovereign debt restructuring. Barnett and Duvall generate a taxonomy of four
types of power which captures the different aspects of the sovereign debt management
regime discussed earlier: i) the private creditor representative body; ii) the degree and
orientation of creditor country government intervention; iii) the structure and condition of
the capital markets; and, iv) the evolution of the meaning of default. They define power
more generally as “the production of effects...that shape the capacities of actors to

9927

determine their circumstances and fate.””" Within this context, they consider power to

have "a polymorphous character, identifying the distinct types as institutional,

compulsdry, structural, and productive.

25 Krasner (1992), p. 336. A Nash equilibrium is said to exist whenever two or more players in a game are
unable to gain by a change in their strategies given the strategies being pursued by others. Such a non-
cooperative equilibrium is not Pareto-optimal and could therefore be improved upon by some form of
cooperation. Pareto-optimality is said to exist when there is no feasible way for one party to improve

his/her welfare without lowering the welfare of someone else.

2 We have borrowed the famous phrasing from Milton Friedman, who said that inflation was “always and
everywhere a monetary phenomenon.”

" Barnett and Duvall (2005), p. 42. The definition has been adapted for our purposes by eliminating the
phrase “in and through social relations.” This is because we need to accommodate the concept of
impersonal market forces in our analytical framework.
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Institutional power is taken to mean “the control that actors exercise indirectly
over others through diffuse relations of interaction.”® For our purposes, institutional
power will correspond to the bargaining process mediated by the private creditor
representative body. In other words, it is the power that unified creditors can exercise
through the CFBH, the FBPC and the London Club, permitting us to offer some
assessment -of the independent effect of these bodies on negotiated outcomes.

Compulsory power refers to “relations of interaction of direct control by one
actor over another actor.””® In a sovereign debt restructuring context, this type of power
would normally be exercised by creditor country governments or other official sector
actors. It can either help or frustrate the interests of private creditors, depending upon its
orientation. In the 19" century, we saw Britain intervene on behalf of private creditors in
a number of sovereign default cases, thereby strengthening the position of bondholders
and improving their bargaining outcomes.*® In the interwar period, by contrast, the U.S.
government tended to undermine private creditor interests by inserting itself into the
negotiation process and routinely pressing bondholders to accept sub-standard
settlements.*!

Structural power is defined as “the production and reproduction of positions of
domination and subordination that actors occupy.”> Barnett and Duvall used the
examples of capital-labour and master-slave as structural positions. In our analysis, we
will be interested in the structural positions of capital exporters and capital importers
(which are roughly similar to core and peripheral countries) and how those roles generate
unequal capacities and privileges in a debt restructuring exercise. More specifically, we
will want to examine the benefits that credit exporters have traditionally enjoyed in
designing the rules of debt management regimes and controlling the supply of credit to
developing countries. We will also consider that structural power accrues in certain

periods to impersonal market forces, making the market another distinct “actor” in the

28 Bamnett and Duvall (2005), p. 43.

? Bamnett and Duvall (2005), p. 43. Private creditors have not generally been able to exercise compulsory
power in the sense their remedies tended to be limited to those that could be exercised through joint action.
Even today, when private creditors are able to bring a suit directly against a sovereign state, this type of
remedy has proved to have limited value in practice.

% Suter (1992), p. 93.

31 Adamson (2002).

32 Barnett and Duvall (2005), p. 43.
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sovereign debt restructuring process. We therefore need to inquire about the condition of
~ the markets in each historical period. Are they highly liquid and permissive, highly
~controlled, or have they collapsed? During the Great Depression of the 1930s, the
condition of the capital markets provided defaulted sovereigns with little incentive to
repay, since regaining market access was seen as largely impossible, even if debt
obligations were fully honoured. And, when markets were highly centralized, as they
were in the 19" century and the 1980s, creditors had much greater bargaining leverage,
since they effectively controlled the supply of new credit to sovereign borrowers.

Finally, productive power is taken to mean “the socially diffuse production of
subjectivity in systems of meaning and signification.”* In other words, it is the power to
create and fix meanings. Barnett and Duvall point out how basic categories of
classification, including “civilized,” “rogue,” or “democratic” state, are all examples of
productive power since they create meanings that are taken for granted in the world of
politics. Such processes can be readily observed in the issue-area of sovereign debt
management. Policymakers before the Great Depression routinely referred to sovereign
default as an “uncivilized” act or a breach of international and moral law.>* In the 1930s,
we see a shift in perception as both Britain and Germany found themselves facing serious
debt problems. The old stigma placed on developing countries did not suit western
industrialized countries very well, and soon default was seen more as a calculated policy
response to external economic and political shocks, including war. By the 1980s,
sovereign default became a technocratic problem, one that was best managed by
macroeconomists and “remedied” through a debtor’s enactment of Washington
Consensus directives.”> While historical changes in the meaning of default did coincide
with adjustments in regime design, we have also been attentive to their source. For
example, where these pronouncements and prescriptions came largely from capital
exporting countries, their basis was identified as material and not the manifestation of
some universal normative code.

This framework has helped us to better analyze the outcomes in complex

negotiations between private creditors and sovereign debtors across time, by highlighting

33 Barnett and Duvall (2005), p. 43.
** Winkler (1933), p. 9; Mitchener and Weidenmier (2004).
% Williamson and Kuczynski (2003).
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how power capabilities are accorded to different aspects of process. The schematic below

illustrates this approach:

Table 1D: The Four Faces of Power in Sovereign Debt Restructuring

Regime Element Aspect of Power
Creditor Representative Institutional Power
Body (Organization- Mediated)
Degree and Orientation of Compulsory Power
Creditor Country (Direct)
Government Intervention
Condition of Capital 2> Structural Power (Market-
Markets and Structure of Determined)
Sovereign Lending
Default characterization 2> Productive Power
" and generally accepted (Meaning- Determined)
standards of creditor
behaviour towards
defaulting sovereigns

1.5.3 Methodology

Our research has included an examination of archival material for both the
Corporation of Foreign Bondholders and the Foreign Bondholders Protective Council.
The CFBH produced detailed annual reports for each year of its operation, as well as over
five hundred volumes of clippings and three hundred volumes of original
correspondence, all of which are housed at the Guildhall Library in the City of London.*
A similar record of close to one hundred boxes of original, unprocessed material has been
preserved in the annual reports of the FBPC and the Council’s archives which are held at
Stanford University.37 These archives had not yet been researched since they were only
recently moved by the FBPC to Stanford. We were fortunate to have been the first
researcher granted permission to examine the original source material for the FBPC.

More relevant to an analysis of the post-1982 period will be nearly twenty
interviews with a wide range of market practitioners, including sovereign debt advisors,
capital markets professionals, bank creditor officers, central bankers, IMF staff, bank

lobbying organizations, lawyers, rating agency professionals, and finance and treasury

%€ The Corporation of Foreign Bondholders (1873-1987).

37 Foreign Bondholders Protective Council (1941-1944); Foreign Bondholders Protective Council (1936-
1977).
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ministers from emerging markets countries. A list of completed interviews appears in
Appendix 7B. |

1.5.4 The Relevance of the Research Project and Proposed Original Contributions

Sovereign debt restructuring is an issue-area that exhibits some of the main
tensions that are of interest to political economists: those between developed and
developing countries, state and non-state actors, and states and markets.

In the case study chapters which follow, we have used the “four faces of power”
model to isolate those elements of debt restructuring regimes that are most responsible
for producing bargaining outcomes. Our findings have both theoretical and practical
significance, and also refute some of the longstanding conventional wisdom held about
the CFBH, FBPC and London Club.

In Chapter 2, we assess the shortcomings of economic theories that seek to
identify sovereign repayment incentives. We present evidence that makes us question the
efficacy of the “sanctions-reputation” debate, which we see as artificial and unproductive
when trying to account for the variation in bargaining outcomes in different historical
periods.’® We establish an alternative theoretical basis for analyzing sovereign debt
regimes in Chapter 3 and argue that if “sanctions” and “reputation” are analyzed instead
as “compulsory” and “structural” power, it becomes clear that is not necessary to choose
between them. They are both factors in the sovereign default calculus and tend to work in
tandem to produce bargaining outcomes. In fact, our findings in our case studies
(Chapters 4 though 7) indicate that since 1870, the compulsory power exercised by
creditor governments in conjunction with structural (or credit-export) power, have been
key drivers of negotiating results between debtor states and private creditors, reinforcing
one another in the bargaining process. So, rather than debate the relative merits of
sanctions vs. reputation, it appears to be far more useful to examine how compulsory and
structural power interact to amplify one another in the same way across time. We
maintain that these two forms of power have been principally responsible for the

observed variation in bargaining outcomes in sovereign debt restructuring over the past

%8 Bulow and Rogoff (1989a); Bulow and Rogoff (1989c); Eaton and Gersovitz (1981).
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135 years, meaning that the impact of private creditor representative bodies has been
overestimated.

From a practical perspective, we believe that this research project will make a
«contribution to the public policy debate concerning reforms to the international financial
architecture. As we noted earlier, the IIF has been extremely active in attempting to shape
a new regime for sovereign debt management. The thrust of its agenda has been to
improve communication and transparency on the part of sovereign debtors, but also to
institute a debtor-funded private creditor representative body at the outset of each
restructuring. Along with the IIF, other market practitioners and academics have called
for the resurrection of bondholder councils.”® This thesis argues that private creditors -
even those that purportedly had capable representation — were much less powerful in a
sovereign debt restructuring exercise than previously believed. Upon closer examination,
the CFBH - the bondholder council viewed most favourably by economic historians —
was highly dependent upon the sympathetic disposition of the British government toward
its interests and the discipline of the London exchanges in restricting defaulters from
accessing British capital markets. While the presence of the CFBH may have helped with
administrative matters, bargaining results were not institutionally driven. Even the
London Club, routinely praised as a model of effective creditor coordination, would not
have held together as a negotiating body were it not for the coercion and coﬁtrol
exercised by G-7 governments and the IMF. The cause of creditors in the 1980s was also
advanced by the fact that private banks had been the principal suppliers of loans to
emerging market countries since the 1960s. So, there was no alternative bond market for
developing countries to tap. In short, the bargaining outcomes achieved by the
commercial banks during the Latin American debt crisis flowed principally from the
structure of the world credit markets and the active role played by the official sector, and
not from the organizational features of the London Club. Given this analysis, it becomes
clear that although we can establish a new bondholder council today, its results will not
necessarily replicate those of the late 19™ century or 1980s. Contemporary outcomes will
be more dependent upon the attitudes of creditor governments and the configuration of

modern global capital markets, neither of which bode well for today’s investors.

%9 Portes (2004); MacMillan (1995a).
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In terms of the broader sovereign debt management literature, most of it has
tended to focus on a single period, country or region, while there are occasional examples
of scholars seeking to compare two historical periods — for example, the 1980s and the
1930s or the 19" century and the 1990s.*° Ours is the first study to investigate all four
periods, beginning in 1870 and ending with the Argentine debt exchange in February,
2005. Also, since the early 1980s, the literature on financial crises has accorded a
privileged position to the IMF. There is no doubt that the IMF has played a critical role in
debt restructurings over the past twenty-five years, but the fact remains that private
capital flows to developing countries dwarf official IMF lending.*' We therefore intend to
redress this imbalance in coverage by highlighting the importance of private banks and
bondholders in the debt restructuring process.

We also believe that there is an important gap in the literature relating to the
Foreign Bondholders Protective Council. This organization has been the least understood
of the historical creditor institutions and also the least examined. Our research project
addresses this gap by contributing a mofe robust picture of the FBPC (Chapter 5) through
a careful review of its unprocessed archives and interviews with the Council’s current
President and former Deputy Treasury Secretary. We take issue with those who have
branded it as an institutional failure, preferring instead to demonstrate how the FBPC was
hampered by the same compulsory and structural regime elements that worked to benefit
its predecessor, the CFBH.*

Our analysis begins in the next chapter with a review of the relative merits and
shortcomings of economic theories related to sovereign repayment incentives. We will
point.out the important gaps that exist between formal economic models of debt and
restructuring negotiations in practice, and suggest how our proposed analytical

framework might help to bridge those gaps.

%0 Eichengreen and Lindert (1989); Bordo, Eichengreen et al. (1998).
! IMF World Economic Outlook, April 2007.
42 Adamson (2002); Adamson (2005).
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Chapter 2

Why SoVereigns Repay and Creditors Settle: An Assessment of
Economic Theories of Debt

Since sovereign loans are owned by the governments of countries, repayment is not constrained by the net

worth of the country, but by that component of net worth that the government can (or is willing to)
appropriate.43

Eaton, Gersovitz and Stiglitz

2.1 Economic Theory: Why Do Sovereigns Repay?

In the absence of any formal, international bankruptcy framework, private
creditors and sovereign states have had no choice but to negotiate mutually acceptable,
post-default settlements through the ad hoc regimes that havé emerged over time. Many
economists consider these regimes to be “woefully inadequate” insofar as they lack the
efficiency, fairness and predictability that we normally associate with well-designed
domestic bankruptcy systems.** Yet, despite the aspirations of those contributing to the
considerable body of prescriptive debt management literature, very little of what they
have proposed has been implemented.*® Supra-national bankruptcy schemes have never
been adopted, and, as we will discuss later, only a diluted version of the collective action
clauses (“CACs”) first advanced by Eichengreen and Portes (1995) found their way into
sovereign bond issues beginning in 2003. In fact, the way in which CACs were
- implemented fell far short of the standards advocated by Eichengreen and Portes and the
G-10 (1996, 2002).

If the machinery that has evolved over time to deal with sovereign debt crises has
been less than optimal, then it is probably useful to ask: Why do sovereigns ever repay?

After all, under conditions of anarchy in the international system, in which there exists no

* Eaton, Gersovitz et al. (1986), p. 500.

*4 Sachs (2002), p. 257.

4 Rogoff and Zettelmeyer (2002); Oechsli (1981); Sachs (1995); Chun (1996); Cohen (1989); Schwarcz
(2000); Clementi (2001); Cooper (2002); Cymot (2002); Miller (2002); Bossone and Sdralevich (2002);
Griffith-Jones (2002); Miller and Zhang (2003); Ghosal and Miller (2003); Kroszner (2003); International
Monetary Fund (2003a); Sharma (2004); Ghosal and Thampanishvong (2005); Miller and Thomas (2006b).
% See Drage and Hovaguimian (2004) for an analysis of the implementation of the G-10/Rey Report

recommendations. See also Eichengreen and Portes (1995); Group of Ten (The Rey Report) (1996); and,
Group of Ten (2002). :
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generally accepted supra-national authority to uphold or enforce the sovereign debt
contract, what is it that compels states to honour their obligations to creditors?*’ The
answer to this question is part of an ongoing theoretical debate in the economic literature,
a debate that has been largely defined by Eaton and Gersovitz (1981) and Bulow and
Rogoff (1989a, 1989c). While the former prioritize the importance of reputation, the

latter privilege the potentially damaging effects of sanctions.*®

2.1.1 Reputation vs. Sanctions

Eaton and Gersovitz argue that sovereign debtors repay because the act of default
affects their reputation, thereby limiting or even prohibiting their access to capital
markets.*’ Since the ability to borrow offers them consumption smoothing benefits in the
future — perrhitting them to finance a balance of payments deficit and avoid domestic
adjustment - they will refrain from default in order to maintain the entitlement of market
access. Following this logic, Eaton and Gersovitz claim that lenders do not furnish
sovereigns with an unlimited amount of credit; instead, a ceiling is reached at the level of
indebtedness which makes a state indifferent between the loss of borrowing access in the
future and the one-time gain associated with debt repudiation.

Eaton, Gersovitz and Stiglitz (1986) expand on this model by appealing to game
theory. They argue that lenders infer the future behaviour of sovereign debtors according
to their past behaviour. And, since states have an infinite time horizon, “their identity is
remembered by their opponents” meaning that their “reputation as cooperative players
can succeed in enforcing some degree of cooperation” regarding repayment. In
addition, the authors maintain that in order for the loss of market access to be seen as a
credible sanction, not only do existing lenders need to withdraw credit; potential new
creditors must abstain as well. Taking the 1980s Latin American debt crisis as their

reference point, they assert that syndicate banks were successfully able to coordinate their

7 The term “anarchy” is employed by international relations scholars to refer to the state of affairs between
polities in which “unilateral power or cooperation may provide order” but where there is “no generally
accepted authority or world government to settle disputes and enforce law.” This differs from the
commonly understood definition of the term “anarchic” which implies disorder. (Definition taken from The
Concise Oxford Dictionary of Politics (2003), p. 15.) This is in part the reason that international law has
never been able to match the precision of domestic law.

“¢ Eaton and Gersovitz (1981); Bulow and Rogoff (1989a); Bulow and Rogoff (1989¢).

* See Kletzer and Wright (2000) for additional support of the Eaton-Gersovitz position.

%% Eaton, Gersovitz et al. (1986), p. 493.
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responses to troubled debtors by withholding credit, since punishment within the
syndicate would be meted out to any bank that did not play by the rules.’! Also, whenever
existing lenders refused to make incremental loans to a sovereign debtor, their informed
refusal acted as a signal to potential new lenders to shun the debtor too.*

Kaletsky (1985) looks at debtor incentives to default from a cost-benefit
perspective.”> He maintains that since the enforcement of private legal sanctions by
creditors is so difficult, they often do not represent the most significant costs of non-
payment. He goes on to say that incentives to repay are driven more by a borrower’s
desire to enjoy the benefits that come from “advanced nation status, with...low risk
premiums and full integration into international goods and capital markets.”>* Cline
(1995) agrees and adds that many of the formal economic models do not sufficiently
account for elements like “honour or national pride in the commitment to international
rules of the game.” However, both Kaletsky (1985) and Eaton and Gersovitz (1981) are
challenged to explain how, in the 1990s, the sovereign restructuring cases of Mexico,
South Korea and Russia were all met with prompt renewal of market access.

In the competing theoretical camp, Bulow and Rogoff (1989c¢) claim that evidence
in favour of a pure reputational argument is weak; they contend that industrialized
~ country creditors can impose real, direct costs on borrowing countries, the most important
being the blockage of trade credit. By interfering in the international goods market,
creditors can force countries to conduct trade without letters of credit and in secret,
roundabout ways to avoid the seizure of goods. So, by forcing a sovereign debtor to
forego the gains from trade, creditors can incentivize recalcitrant states to repay.
Although Bulow and Rogoff use trade interference as an example, direct sanctions could
also include things like withholding international aid or even war. The authors find the
reputational model to be so inadequate, that they argue in favour debt forgiveness

whenever possible, since “debt that is forgiven is forgotten.”*

5! For additional support from the perspective of market practitioners, see Mudge (1984); Gibbs (1984);
and, Hurlock (1984).

52 Eaton, Gersovitz et al. (1986), p. 493.

53 Kaletsky (1985).

5% Cline (1995), p. 141.

55 Cline (1995), p.141.

56 Bulow and Rogoff (1989c), p. 49.
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Those who found the sanctions argument compelling did not have to look far for
empirical support. During the 1980s debt crisis, political pressure from creditor country
governments, and most especially from the United States, carried the “implicit message
that sanctions of a non-financial kind” would be imposed on any sovereigns that failed to
service their debt.’” The U.S. Treasury Secretary gave a grim description of what would

happen in the event of default:

The foreign assets of a country would be attacked by creditors throughout the
world; its exports would be seized by creditors at each dock where they
landed; its national airlines would be unable to operate, and its sources of
desperately needed capital goods...virtually eliminated. In many countries,
even food imports would be curtailed.*®

In fact, the literature is replete with empirical studies that privilege either reputation or
sanctions as the principal incentive for sovereign repayment. Arguing in favour of
reputational incentives we find Cole, Dow et. al. (1995), English (1996), and Tomz
(2001, 2004), among others.”® Those finding strong evidence in favour of sanctions
include Fernandez and Rosenthal (1990), Krugman (1989b), Lipson (1985b), O’Brien
(1993), Ozler (1993), Klimenko (2002), and Weidenmier (2004).% Finally, when looking
at the 1930’s, Cardoso and Dornbusch (1989), Jorgenson and Sachs (1989), and Lindert
and Morton (1989) all argue that defaulting sovereigns eventually settled with their
private creditors in the absence of either sanctions or reputational considerations,
undercutting the explanatory power of either model.®’ In Chapter 5, we will address this
specific case and demonstrate how both structural and compulsory regime elements
worked in tandem to produce the bargaining outcomes unique to the interwar and post-
war periods. While sanctions and concerns about market access appear to have been
absent from the sovereign default calculus in the 1930s and 1940s, this was not in fact the
case. There was a market for capital; it was simply that this market was controlled by the

official sector. Both the US government and its agencies, and later the multilaterals,

57 Krugman (1989b), p. 292.

%% O'Brien (1993), p. 100.

% Cole, Dow et al. (1995); English (1996); Tomz (2001); Tomz (2004).

% Fernandez and Rosenthal (1990); Krugman (1989b); Lipson (1985b); O'Brien (1993); Ozler (1993);
Klimenko (2002); Weidenmier (2004).

¢! Cardoso and Dornbusch (1989); Jorgenson and Sachs (1989); Lindert and Morton (1989).
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showed a willingness to lend to countries despite their record of default. Also,
compulsory power was evident in the debtor-friendly role played by the American
government. In many ways, American investors ended up being sanctioned by their own
government in the settlement pfocess. Given that both power elements worked in favour
of debtor states during this era, sovereigns were able to dramatically scale down their
debt obligations to bondholders with little residual damage. So, by recasting the debate in
terms of structural and compulsory power, we have been able to surmount the puzzling
question of sovereign repayment incentives during the interwar and post-war periods. In
the next section, we have summarized some other empirical findings from the economic

history literature in order to highlight the weaknesses of a pure “reputation vs. sanctions”
debate.

2.1.2 Cases from Economic History: Shortcomings of the Reputation-Sanctions Debate
Cole, Dow et. al. (1995) and English (1996) examined the defaulting southern

U.S. states in the mid-19™ century, finding evidence in favour of reputational incentives,

while Weidenmier (2004) looked at the same cases and argued that it was the presence of
sanctiqns that drove repayment.®? In support of the reputational argument, Cole, Dow et.
“al., and English argued that placing direct sanctions on a defaulting U.S. state was
exceedingly difficult. It was not feasible to cut off trade with one state, since free trade
within the U.S. allowed goods shipped to non-defaulting states to cross defaulting state
lines. And, eliminating trade with the U.S. as a whole would have been extremely
| damaging for the British economy. The ultimate direct sanction, war, was out of the
question, since war with one U.S. state would have provoked an immediate response
from the federal government. However, even while the particular facts of mid-19™
century America made sanctions unrealistic, English points out that most states
eventually repaid their debts. He argues that this is because in the important years leading
up to the Civil War, those states that repaid British bondholders were able to access

European capital markets. So, reputation, and not sanctions, drove state behaviour.

2 Cole, Dow et al. (1995); English (1996); Weidenmier (2004).
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By contrast, Weidenmier (2004) asserts that sanctions were an important
consideration in the Confederate default calculation.® Although leadiﬁg investment
houses in Britain might have been wary to “market war debt for a pro-slavery
government with such a poor capital rharket reputation,” the South did succeed in floating
cotton bonds in England and the Confederacy did make payment on them, right up until
March 1865, when Northern forces were at the gates of its capitol. Weidenmier argues
that the South repaid mainly because of the “threat of trade and trade credit sanctions by
gun manufacturers.”®*

Lindert and Morton (1989) conducted an analysis of bond lending from 1850 -
1970 and concluded that “defaulting governments have seldom been punished, either
with direct sanctions or discriminatory denials of later credit”’, undercutting the
theoretical positions of both Eaton-Gersovitz and Bulow-Rogoff.** While some countries
that defaulted in isolation before 1918 were punished, Lindert and Morton found that
credit rationing and trade retaliation in the 1930s was noft targeted at defaulting countries

but was instead indiscriminate and systemic. The U.S. and other credit exporters denied

loans to virtually all developing countries, whether they had been faithful repayers or

not.%

Jorgenson and Sachs (1989) reported results that were consistent with Lindert and
Morton (1989) in their empirical study of all sovereign (and sovereign-guaranteed) bonds
issued in the 1930s for five Latin American countries: Argentina, Bolivia, Chile,
Columbia and Peru. What they found was that although Argentina was the only faithful
repayer in the group, it was rewarded with exactly one new loan in the late 1930s, a loan
that was issued for refinancing purposes only. Beyond that, Argentina received no special
treatment. And, when Latin American countries returned to the capital markets in the
1950s, no systematic debt pricing differences between Argentina and other Latin

American countries appeared.’’ Cardoso and Dornbusch (1989) provide further evidence

 Weidenmier (2004).

¢ Weidenmier (2004), pp. 8 & 19.

¢ Lindert and Morton (1989), p. 234

% Lindert and Morton (1989), pp. 231-232.

7 Jorgenson and Sachs (1989), pp. 73, 74, 75 & 79.
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of creditor amnesia by demonstrating that Brazil, a 1930s defaulter, had no more trouble
borrowing in the 1960s than its more fiscally disciplinéd neighbour, Argentina.’®

The only one to take exception to these findings was Ozler (1993). He concluded
that borrowers were in fact penalized by past defaults, especially if those defaults
occurred in the more recent past. His analysis found that the defaults of the 1930s had a
small but statistically significant impact on borrowing terms, adding 20 basis points to
future borrowing costs, while post-war defaults added 30 basis points.”

Although these two theoretical approaches to explaining sovereign repayment
incentives - reputations vs. sanctions - are often painted as competing, they are not
mutually exclusive. In fact, given the divergent results produced by many empirical
studies on this issue, some involving the very same cases, we do not see a strong rationale
for continuing to privilege either incentive. That is the reason we incorporate them both
into our power-based framework and conceptualize them as involving distinct causal
mechanisms that can be simultaneously operative.”” In this way, we can make a
determination as to how they might reinforce each other, or neutralize one another, in a
given period. In translating the two incentives from economic theory to our power model,
we consider sanctions to be a form of compulsory power, and reputation (or access to |
funding) to be a form of structural power. Also, our model will seek to go beyond the
incentives debate and explain not only why sovereigns repay, but why they repay more in
some periods than in others. Finally, our analysis will expand upon the contemporary
debate by examining the potentially independent impact of private creditor representative

bodies on bargaining outcomes.

2.2 Economic Theory: Why Do Creditors Settle - A Zero-Sum or Positive-Sum Game?

Can creditors ever view debt forgiveness as an act that will ultimately benefit
them? As the 1980s debt crisis progressed, many economists began to theorize about the
efficacy of debt forgiveness, trying to frame it as being mutually advantageous to the
sovereign state and the private creditor group. The defining contributions in this regard

were from Krugman (1988, 1989a, 1989b), who developed the concept of debt

“®Cardoso and Dornbusch (1989).
 Ozler (1993), pp. 611-612.
™ Tomz (2004), p. 2.
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“overhang” and the “debt Laffer curve.””!

In his formulation, a condition of overhang
exists when a country’s debt grows to a level that makes full repayment unlikely. This is
‘because overhang acts as a disincentive for investment and economic growth. Why?
Because the larger a country’s debt, the more likely it is that the benefits of good
economic performance will accrue to creditors in the form of interest and principal
payments, and not to the country itself. In other words, overhang undermines the normal
- pro-growth bias of a debtor state, which in turn affects the lenders’ expectatibns for
repayment. The debt Laffer curve graphically represents the point at which a debtor
moves into an overhang position. Cline points out that the principal problem with
Krugman’s argument is that, despite being intuitively appealing, there were empirically
very few countries that were on the wrong side of the debt Laffer curve; and, most
importantly, none of them were in Latin America.”” This meant that, in accordance with
Krugman’s theory, an offer of debt forgiveness on the part of creditors would not have
resulted in a joint-gains outcome, but would have instead become a one-sided gift by
private creditors to Latin American debtor states.

Apart from Krugman, other economists tried to make the theoretical case for a
joint-gains outcome from partial debt forgiveness. Sacﬁs (1986) and Sachs and Huizinga
(1987) shared Krugman’s conviction about the disincentives created by high levels of
debt. However, they also faced a similar problem — their data suggested that very few
sovereigns were on the wrong side of the debt Laffer curve, once again undercutting the

notion that joint gains from debt forgiveness were possible in the case of Latin

America.”

Offering an opposing view, Corden (1988) maintained that debt relief need not .
necessarily enhance the position of creditors by producing an incentive for debtor
countries to adjust.” In his opinion, debt relief could also produce a disincentive for
adjustment. He argued that, at the extreme, if a country were granted full debt relief; it
would no longer find it necessary to adjust since it would not need to generate a higher

level of resources to satisfy its foreign creditors. In fact, in his formal model, Corden

" Krugman (1989a); Krugman (1989b); Krugman (1988).
"2 Cline (1995), p. 162.

™ Sachs (1986); Sachs and Huizinga (1987).

7 Corden (1988).
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locates the pro-incentive effects of debt relief only in a very exceptional case: where a
country would be pushed to subsistence levels of consumption in the absence of debt
forgiveness. Since such empirical examples were largely confined to sub-Saharan Africa,
Corden’s model did not have wider application to the debt problems of Latin America. In
addition, countries that operated so close to subsistence levels of consumption did not
generally have access to private capital markets. Their funding tended to come solely
from bi-lateral governmental loans, multilateral institutions and aid agencies, putting
them outside the remit of this research project.

In tackling the same issue, Helpman (1989) offered a highly qualified answer to

the question of whether debt relief could ultimately benefit creditors as well as debtors:

My results show that the desirability and likelihood of voluntary debt
reduction depend on circumstances. Creditors benefit from a write-down of
debt in some circumstances and lose in others.”

Helpman demonstrates that in the absence of capital mobility where there is a high degree
of risk aversion in the debtor country, creditors do not gain from debt writedowns. This is
because the gains from debt relief are used to fund consumption, not investment.
However, the prospects for creditors improve as capital becomes mobile and the level of
risk aversion drops, since, in this case, debt reduction leads to an increase in domestic
investment. Yet, in Helpman’s model, the possibility of a joint-gains outcome relied on
circumstances that could be theoretically specified but were largely absent in the real
world.” During the 1980s debt crisis, financial autarky was not the exception but the
rule. Access to capital was both centralized and tightly controlled by the banking
syndicates, and most of the “new money” was not available for investment since it was
being used by debtor states to fund accrued interest owed to the banks; hence, capital
movements were largely circular. So, while Helpman theorized about the conditions of
capital mobility and risk tolerance that would spur domestic investment and increase a
sovereign’s repayment capabilities, it remained a challenge to apply his work to the

specific cases of Latin America.

> Helpman (1989), p. 308.
" Cline (1995), p. 173.
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As the crisis progressed, many of the models developed by economists were not
able to provide the direction and clarity required by policymakers who were being
increasingly forced to address the weaknesses of the multi-year rescheduling process as
well as the coordination difficulties among private creditors. While scholars debated the
circumstances under which debt forgiveness could produce a joint-gains outcome, those
who tried to make the case for debt relief more forcefully, like Krugman and Sachs,
ended up with models that ultimately excluded just those Latin American states whose |

debt burdens they were hoping to alleviate.

2.3 Debt Strategies in Practice

With the benefit of hindsight, one can more readily identify the shortcomings of
the theoretical literature that evolved to address matters of sovereign repayment
incentives and debt relief in the 1980s. First, empirical data could not be easily reconciled
with formal models that forced a choice between reputational considerations and
sanctions to explain repayment. Second, while economists were focused on trying to
make the case for joint gains from debt relief, the applicability of their models to the
specific cases of Latin America turned out to be rather limited. Their work was
necessarily in a process of continual evolution as policymakers sought guidance to assess
their strategic options. While formal models can contribute meaningfully to our
understanding of certain aspects of the debt restructuring process, as a practical matter,
what happens in a loan negotiation is often the result of a series of human decisions.”’ As
Eaton, Gersovitz et. al. (1986) point out, while theoretical analysis is both valuable and
appropriate in principle, it faces a number of limitations in practice. The most obvious is
that questions of information are logically prior to analysis; and when these cannot be
adequately addressed, it makes the endeavour of formal modelling that much more
formidable.™

Dooley (1989) outlined four practical strategy options that were available to the

banks and the sovereign debtors in the 1980s. All of these strategies were employed at

77 Eaton, Gersovitz et al. (1986), p. 486.
" Eaton, Gersovitz et al. (1986), p. 503.
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different times, although the unilateral, partial default option was exercised in a limited

way only by smaller debtor countries.”

Table 2A: Commercial Bank Negotiating Strategies in the 1980s

Strategy Description Effect

Wait and See Banks keep loans at book value | Negative for debtor country
and limit new lending to fund
accrued interest. Hope that
debtors “grow” out of problem.

Creditors Share Expected | Banks increase loan loss reserves, | Negative for bank earnings
Losses but maintain full contractual
claim on debtor country.

Loss-Sharing and Debt Relief Banks write-off loans and forgive | Negative for bank earnings;
contractual obligations of debtor. | positive for debtor states

Unilateral Partial Default Debtor defaults. Negative for bank earnings and
for reputation of debtor states

Source: Dooley (1989)

What this table illustrates is that there was no obvious, positive-sum strategy for
the banks and sovereign debtors to pursue. This observation not only helps to account for
the lengthy negotiation process, but also highlights the importance of IMF/government-
sponsored mediation, which allowed the parties to surmount both their collective action
problems and their coordination deadlock.

We can conceive of a restructuring process more broadly as one that either brings
a “solvent, willing-to-pay debtor through a liquidity crisis” or enables “an insolvent or
unwilling-to-pay borrower to postpone the inevitable sanctions it will suffer when
repayment ultimately is not made.”®® The question arises as to why a creditor would
continue to acquiesce in the latter case. Generally, this is for one of three reasons: i) they
hope that the problem will ultimately be proven to be one of illiquidity; ii) if this is not
the case, then they will use the time to seek out other private or public lenders to assume
their loans; iii) failing all else, they hope that by the time people recognize that the loan is
uncollectible, those responsible for it will have long departed from the bank.®! In other
words, the 1980s debt crisis, like other financial crises in history, was managed by people

who had imperfect information and were naturally worried about the potential damage to

™ Dooley (1989), pp. 79-81.
% Eaton, Gersovitz et al. (1986), pp. 510-511.
#! Eaton, Gersovitz et al. (1986), pp. 510-511.
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their reputations and livelihoods. In addition, this characterization of the debt
restructuring process identifies one of the most difficult assessments a creditor needs to
make: is a sovereign debtor illiquid or insolvent? We will next discuss how this
distinction has been made in international law and economic theory, as well as its wider

implications for debt restructuring in practice.

2.4 Economic Theory and International Law: The Illiquidity-Insolvency Debate

From a legal perspective, Borchard (1951a) defines state insolvency as “the
condition of affairs when the state or its government fails to perform its financial
obligations to creditors, by non-payment in whole or in part of interest, principal, or
sinking fund.”®* He goes on to explain that non-payment (or default) can be in good faith,
when a clear inability to perform is present, or in bad faith, when a country is able but
unwilling to honour its obligations. In practice, it is often difficult for creditors to
determine the category into which the default falls, since even borrowers who are able to
pay find it expedient to make claims of financial distress.

Some have denied that a state can, in theory, become insolvent. This is in part
because of its unlimited taxing power, and, as Borchard, points out, the ability “to
alienate even a part of its public domain for the benefit of creditors.”® However, as a
practical matter, there is a point at which taxation becomes economically and political
unfeasible; also, it is hard to envisage a modern-day case where territory would be ceded
voluntarily. Therefore, the net worth of a country, unlike that of a firm, cannot be easily
measured in a simple “assets minus liabilities” equation. A

Economists have suggested that we instead think of a country’s net worth as the
“discounted present value of its trade account.”® In other words, the total value of a
country’s resources is not meaningful, because the only way the assets of a country can
be transferred to foreign investors is through the trade account. This more restrictive net
worth definition allows us to see how sovereign borrowers can reach a point where they
are unable to service their external debt. Additionally, Krugman and Obstfeld (2003)

discuss the concept of an intertemporal budget constraint which must be met by a

82 Borchard and Wynne (1951a), p. 115.
8 Borchard and Wynne (1951a), p. 118.
# Eaton, Gersovitz et al. (1986), p. 501. See also Diaz-Alejandro (1984).
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government in each period. They assert that in cases where real interest rates on
sovereign debt exceed a country’s GDP growth rate, the debt to GDP ratio rises. Unless
corrective action is taken by the government to reduce the debt, it will rise to the point -
where interest rates are too high or lenders refuse to roll over loans and call for
repayment instead. This leaves the sovereign facing the prospect of default.** While
some countries, like the U.S., appear to have had the ability to run chronic deficits since
the 1930s, emerging markets countries are not accorded the same flexibility and therefore
have less room to manoeuvre when their debt levels rise.?

Krugman (1988) dismissed the illiquidity-insolvency distinction on the grounds
that “it is simply unknown whether the country can earn enough to repay its debt.”®’
Cline (1995) argues that while it may be a difficult distinction, “that is why the public
pays central bankers and IMF experts: to make such judgments.”® It is interesting to note
that even Paul Volcker, the Federal Reserve Chairman at the time of the 1980s debt
crisis, stated that the distinction between insolvency and illiquidity is easier to make in a
textbook than in the real world.*® And, Robert Rubin, Treasury Secretary during the
Asian financial crisis in the 1990s, commented that the two terms are “approximately
useless™ in any crisis context where a policy decision needs to be made.®® We can deduce
from these comments that the practical and even theoretical difficulty of assessing
whether a country is illiquid or insolvent adds to the already uncertain atmosphere of a
sovereign debt restructuring process. With such a critical aspect of the negotiation
essentially indeterminate, it is not surprising that sovereign debt negotiations have been
arduous, often disintegrating into redistributive bargaining exercises.

In the next chapter, we intend to build on this concepf of redistributive bargaining
and borrow from both international relations and IPE theory to construct a framework for
analyzing sovereign debt restructuring regimes. More specifically, we will i) situate these
regimes within the literature, ii) examine the theoretical lineage of our four “faces” of

- power, and, iii) tie each aspect of power to a key element of the debt management

% Krugman and Obstfeld (2003), p. 182.

% Hamilton and Flavin (1986), p. 809. See also Mosley (2000).
8 Krugman (1988), pp. 256-257.

# Cline (1995), p. 161.

# Volcker and Gyohten (1992), p. 210.

% Rubin (2003b), p. 283.
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process. Finally, we will argue our case for power as the most appropriate lens through
which to analyze the variation in bargaining outcomes produced by sovereign debt

regimes across time.
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Chapter 3

The Four Faces of Power and Regime Theory: Bu1ld1ng the
Analytical Framework

Financial crisis occupies a place in international political economy analogous to that of nuclear war in
international politics, implicit as a backdrop to much concern about maintaining habits of cooperation, but
eventually unthinkable. °' .

Miles Kahler

3.1 Theoretical Explanations for Sovereign Debt Restructuring Regimes

As we discussed in Chapter 1, the goal of this research project is to explain the
historical variation in bargaining outcomes between debtor states and private creditors in
sovereign debt restructurings. In order to answer this question, we need to better
understand the sovereign debt regime itself. What kind of regime is it and how can we
best conceptualize it? What are its key features and how does it work? |

The impetus for regime creation remains a subject of debate in the literature that
breaks down roughly along realist, neo-liberal institutionalist, and constructivist lines. It
is important to point out that the main research programs tend to be state-centric; even
neo-liberal institutionalism, which started out by challenging the realist focus on states in
regime creation, was eventually “redefined away from complex interdependence toward a
state-centric version more compatible with realism.”®> However, we would argue that
there is nothing about the commonly accepted definition of a regime that would exclude a
purely private, or even a hybrid (public-private) structure. Private sector actors — like
banks and investors — can establish international regimes, or join together with states to
establish regimes of mixed “parentage.”” In other words, the accepted definition should
not limit our conception of the regime formation process to the interaction among states
alone.® This provides the scope necessary to situate hybrids, like sovereign debt

restructuring regimes, within the existing literature. Therefore, even though our

°! Kahler (1986c).

°2 Cutler (2002), pp. 26-27.
% Haufler (1993), pp. 94-95.
% Haufler (1993), p. 97.
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discussion of the literature will make frequent reference to states, we need to keep in
mind that private or hybrid regimes can be substituted for state-sponsored ones.”®

There is another characteristic of sovereign debt restructuring regimes that
separate them from the descriptions commonly found in the literature: they tend to be

“imposed” rather than “negotiated.” What is the difference?

A negotiated regime is one that arises from a conscious process of bargaining
in which the parties engage in extended efforts to hammer out mutually
agreeable provisions to incorporate into an explicit agreement...An imposed
regime, by contrast, is an agreement that is favoured by a single powerful
actor (or in some cases a small coalition of powerful actors) that succeeds in
inducing others to accede to its institutional preferences.’®

Sovereign debt management regimes are better characterized as imposed regimes, since
their content is generally not a matter for negotiation between private creditors and
sovereign states. In fact, it has customarily been the case that these regimes are

established by creditor groups unilaterally.”’

While sovereign debtors implicitly
recognize their authority when engaging them in a restructuring negotiation, they have

typically not been a party to the regime’s establishment.

3.1.1 Realists and the Power-Based Framework

Realists maintain that power plays a critical role in the formation, the content, and
ultimately, the impact of international regimes. Some argue more specifically that
regimes are structured by and reflect the distribution and configuration of power in the
international system, casting doubt on the capacity of regimes to exert an independent
influence on outcomes.”® Even those who ascribe some causal significance to regimes
maintain that “power is no less central in cooperation than in conflict between nations.””
Carr (1964) cautioned that while regimes appeared to be antidotes to power, they were in
fact “stealth weapons of domination.”'” Strange (1983) believed that even the concept of

a regime was pernicious because it obscured the power relationships that were the

% Haufler (1993), pp. 95-96.

% Levy, Young et al. (1995), pp. 281-282.

%7 The only exception would be the Market-Based Debt Exchange which is a process that has been
controlled by debtor states.

%8 Young (1983), pp. 248-249.

% Hasenclever, Mayer et al. (1997), p. 3.

19 Barnett and Duvall (2005), p. 68. See also Carr (1964 [1981]).
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proximate causes of behaviour in the international system.'®! Others see regimes as
mobilizing bias, such that certain issues are organized “in” while others are organized
“out.”'*? For example, a self-interested player could use its power to create a regime that
secured optimal outcomes from the system taken as a whole or even to enhance its
preferred values.

Those with a realist orientation observe that regimes tend to be created at times of
“fundamental discontinuity in the international system,” finding a high degree of
correlation between the distribution of power and regime characteristics.'® In the case of
sovereign debt restructuring regimes, we do observe a positive correlation between the
outbreak of global economic crises and the establishment of private creditor
representative bodies, organizations that were important elements of debt management
regimes. In addition, these bodies tended to form around the dominant centres of capital

export, linking them more closely to sources of material power.

3.1.2 Neo-Liberal Institutionalists and the Interest-Based Framework

In contrast to realists, neo-liberal institutionalists, most closely associated with the
work of Keohane (1983, 1984), take their cue from microeconomics, explaining regime
formation by the metaphor of supply and demand. This approach to the analysis of
regimes has become the dominant paradigm, forcing other schools of thought to define

themselves by making reference to it.!®*

While the power-oriented research program
focuses on issue-areas that are redistributive in nature, neo-liberals privilege the prospect
of joint gains from cooperation. They argue that regimes are supplied by states “acting as
political entrepreneurs who see potential profit in organizing collaboration.”'®> The
profits, or joint gains, arise when cooperative arrangements reduce transaction costs,
increase transparency, and promote compliance through collective monitoring. Neo-
liberals argue that we would expect to see regime formation whenever coordinated action

has the potential to produce better outcomes for all parties than independent,

19! Krasner (1983), p. 6; Strange (1983).
192 Bachrach (1962), p. 949.

19 Krasner (1983), p. 357.

1% Hasenclever, Mayer et al. (1997), p. 23.
195 Keohane (1993), p. 34.
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uncoordinated action.'® In other words, in many issue-areas, states can be seen to have
- mutual interests, so international politics need not only be about zero-sum games.

While Keohane helps to explain why states demand regimes, collective action
theory sheds some light on the supply question. We cannot simply infer supply from
demand, since the creation and maintenance of regimes involve costs. Even if each state
in a group would obtain some benefit from the creation of a new regime, failures of
collective action rest on the premise that “individual rationality is not sufficient for
collective rationality.”'®” As Olson (1965) pointed out: “it is not in fact true that the idea
that groupé will act in their self-interest follows logically from the premise of rational and
self-interested behaviour.”'® Collective action problems are generally associated with the
provision of public goods - goods whose benefits are both non-rival and non-

excludable.'®”

Olson believed that unless a group were small or some form of external
coercion or selective incentive were present, rational and self-interested parties would not
act to achieve the common good. In his view, small groups were qualitatively different
from larger ones; the larger the group, the greater the chance of inefficient, uncoordinated
(Nash) behaviour.''? Olson identified a “privileged” group as one in which at least one
(or some) of its members would be willing to provide a collective good, even if it were
forced the bear the entire cost itself. A group that fits this description is likely to exist
when the members are unequal in size or have a disproportionate interest in the public
good.'"! In this same vein, Keohane invoked the theory of hegemonic stability to explain

112

the supply of regimes.” © A hegemon unilaterally supplies public goods, like an open

trading system or a global currency, because it is in the interests of the hegemon to do so.

19 K eohane (1983); Keohane (1984); Keohane and Nye (2001).

197 Sandler (2004), p. 18.

1% Olson (1980 [1965]), pp. 1-2.

199 Sandler (2004), p. 17. Benefits are non-rival when a unit of a good can be consumed by one party
without detracting from the consumption opportunity of the same unit that is available to other parties.
Non-excludable goods , once provided to one, are available to all. Examples include such things as national
defense and clean air.

119 We observe a Nash equilibrium whenever two or more players in a game are unable to gain by a change
in their strategies given the strategies being pursued by others. Such a non-cooperative equilibrium is
usually not Pareto-optimal and could be improved upon by some form of cooperation.

! Reisman (1990), p. 150.

112 K eohane (1984), p. 78. This theory accounts for the provision of global public goods by making
reference to the distribution of power in the international system; in other words, hegemonic powers play
an important role in the provision of public goods.
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Given the divergent approaches taken by realists and neo-liberal institutionalists, which

paradigm best captures the attributes of sovereign debt restructuring regimes?

3.1.3 Realists vs. Neo-Liberal Institutionalists: Locating Sovereign Debt Regimes in the

Literature

Realists have taken aim at some of the central tenets of neo-liberal
institutionalism. Grieco (1988), for example, believes that the research program
overlooks the fact that states are concerned with relative and not absolute gains,
emphasizing power not as a means but as an end of statecraft; Snidal (1991) repiies that
relative gains seeking only applies in special cases, meaning that this behaviour does not

greatly diminish the chances for international cooperation.'’®

He also argues that a
hegemonic power structure is not a necessary pre-condition for international cooperation;
the collective action of a small, like-minded group (defined as a “k” group”) can
substitute for a hegemon.'" |

Most relevant for our purposes is how one conceives of the sovereign debt
restructuring process — as a redistributive or a joint-gains exercise. We would argue that
redistribution is at the core of any negotiation in this issue-area, placing it more firmly in
the power-based research program. While some degree of cooperation is necessary
simply to enter into a negotiation exercise, once this threshold has been crossed, the
process more closely approximates a zero-sum game. This is largely because creditors
and debtors are negotiating over the allocation of a scarce pool of resources that resides
within the debtor state. And, historical episodes of outright repudiation are rare, meaning
that private creditors and debtor states have generally been able to muster the minimum
level of cooperation necessary to permit a negotiation process to procc.eed.115 Also, as we
discussed earlier, the fact that these regimes are imposed rather than negotiated suggests
an important role for power. And, since the power-oriented research program seeks to
explain outcomes “in terms of interests and relative capabilities rather than in terms of

institutions designed to promote Pareto optimality,” it would seem to have better

'3 Grieco (1988), p. 486; Snidal (1991), p. 722.
' Hasenclever, Mayer et al. (1997), p. 101.
115 Borchard and Wynne (1951a), p. 129.
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116

application to the issue-area of sovereign debt management. ™ In other words, power-

oriented analysis is relevant for analyzing those situations that fall outside the purview of
neo-liberal institutionalism: zero-sum games.'!’

Although Keohane makes the argument in Affer Hegemony that both power and
exchange are important in determining outcomes, the concept of power recedes into the
background.''® Instead, the book privileges the ways in which regimes can help to
surmount problems of market failure and help states move to the Pareto frontier. By
contrast, a power-oriented research program focuses on how power is used to promote a
more favourable distribution of benefits, something that lies at the heart of many of the

issue-areas of international politics — including national security and, we would add,

sovereign debt restructuring. According to Krasner (1992):

there are some issues in international politics, especially but not exclusively
related to security, that are zero-sum. What is at stake is the power, that is, the
relative capability of the actors. Market failure is never at issue here; one
actor’s gain is another’s loss.!"®
Therefore, one cannot assume that all regimes arise to address questions of market
failure; those that are intended to resolve distributional issues — like sovereign debt -
belong to the power-based research agenda.

Given the orientation of their research program, it is not surprising that Keohane
and Nye (2001) characterized the 1980s debt regime as a process that was designed to
achieve joint gains. In their judgment, “when a country default seems likely, the common
interest calls for a collective effort to save the system.”'*” This interpretation, which was
the minority view, was rather one-sided, especially since prioritizing the goal of saving
the financial system had the effect of privileging the interests of banks over debtor states.
Bulow and Rogoff (1989a, 1989b) examined the same period and adopted a decidedly

more conflictual perspective on the negotiation between debtors and creditors, one in

116 Krasner (1992), p. 362.

7 The failure of economic theory to make a convincing case for a joint-gains outcome in the 1980s debt
crisis has been discussed in Chapter 2. The case for a joint-gains outcome is more convincing for highly-
indebted poor countries than it is for middle-income developing countries that have private market access.
118 Keohane (1984). See Chapter 6.

!9 Krasner (1992), p. 364.

120 Keohane and Nye (2001), p. 293.
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which both parties focused on protecting their own interests.'?! Kapstein (1992) argued
that “the international response reflected in large measure the distribution of power
capabilities.”'?? Biersteker (1993) concurred, seeing the 1980s global debt regime as one
that evolved “with a clear distributive bias, one directed principally against the

developing countries.”'>* Devlin (1989) went even further, maintaining that:

Formally, the banks present their committee structure as a public good, that
is, an innocent mechanism of coordination among the hundreds of lenders,
which facilitates the rescue of the borrower...But there is a potentially dark
side to the committee structure as well: it can facilitate collusion and the
formation of an effective cartel geared to skewing the distribution of the

costs.”'?*

As Devlin points out, while there is a public goods aspect to the committee — in the sense
that it could attempt to overcome free-rider problems associated with the large number of
lenders - by joining together in a committee headed by the world’s largest financial
institutions, the creditors created a formidable negotiating bloc, one whose power was
derived from its monopoly control of credit flows.

Additionally, we would expect to see collective action problems arise in the
creation of creditor committees because investor groups have historically been large,
more closely resembling Olson’s “latent” group than his “privileged” group. This implies
that we should anticipate the presence of either coercion or selective incentives in the
formation of private creditor institutions across time. However, to the extent that there is
a hegemonic power structure, we might also see the establishment of such bodies eased
by the willingness of certain creditor country governments to play a role in their creation.
For instance, the CFBH was created with the support of the British Parliament and the
FBPC was the progeny of the Roosevelt administration. Likewise, the London Club
formed around the interests of G-5 governments and the IMF, since these official sector

players were keenly interested in preserving the solvency of the global banking system.

121 Bulow and Rogoff (1989a); Bulow and Rogoff (1989b); See also Yang (1999).
122 K apstein (1992), p. 268.

123 Biersteker (1993), p. 2.

124 Devlin (1989), p. 218.
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3.1.4 Constructivists and the Ideas-Based Framework

Constructivists believe that regime formation is the result of shared values and
beliefs as well as a common understanding of causal mechanisms.'”® They contend that
“the building blocks of international reality are ideational as well as material.”'** Unlike
their realist and institutionalist counterparts, constructivists argue that we cannot treat
interests as exogenously given; their formation depends upon the body of accepted
knowledge that shapes the perceptions of decision makers. Often, this knowledge is
channelled through epistemic communities.'”” However, one important limitation of
cognitive approaches is that they cannot predict the point at which consensual knowledge
or shared values will result in cooperation.'”® Apart from this limitation, a number of
scholars have successfully used an ideational approach to explain outcomes in the global
political economy, including McNamara (1998), Finnemore and Sikkink (2001), Sinclair
and Thomas (2001), Widmaier (2003, 2004), Best (2004, 2005), and Sinclair (2005).'%

In an attempt to bridge the divide between realists and constructivists, critical
constructivists argue that certain powerful groups play a privileged role in the process of
idea formation. As a result, they “see a weaker autonomous role for ideas...because ideas
are viewed as more tightly linked to relations of material power.”*® Adler (1997)
maintains that power plays a critical role in the construction of social reélity, especially
since it enables an actor to define the underlying rules of the game while co-opting other
players to commit themselves to those rules as part of their self-understanding.”' We
acknowledge the importance of both the creation of meanings and the control over
knowledge in the process of sovereign debt restructuring, and we intend to capture these
ideational components of the regime with the concept of productive power described in
Chapter 1. However, we do not believe it is possible to de-link ideas and norms from

material power considerations — either military or economic - in the issue-area of

'2 Y oung and Osherenko (1993), p. 250.

126 Ruggie (1998), p. 879.

127 Haas (1992), p. 3.

128 Haggard and Simmons (1987), p. 510.

129 McNamara (1998); Finnemore and Sikkink (2001); Sinclair and Thomas (2001); Widmaier (2003);
Widmaier (2004); Best (2004); Best (2005); Sinclair (2005).

139 Pinnemore and Sikkink (2001), p. 398. See also Gordon (1980).

Bt Adler (1997), p. 336.
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sovereign debt management. As a result, each of the case study chapters will argue that

productive power is best seen as a by-product of material power.

3.2 IPE Theory: Hegemony and the Pattern of Sovereign Debt Settlements

One scholar has proposed an interesting linkage between the distribution of power
in the international political economy and the patterns of debt settlement. Suter (1992)
made one of the few attempts to bridge several historical periods - between 1820 and
1975 — in his examination of the recurring cycles of sovereign default and the variations
in settlement terms. He argued that in periods of core rivalry, like the 1930s, creditors
tended to be divided and poorly organized. This permitted peripheral debtors in the
interwar period to get more favourable settlements than they could durihg periods of
uncontested hegemony. By contrast, if we look at the last quarter of the 19™ century,
when the financial supremacy of Britain was unquestioned, debt settlements favoured
creditors.'*? Suter’s argument is both appealing and empirically supported for the
timeframe under consideration in his study. However, one of the objectives of our
analysis is to see how this argument fares if we extend it through the current period and if
we look at it more deeply on an intra-period basis. When we do this, we find that the link
between hegeinony and debt settlements is not as straightforward as Suter originally
hypothesized. For instance, the powerful creditors’ cartel of the 1980s operated
sucéessfully in a period when U.S. hegemony was arguably in decline.'*® There is also
conflicting evidence for the 1930s. Eichengreen (1991) maintained that although British
bondholders may have been identified with a receding hegemon, they nevertheless
obtained better results than their U.S. counterparts in negotiations with a number of
1930s defaulting states.'** So, while the hegemony hypdthesis may not work as weil for

our purposes, we do believe that the way in which Suter privileges power considerations

2 Suter (1992), p. 39.

132 Keohane (1984). International relations scholars like Keohane argue that the U.S. peaked in terms of its
hegemonic power in the years immediately following World War II on several measures, including its
share of world trade and the relative size of its economy. Since the 1970s, they argue that U.S. hegemony
has been in gradual decline, leading to the rise of a multi-polar world with the U.S., the EU and China/Asia
sharing power. In Keohane’s work, he argues that regimes offer an alternative to maintaining order and
cooperation among nations in the absence of a clear hegemonic power.

134 Eichengreen (1991).
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is worthy of further development, and, for this reason, we have decided to expand on his

original power hypothesis in our research project.

3.3 The Four Faces of Power in Sovereign Debt Restructuring Regimes

Thus far, we have situated sovereign debt regimes in the power-based literature,
and our next step is to catalogue the key features of these regimes. As we alreédy
discussed in Chapter 1, we have proposed using the power-based framework developed
by Barnett and Duvall (2005) since it captures four types of power - compulsory,
structural, productive and institutional - each of which has relevance to a key aspect
of the sovereign debt restructuring process. It would be hard to deny that power is one of
the most important organizing concepts in social and political theory. In fact, noteworthy
taxonomies of power have been advanced by a number of scholars, including Weber
(1968) and Mann (1986). For Weber, there were three principal types of power (or
legitimate domination): i) rational; ii) traditional; and iii) legal.** Mann argued that there
were four sources of power: i) ideological; ii) economic; iii) military; and, iv) political.136
This highlights one of the drawbacks of using power an analytical tool: researchers are
often unable to agree on a common definition or set of definitions.””” The model
developed by Barnett and Duvall (2005) owes a debt to this early scholarship since it has
grown out of the broader literature on power. Its value as an analytical device, not unlike
those which preceded it, is precisely its ability to integrate different conceptions of power

rather than see them as competing. As Baldwin wrote:

135 Weber (1968), pp. 215-253. Rational: rests on “a belief in the legality of enacted rules and the right of
those elevated to authority under such rules to issue commands.” Traditional: rests on “an established belief
in the sanctity of immemorial traditions and the legitimacy of those exercising authority under them.”
Charismatic: rests on “devotion to the exceptional sanctity, heroism or exemplary character of an individual
person, and of the normative patterns...revealed by him.”

13 Mann (1986), pp. 23-28. Ideological: power that is “wielded by those who monopolize a claim to
meaning.” Economic: power that “derives from the satisfaction of subsistence needs through the social
organization of the extraction, transformation, distribution, and consumption of the objects of nature.”
Military: power which “mobilizes violence, the most concentrated, if bluntest instrument of human power.”
Political: power which “derives from the usefulness of centralized, institutionalized. . .regulation of many
aspects of social relations.”

37 Hay (1997), quoting Ball, p. 45.
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it is time to recognize that the notion of a single overall international power
structure unrelated to any particular issue-area is based on a concept of power

that is virtually meaningless.'*®
In fact, by combining different aspects of power into a single framework, we are in a
better position to examine how they might offset, or augment, each other in a sovereign
debt bargaining exercise.””” Our framework will also enable us to provide a more robust
explanation for variations in bargaining outcomes, while at the same time permitting

some generalizations across time.'*

3.3..1 Compulsory Power

Each of the four “faces” of power that form our analytical framework has a
specific provenance in the literature. The concept of compulsory power can be traced
back to Max Weber, who defined it as “the probability that one actor within a social
relationship will be in a position to carry out his own will despite resistance, regardless of
the basis in which this probability rests.”'*! A comparable interpretation of compulsory
power can be found in the classic formulation by Dahl (1957): “A has power over B to
the extent that he can get B to do something that B would otherwise not do.”*** Like
Weber, Dahl conceived of power as agency-centred, inasmuch as he focused his analysis
on the behaviour of actors within the decision-making process. Waltz (1979) treated
power as a “fund of capabilities that enables the more powerful in general to work their
wills with greater regularity than the weak.”'** Both Krasner (1981) and Strange (1999)

used the term “relational” power when referring to this same ability to “change outcomes

138 K apstein (1992), quoting Baldwin, p. 265.

139 Schneider (2005), p. 669.

49 Puchs (2005a). In a similar vein, Fuchs (2005) looked at the interaction of three aspects of business
power - instrumental, structural, and discursive - to show how multi-national corporations have assumed
increasing rule-making authority in regulatory matters as well as participation in public-private
partnerships.

141 Carlsnaes, Risse et al. (2002), p. 180. Weber argues that every genuine form of domination implies a
minimum level of voluntary compliance and therefore enjoys a claim to legitimacy. Under this
interpretation, it would be unlikely that Weber would use the term “compulsory power” the way it is used
in this study. That is to say, he would be unlikely to support the view that compulsory power could include
the use of military force. However, the other interpretations of “compulsory power” would support its use
in this context. See Dahl (1957), Waltz (1979), Krasner (1981) and Strange (1999).

2 Dahl (1957), p. 201.
3 Waltz (1979). Also quoted in Lentner (2004), p. 6.
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or affect the behaviour of others in the course of explicit political decision-making

pmcesses.”'44

Compulsory power in the sovereign debt restructuring process has largely been
exercised by creditor country governments, since private creditors could not normally
address their grievances directly to debtor states. If private creditors were not successful
in appealing to their home governments for intervention, they customarily settled for
indirect avenues to redress defaults - the private creditor representative bodies. For
instance, in the period from 1821 — 1925, close to 20% of debt settlements involved
creditor country governments taking some type of political or economic control over
sovereign debtors.'*> Borchard and Wynne (1951b) chronicled the spectacular case of
Egypt, in which gradually increasing involvement ended with Britain’s military
intervention in 1882.'*¢ The blockade of Venezuela in 1902 by Britain, Germany and
Italy ended with the capitulation of that country’s recalcitrant dictator and full repayment
four years later.'*” Despite protests from Latin American countries, the Hague Peace
Conference of 1906 legitimized the use of force in cases of debt disputes, but only if the

defaulting states refused international arbitration.'®

‘While direct government
intervention in the 19™ and early 20™ centuries is commonly believed to be more the
exception than the rule, the fact of the matter is that most negotiations took place with the
tacit understanding that the use of force remained a distinct possibility.

In the aftermath of the Great Depression, the U.S. State Department took an active
role in the settlement of defaults with private creditors. However, the orientation of that
intervention was decidedly different from what had gone before. Under the U.S.’s Good
Neighbour Policy, there was little scope for applying pressure to Latin American debtors,
and Wallich rightly concluded that wheﬁ the government intervened, “the respective
debtors [would] be treated very considerately.”'*

As the 1980s Latin American debt crisis unfolded, Kahler (1986¢) argued that

politics needed to be brought back into the discussion of the debt crisis, especially since

14 Krasner (1981), p. 122; Strange (1999). Note that Strange used a definition that was similar to Dahl’s.
The quote is from Kranser (1981).

145 Suter (1992), p. 93.

146 Borchard and Wynne (1951b).

7 Mauro and Yafeh (2003), p. 23.

18 The Corporation of Foreign Bondholders (1873-1987), Report of 1907.

149 Wallich (1943), p. 335.
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political considerations were having an impact on the operation of the international
financial system. He noted the emerging activism on the part of creditor country
governments and the IMF, and he explored the important relationship between
commercial banks and their home governments."*® Some, like Wellons (1985), saw the
governments of the G-5 playing a role as important as the London Club in the 1980s debt
negotiations.'*! '

The less visible role of creditor governments and the IMF since 1998 has in some
ways been a reaction to the handling of the 1997 Asian financial crisis and the charges of
moral hazard levied against the IMF for its large lending packages to countries like
Thailand, Indonesia and South Korea. As the case of Argentina’s 2001 default will
demonstrate, creditor governments, most especially the U.S., have offered less overt
support for private creditors since 1998, preferring “market-based” solutions instead. The
effect has been to strengthen the hand of sovereign debtors in restructuring negotiations,
especially when compared to the 1980s and the 19" century.

It is interesting to note that creditor country government intervention has been a
common theme thrdughout the history of sovereign default. It took different forms — from
military intervention in the 19 century to the imposition of IMF structural conditions in
the 20™ and 21 centuries — but it has remained an acceptable course of action. As a
result, the potential for this type of intervention remains part of the sovereign default
calculus, influencing the outcome of debtor-creditor negotiations.

We would expect to see compulsory power play an important role in the
sovereign debt restructuring process in the following cases: i) where creditor country
governments have overriding diplomatic or geo-strategic objectives with respect to a
defaulting state; ii) when sovereign defaults have the potential to create systemic risks
that would reverberate negatively on creditor country markets; iii) where the property
rights of private creditors have been openly or unfairly abused and creditors have no
alterative (legal) means of seeking compensation from a defaulting sovereign; and,
finally, iv) where there is a close, collaborative relationship between a creditor country

government and private creditor groups.

150 K ahler (1986¢).
151 Wellons (1985).
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3.3.2 Structural Power

While the concept of compulsory power was important in explaining outcomes in
international relations, scholars soon pointed out that it was not the only aspect of power
worthy of investigation. Bachrach (1962) argued that power is janus-faced, insofar as its
complex nature is obscured if we focus narrowly on the decision-making process. In his

view:

power is also exercised when A devotes his energies to creating or reinforcing
social and political values and institutional practices...To the extent that A
succeeds in doing this, B is prevented, for all practical purposes, from
bringing to the fore any issues that might in their resolution be seriously
detrimental to A’s set of preferences.'*>
So, while the first face of power - compulsory power - focused on the effect that one
party can directly have over another in a negotiation, this second characterization -
structural power - is more concerned with the larger context in which that negotiation
takes place. Krasner (1981) called this second type of power “meta-power,” or the

capacity to structure the environment in which decisions are made. Gruber (2000)

referred to it as “go-it-alone” power, meaning the ability to unilaterally alter the status

quo.'s?

Similar themes of structural power run through Marxist theories which posit that
workers offer their labour to private firms voluntarily, but only because the alternatives in
a capitalist system — unemployment and impoverishment — would be far worse. World
systems theorists also employ this notion of power when they argue that “structures of
production generate particular kinds of states identified as core, semi-periphery and
periphery.”'>* In other words, structural forces embedded in the global economy are
directly responsible for how states conceive of their identities and formulate their
interests. Hurrell and Woods (1995) see structural power as responsible for a certain

degree of path dependence for weaker states in the system. They maintain that not only

152 Bachrach (1962), p. 948. See also Bachrach and Baratz (1963). See Strange (1999) and Gruber (2000)
for treatments of agency-centered and context-centered approaches to power. Strange develops the concepts
of “structural power” and Gruber discusses “go-it-alone” power, both of which describe a form of power
that involves the strategic manipulation of alternatives. Also, see Gill and Law (1989) for a discussion of
the structural power of capital.

153 Krasner (1981), p. 122; Gruber (2000).

154 Barnett and Duvall (2005), p. 54.
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do these states have very little influence in defining the global agenda, their highly
restricted choices “carry powerful political implications, not just because they submit to
the will of larger states...but because, over the longer term, weak states’ decisions
constrain their future options.”'>

Strange (1999) used the term “structural power” to refer to this same agenda-
setting, context-creating capability, and argued that structural power could be amplified
by several things, including control over the supply and distribution of credit.'® In fact, a
number of scholars have argued that as the scope of the market began to widen in the
1980s, and as technology and communications have advanced, these factors have
contributed to “the rising structural power of internationally mobile capital.”'*’

Structural power is a critical aspect of the sovereign debt management process. Not
only do the reciprocal roles of capital importer and exporter imply a certain set of

| privileges (or disadvantages), the structure and condition of the capital markets are also
important determinants of the outcomes of sovereign debt negotiations. In various
historical periods, the sovereign debt market could be described in one of three ways: i)
highly centralized and controlled, ii) highly decentralized and promiscuous, or iii)
collapsed.

In the last quarter of the 19™ century, British investors were largely in control of the
capital export markets. Foreign investment rose from £245 million in 1854 to £3.9 billion
in 1913, giving the CFBH considerable leverage and credibility when it threatened
debtors with loss of market access.'”® The same was true of the highly centralized debt
markets of the 1980s, when the banks of the London Club were the sole source of private
credit to Latin American debtor states. Carlos Diaz-Alejandro (1984) maintained that
what could have been a serious but manageable recession turned into a major crisis
mainly because of the abrupt change in the conditions and rules for international lending
by the banks." Highly centralized or controlled markets, therefore, tend to favour the

interests of creditors in a restructuring process.

135 Hurrell and Woods (1995), p. 456.
156 Strange (1999).

17 Gill and Law (1989), p. 480.

158 1 ipson (1985b), pp. 40-41.

159 Diaz-Alejandro (1984).
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The global macroeconomic situation of the 1930s had the opposite effect, with
market collapse inviting sovereign default mainly because private creditors could not
hold out the reward of new financing to those countries that honoured their debt
obligations.'®® And, in the 1990s, we see that highly decentralized and liquid markets
have had surprisingly the same effect on debtor incentives as collapsed markets. When
sovereigns are able to return to the private debt market quickly after a default, they are
more likely to consider the default/restructurmg option. Mexico issued new debt in the
capital markets within a year of its 1994/1995 crisis, as did Korea and Russia after their
respective crises in 1997 and 1998.'°' Therefore, structural power can, at different points
in history, accrue to the benefit of either sovereign debtors or private creditors. We
would therefore expect to see structural power push outcomes in favour of creditors when
private capital markets are highly controlled and centralized. On the other hand, structural
power would benefit debtors when private markets are either i) highly liquid and

promiscuous, or ii) collapsed.

3.3.3. Productive Power

In sharp contrast to compulsory and structural power, productive power concerns
itself with discourse and the systems of knowledge “through which meaning is produced,
fixed, lived, experienced and transformed.”'®? Discourses can be conceived as sites of
power since they help determine both the possible and acceptable courses of action in the
international political economy. According to Bourdieu (1991), “the power of
constituting the given through utterances” is an “almost magical power which enables
one to obtain the equivalent of what is obpained through force.”'®® As a result, particular
discourses have played a role in the formation of sovereign debt restructuring regimes to
the extent that they have rendered certain remedies on the parts of creditor states

acceptable. Etymologically, the word default is derived from the Latin “de” which is a

160 Armella, Dornbusch et al. (1983).

16! Interview K.

162 Barnett and Duvall (2005), p. 55; See also Gordon (1980) for a compilation of the writings of Foucault
on this subject.

13 Bourdieu (1991), p. 170. Bourdieu refers to this as symbolic power. He argues that “what creates the
power of words and slogans, a power capable of maintaining or subverting the social order, is the belief in
the legitimacy of words and those who utter them.” See also Ives (2004), p. 173, for a discussion of
Gramci’s poltics of language. For Gramsci, “the production of meaning and language in the context of past
linguistic pressures and understandings cannot be separated from any project of social change.”
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prefix denoting intensive force, and “fallere,” meaning to deceive or cheat. Taken

together, the meaning of default is “an utter and complete deception of a creditor by a

debtor.” According to Winkler (1933):

Regardless of terms and definitions, the practise of disregard for creditors is

held in abhorrence everywhere. Government default, irrespective of

classifications and erudite definitions is...a breach of its obligations under

domestic and international, and always, moral law.'®*

This conception of default led U.S. President Theodore Roosevelt in 1904 to include
sovereign default among those actions which “loosened the ties of civilized society”
necessitating the intervention of a “civilized” nation.'®® Such an interpretation helps us
understand why creditor country governments might have chosen to intervene by force on
behalf of their private creditors in the 19" and early 20™ centuries. They also provide
insights into the development of international anti-expropriation and international
property law in the 19™ century. It was widely accepted that the taking of an alien’s
property — including the refusal to honour a debt contract — required an offending
sovereign to pay prompt and fair compensation.'®® At the time, these rules helped to
maintain the economic and social order necessary for the conduct of international trade
and capital export, and their development was closely linked to the rising importance of
Britain as a capital exporter. Most critically for our purposes, they prescribed the
boundaries of acceptable behaviour between defaulting sovereigns and their creditors. In
this historical example, productive power worked to the benefit of creditors insofar as
exceptions to the doctrine of sovereign immunity were allowed in cases where property
rights were blatantly abused.

In the issue-area of sovereign debt management, productive power appears to be
largely an attribute of capital exporters and the institutions and organizations connected
to creditor country governments. These groups have generally been responsible for how
default is perceived as well as the array of remedies that are deemed acceptable at
different points in history. So, our focus will be on how and why this particular group of

actors formulated and changed their views on default and how this impacted their

164 Winkler (1933), p. 9.
165 Rippy (1934), p. 195.
166 Lipson (1985b), p. 38.
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preferred policy measures for dealing with sovereign debt crises. We would expect to see
productive power play a meaningful role in cases where an actor’s ability to use other
forms of power is severely restricted. Elsewhere, productive power is likely to operate in

an auxiliary capacity, playing a subsidiary role to institutional, compulsory, and structural

power.

3.3.4 Institutional Power

Institutional power is power that is mediated or diffused by the formal or
informal bodies that operate between two parties. For the purposes of our analysis, the
private creditor representative bodies - the CFBH, FBPC and London Club — as well as
the Market-Based Debt Exchange are taken to represent sources of institutional power.
They are analytically important and distinct from the capabilities directly possessed by
individual debtors and creditors since they circumscribe behaviour through their
decisional rules, delegation of responsibility and division of labour. However, the rules
and decision-making procedures of institutions can also create “winners” and “losers.”

By their very nature, institutions can influence outcomes in ways that favour some
parties over others, unevenly distributing their collective rewards “long into the
future.”'®’ For this reason, an independent analysis of the features of the private creditor
representative bodies will enable us to ascertain how much autonomous influence they
had on sovereign debt negotiations and what types of institutional bias are detectable.

The CFBH was widely judged to be an extremely effective organization in its
own right. Aside from its ability to deny market access to defaulted states, it also
coordinated its activities with fellow bondholder committees on the Continent and,
eventually, in the United States. The institution commanded a great deal of respect from
investors and debtor states alike. This was in part due to the fact that many CFBH board
members were former British diplomats who, as a result of their position and experience,
developed trusted relationships with foreign governments. Such relationships eased the

way for difficult debt negotiations.'®® In addition, the CFBH’s non-profit status removed

17 Barnett and Duvall (2005), pp. 48 & 52. This concept of institutional power is different from the
sociological view offered by Mills (1963). In Mills* work, societal power resides principally with the
political, economic and military institutions that can shape history, while the institutions of family,
education and religion are pushed to the side and largely subordinated to the “big three.”

18 Mauro and Yafeh (2003).
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the prospect of pecuniary motivation from its recommendations to bondholders,
recommendations which were largely seen as credible and nearly always accepted.

Although very little has been written about the FBPC, the principal verdict in the
- literature seems to be that it was much less effective than its British counterpart, with
some even branding it a failure.'®® Since the FBPC was established only in 1933, it did
not enjoy the longevity and experience of the CFBH, and yet it faced the prbspect of
negotiation in the midst of one of the most trying periods in economic history - the Great
Depression. After just a few years of operation, Adamson (2002) argues that the U.S.
State Department effectively supplanted the institution as chief negotiator with defaulted
Latin American states. Observing the organization’s intransigent insistence on full
fepayment of interest and principal, the State Department came to believe that the
objectives of private bondholders were in direct conflict with America’s geo-strategic
preference for regional stability. |

The literature on the London Club and the 1980s debt crisis more than makes up
for the paucity of material devoted to the FPBC. There is wide agreement among those
writing on the 1980s debt crisis that the risk of insolvency in the global banking system
unified the interests of commercial banks (through the London Club), the IMF and
creditor country governments, -pitting a powerful creditors’ cartel against a weak and
divided set of debtor states. Devlin (1989) focuses on the bargaining process between
commercial banks and Latin American debtors, suggesting that the banks made the most
of their enhanced bargaining leverage by increasing their profits and capital bases while
Latin American economies faltered.'”

We would therefore expect to see creditors wield more institutional power in the
following cases: i) where creditor groups are small, relatively homogenous, or share a
common set of objectives; ii) where a creditor representative group is seen to have
authority by virtue of its integrity and experience; and, iii) where the interests of private
creditors are generally aligned with those of creditor country governments.

As indicated in the table below, the analytical framework discussed in this chapter

has allowed us to link each regime element to an aspect of power from the Barnett and

169 Adamson (2002).
170 Devlin (1989).
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Duvall (2005) taxonomy. It also expands on the table presented in Chapter 1 by

identifying the actors that are most likely to wield each type of power.

Table 3A: The Four Faces of Power in Sovereign Debt Restructuring

Regime Element Aspect of Power Locus of Power
Creditor Representative > Institutional Power CFBH, FBPC,
Body (Organization- London Club
Mediated)
Degree and Orientation > Compulsory Power Creditor country
of Creditor Country (Direct) governments, IFIs
Government
Intervention
Condition of Capital > Structural Power Centres of capital
Markets and Structure (Market-Determined) export, commercial
of Sovereign Lending bank balance sheets,

official sector
“lending into arrears”

Default characterization > Productive Power Credit exporters,
and generally accepted (Meaning-Determined) policymakers,
standards of creditor international lawyers,
behaviour towards macroeconomists,
defaulting sovereigns NGO’s

3.4 Sovereign Debt Restructuring Regimes: Game Theory and Negotiation Analytics

Before we close, it is important to point out that there are a number of scholars
who have employed game theory to analyze the process of sovereign debt restructuring.
Most notable among them is Aggarwal (1996).'”" For decades, game theorists have been
searching for a method that would allow them to predict the outcome of strategic, human
interaction using only data on the order of events and a description of the players’
preferences.'” There are a number of unrealistic assumptions that need to be made by
game theorists in their quest to create an effective model of strategic bargaining, and
while this approach may have applicability in cases that involve repetitive, well-
structured negotiations, their utility in the issue-area of sovereign debt negotiations is
highly suspect.'” For one thing, a fundamental requirement of game theory is that each
player is aware of the rules as well as the preferences of the other players, a state of

affairs that is rarely found in actual negotiations. This insistence on complete information

17! Aggarwal (1996).
172 Sebenius (1992), p. 347. Citing Ariel Rubenstein.
173 Sebenius (1992), pp. 346-347.
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appears prominently in Aggarwal’s work on sfrategic interaction in debt rescheduling.
His model assumes that each player knows the other player’s payoffs as well as the rules
of the game. To assume otherwise, would be to make the model unwieldy.'” However, in
the interests of parsimony and in an effort to create a more tractable analytical
framework, Aggarwal edits out a critiéal element of reality. According to Tomz (2001),
“one simply cannot understand international capital flows and debtor-creditor relations
without putting imperfect information... at the center of the analysis.”'”
 Aside from uncertainty, there is the important, and unpredictable, human element
that we alluded to in Chapter 2. People tend to exhibit well-informed and purposive
behaviour in a negotiation, but they are generally not pure utility maximizers that fit the
descriptive categories of “imaginary, idealized, [and] super-rational.”'” In fact, it is in
the more realistic world of bounded rationality and imperfect information that negotiation
analytics attempts to make a contribution. Both Putnam (1988) and Odell (2000) have
proposed negotiating models which do not aspire to the level of prediction, but do assume
intelligent, goal-seeking behaviour on the part of participants within the larger context of
incomplete information.'”” As an example, Kahler (1993) employed Putnam’s two-level
game to help illuminate a series of negotiations between developing countries and the
IMF.!™ Given the unique and non-repetitive nature of sovereign debt restructurings, we
would argue that negotiation analytics can deliver a more realistic assessment of these
cases than game theory. That being said, we would also point out that both approaches
are intended to be used when looking at specific instances of negotiation, and not at
results produced by aggregating bargaining outcomes over decades. Since this project
contemplates the latter, neither game theory nor negotiation analytics will play a role in
our research.
We therefore trust that the analytical framework we have elaborated here will
allow us to better illuminate the connections between power and negotiating outcomes in

sovereign debt management across time. In the next chapter, we will use this framework

174 Aggarwal (1996).

175 Tomz (2001), p. 33.

176 Sebenius (1992), pp. 348-349.
177 putnam (1988). Odell (2000).
178 Kahler (1993). '
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to analyze regime formation and the resulting bargaining outcomes during the era

dominated by the British Corporation of Foreign Bondholders.
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Chapter 4

An Institutional Counterweight to Sovereign Power? The
Corporation of Foreign Bondholders and Sovereign Debt
Workouts in the 19" Century

The cause of the British bondholder is at last likely to be taken up with energy and skill. The British lender
has been by some foreign borrowers so defrauded and oppressed that it is absolutely necessary some
measures should be devised for his protection.

Qbserver
November 7, 1868

That an association which is, after all, only a combination of private individuals, should have acquired so

great an influence, and should have dealt with [sovereign] debts amounting to [an] enormous total...
seems almost fabulous — almost like a fairy tale of finance.

Sir John Lubbock,
Corporation of Foreign Bondholders, 1890

4.1 The Corporation of Foreign Bondholders and the Four Faces of Power

Accounts of the sovereign debt restructuring regime of the late 19™ century have
largely privileged the role of the British Corporation of Foreign Bondholders (“CFBH”),
arguing that its establishment in 1868 was responsible for enhancing the efficiency of
sovereign debt workouts and improving bargaining outcomes for private bondholders. In
many ways, the CFBH was considered to be an institutional counterweight to sovereign
power and received much of the credit for improvements to the private investor-sovereign
state negotiation process. For instance, Borchard (1951a) extols the CFBH for having
“the great advantage of operating under an excellent constitution,” attributing its
achievements to the “character and capacity of the men” who carried out its policies.'”
Esteves (2005) argues. that the institutional innovation of the CFBH was chiefly
responsible for shortening default durations and increasing bondholder recoveries in the

period from 1870 to 1914.'® Eichengreen (1991) and others give the CFBH credit for

17 Borchard and Wynne (1951a), pp. 211-212.

130 Esteves (2005), p. 32. According to Esteves, efficiency improved insofar as default durations were
reduced and bondholder recovery rates were increased.
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being a more effective organization than its continental European and American
counterparts, while Suter (1992) contends that the ability of bondholders to “enforce hard
terms  of debt settlements against the interests of debtor countries” would have been
severely impeded had it not been for strong investor networks like the CFBH.'®! Finally,
Mauro and Yafeh (2003) argue that‘ “while similar bondholder associations were
established in other countries at various times in history, the CFBH was the longest-lived,
best known, and most important of these institutions.”'*?

Much of what we have come to believe about the efficacy of the CFBH can be

summarized in the table below.'%?

Table 4A: Bargaining Qutcomes in Sovereign Debt ReStructuring

Time Period Dominant Creditor Average Time from Debt Forgiveness
Representative Body Default to Settlement :

1871-1925 Corporation of Foreign 6.3 years 12%
Bondholders (15.9%)*

1926-1975 Foreign Bondholders 10.1 years 23.2% -
Protective Council (55.9%)*

1980-1997 The London Club 8.5 years 35%

1998-2005 Market-Based Debt 1.19 years 48.67%
Exchange

Sources: Suter (1992); Cline (1995); Singh (2003); Sturzenegger and Zettelmeyer (2005a).

*Bracketed results for the periods beginning in 1871 and 1926 also take into account the forgiveness of accrued interest
and reductions in contractual interest rates. This provides a more comparable result with the periods that begin in 1980.

The data suggest that, prior to 1998, the period marked by the dominant operation of the
CFBH held the most impressive record for efficiency of settlements (6.3 years on
average). Of equal importance is the fact that this era required the smallest concessions
on the part of private creditors for debt forgiveness over the past 135 years (12%).

This chapter intends to challenge the conventional wisdom about the role of the
CFBH. Using the power-based analytical framework outlined earlier, we will

demonstrate how the institutional capabilities of the CFBH, although not insignificant,

181 Suter (1992), p. 86; See also Eichengreen (1991), p. 164; Eichengreen and Portes (1989), p. 21.

132 Mauro and Yafeh (2003). Other private creditor representative bodies included: the Association Belge
pour la Défense des Détenteurs de Fonds Public (Belgium); the Association Nationale de Porteurs Frangais
de Valeurs Mobiliéres (France); the Caisse Commune des Porteurs des Dettes Publiques Autrichienne et
Hongroise (France); the Committee of the Amsterdam Stock Exchange (Netherlands); the Conseil de la
Dette Publique Repartie de I’ Ancien Empire Ottoman (France); the Foreign Bondholders Protective
Council (U.S.); and the League Loans Committee (Britain). See Winkler (1933), pp. 156-178.

1% Suter (1992); Cline (1995); Singh (2003); Sturzenegger and Zettelmeyer (2005a).
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were largely overshadowed by compulsory and structural regime elements that favoured
private creditors and contracting houses beginning in 1870. We intend to show how the
“accomplishments” of the CFBH were attributed incorrectly to the institution simply
because it operated coincidentally with these other forms of power in the international
system. Our analytical framework will also dispute the practice of equating — or
confusing — the CFBH with the sovereign debt restructuring regixhe of the late 19" and
early 20™ centuries. Instead, we believe it to be more accurate to portray the institution as
just one element of that regime.

This chapter will therefore present a systematic examination of the power
capabilities - institutional, compulsory, structural and productive - that drove the
sovereign debt restructuring process of the late 9™ century. Our goal is to better
illuminate how the 19" century debt regime came into being, how it produced the
observed bargaining outcorhes presented above, and which aspects of the regime were

most responsible for driving those outcomes.

4.2 The World Before the CFBH .
For most of the 19™ century through the beginning of World War I, London

enjoyed a pre-eminent role as the “money capital of the world.”*®* From the 1820s to the

1860s, the British were considered to be one of the five major powers in the world
system, eventually rising to “a position of international economic hegemony.”'** Britain
was home to two of Europe’s largest contracting houses, Baring Brothers and N.M.
Rothschild. These houses were principally intermediaries who earned their fees by
placing loans with private investors. For reputational reasons, they were keenly interested
in underwriting bonds of high quality, since defaults reflected poorly on their judgment.
However, as time passed, smaller and more short-sighted competitors joined the fray,
hoping to participate in the highly profitable underwriting opportunities presented by
international debt. These second-tier banks were less discerning about quality than the
more visible Barings and Rothschild, thereby driving down underwriting standards and

increasing the risks of default.

13 Jenks (1927), p. 5; See also Aggarwal (1996); Aggarwal and Granville (2003).
185 Aggarwal (1996), p. 19. The other four major powers were France, Prussia, Russia and Austria.
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Prior to the establishment of the CFBH in 1868, the two most significant default
episodes occurred in Latin America (1820s) and the United States (1840s). The newly
established Latin American states had borrowed heavily in the 1820s to finance their
wars of liberation from Spain as well as to smooth domestic consumption. In fact,
between 1821 and 1825, they borrowed close to £48 million.'®® The purposes to which
these loans were devoted - war and consumption - did little to enhance Latin America’s
longer term debt service capabilities. As a result, starting with Columbia in 1826,
widespread defaults ensued.

While Latin America was falling into disrepute in the 1820s, the State of New
York had borrowed successfully in the British markets for the construction of the Erie
Canal; this project returned a handsome profit to bondholders who consequently showed
an even greater interest in new issues of U.S. municipal_govemments. Both the southern
and mid-western U.S. states were particularly eager to borrow so they could compete
with New York, and set out ambitious targets for infrastructure projects and the internal
development of state banking systems. The states’ debt grew dramatically from $13
million in 1820 to $170 million in 1838."*” When the Bank of England stopped accepting
American paper for discount over concerns about creditworthiness, trade credits
disappeared altogether. The first state to default was Pennsylvania in 1840. Widely
considered to be one of the wealthiest states in the nation, the default came as a shock to
British bondholders.

How were these default episodes addressed by bondholders? In Latin America,
default settlement was sporadic. While Chile came to an agreement in 1842, agreements
with other Latin American states were reached only in the 1850s, 1860s and 1870s, with
the last agreement completed with Mexico in 1888. In the U.S., the defaulting states lost
access to the British capital markets and therefore had to rely on internal resources to
fund development. While the majdrity of states settled within the decade in order to
regain British market access, other defaults dragged on into the 1860s and 1870s;

Mississippi, which repudiated its debt, remains in default to this day.'®®

186 Aggarwal (1996), p. 22.
187 Aggarwal (1996), p. 23.
188 Borchard and Wynne (1951b); McGrane (1935).
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In response to the spate of pre-1870 defaults, the London financial press did
allude to rumours about the establishment of a bondholder representative committee.
However, this committee never materialized.'®® Instead, private creditors were forced to
rely on temporary representative bodies to persuade sovereign debtors to settle. There
were a number of evils associated with these private committees. According to Borchard

and Wynne (1 95 1a), they tended to:

spring into being at the initiative of persons seeking to profit from the
bondholders’ need of having organized representation but who have
otherwise...no connection with the defaulted issue, own no bonds, have little
or no experience in the field, enlist a few distinguished names for fagade, and
then impose onerous and oppressive conditions on the bondholders...Aside
from the desire to share in fees, membership in such committees is induced
by a desire for public recognition, publicity, [and] inside information.'*®

In addition, it was often the case that the different creditor committees competed with one
another, a state of affairs that did not always work to the advantage of private creditors.
Britain’s experience with the defaults of the 1820s and 1840 helped the idea of a
formal and permanent bondholder committee to gain wider acceptance. And, if this
permanent body were accredited in some way, it would have greater political and

financial authority to undertake negotiations with debtor states. Finally, as the early

papers of the CFBH attest, the structure of the temporary committees:

deprived them of such influence with either the home or foreign governments
as would produce any practical result. The present purpose is to have a
standing committee or council, the permanency of which will be an element

of power, and composed of men of indisputable eminence in the financial
world.

4.3 The Creation of the CFBH and Institutional Power

What was it that finally prompted the creation of the CFBH? The literature provides

several possible motivations. Some argue that it was the desire of issuing houses to

139 McGrane (1935), p. 52. The British press discussed a permanent representative committee as early as
1843.

19 Borchard and Wynne (1951a), p. 184.
9! Archives of the Corporation of Foreign Bondholders (hereinafter, the “CFBH Archives”) (1868-1869).

Guildhall Library, City of London. File Ms34827. Extracts relating to the establishment of the CFBH.
Italics mine.
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assuage their conscience. They see the institutional innovation arising from a sense of
obligation on the part of the bankers who were responsible for selling the bonds to the
investing public, calling the CFBH the “conscience of the loanmongers.”192 Others
maintain that the issuing houses wanted to see defaults cleared as quickly as possible so
they would be free to issue new bonds for a previously defaulted state. In this narrative,
the CFBH arose from the self-interest - not the conscience — of the private banks. In fact,
the interests of the issuing houses have been cited as reasons for why, despite the
widespread defaults of the 1820s and 1840s, the CFBH was not created earlier. Esteves
(2005) argues:

The intention to constitute a self-standing organization of bondholders met

‘with the objections that it might be perceived as thwarting the action of the

great financial houses and that foreign governments may react adversely,

again damaging the position of the issue houses. As a result, the latter had to

be co-opted into the Council.'*?
Jenks (1927) agrees and documents that the majority of the Council that ran the CFBH
was composed of bankers or members of the brokerage houses.'*

Lastly, there are arguments that detect the hand of the British government at

work, hoping that a permanent body would provide sufficient incentives for British
capitalists to continue to lend overseas, a practice that had an enormously positive effect

on the British economy through the City of London.

4.3.1 The CFBH: The Progeny of British Bankers and Politicians
The founder and first president of the CFBH, Isidor Gerstenberg (1821-1876) has

largely been forgotten in the secondary accounts that narrate the origins of this private
bondholder representative body, despite the fact that he was singularly responsible for
bringing it about.'*® It is helpful to recount some of Gerstenberg’s story, since it serves to

illustrate the proximate motivations for the establishment of the CFBH.'*®

192 Jenks (1927), p. 288.

193 Esteves (2005), Appendix L.

1% Jenks (1927).

195 Gerstenberg’s name appears only once in the account of Borchard and Wynne (1951a), and does not
appear in any other secondary sources concerning the CFBH. We are able to recount his contribution from
archival sources only. Ironically, Gerstenberg was a close friend of Ferdinand Lassale, who later became a
German socialist leader with ties to Marx. Lassale sent Marx to Gerstenberg for financial help when Marx
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Gerstenberg was born in Breslau, Germany in 1821, and was sent to his uncle in
‘Manchester in 1841. There he represented Abraham Bauer, a textile merchant of
Hamburg. He was quickly singled out for his talents and abilities, and, at the age of 20,
he was relocated to London to become the representative of Abraham Bauer & Co., an
acceptance hoﬁse, in the City."”” As a banker, Gerstenberg was a well-known figure in
the city and had first-hand knowledge of the defaults of foreign governments which
involved, in his view, great losses to the investing public. He had been identified with
several of the'temporary bondholder committees which héd dealt with the aftermath of
defaults in Latin America, most notably Venezuela.

In his earliest attempts to gain support for a permanent bondholder representative
body, he tried to creatively enlist the support of Baring Brothers, the leading contractor of

foreign loans in the City. To get their attention, he wrote:

the ad hoc committees in their unsuccessful endeavours to protect the
interests of bondholders had allowed the excellent opportunity to escape of
acquiring the territory of California for [Britain].'*®
According to Gerstenberg, California had been offered by the Government of Mexico, to
whom it then belonged, in part payment of its defaulted debt to British bondholders. But
“the opportunity, he deplored, was missed.”'® He hoped that his appeal to a sense of
national self-interest in an age of imperial ambition would bring Barings on board.

Gerstenberg further argued that the plan he was proposing was “one calculated to supply

was living in London. So, the intellectual progenitor of socialism received assistance from one of the
earliest champions of the rights of global capitalists. See CFBH Archives (1950-1952). File Ms34603, Vol.
2, Document 327/1163R. Isidor Gerstenberg biography.

196 CFBH Archives (1821-1876). File Ms34829. Presidents of the Council. There are a few reasons why
Gerstenberg may have been written out of the history of the CFBH. His contribution could have been
underestimated since he had to resign his leadership position of the CFBH quite early (in 1875) due to poor
health. He then met an untimely end in an unexpected accident on a ferry crossing from Ostend to Dover in
1876. However, the more likely reason is that he disagreed with his successor, Sir John Lubbock, on the
institutional form of the CFBH. Gerstenberg supported a profit-making CFBH, and in its original form the
Corporation did make considerable profits. Its conversion in 1873 into a non-profit organization was due to
the fact that the majority of its leaders supported Lubbock in his view that it was unseemly that an
institution charged with representing British capital before foreign debtor governments should be motivated
by pecuniary interests.

197 He became a naturalized citizen in 1847 and a member of the Stock Exchange in 1852. At the age of 38
(1860), he married Bauer’s youngest daughter.

198 CFBH Archives (1938). File Ms34828. Reprint from the Transactions of the Jewish Historical Society
of England, Vol. XVIII.

1% CFBH Archives (1938). File Ms34828. Reprint from the Transactions of the Jewish Historical Society
of England, Vol. XVIII.
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a great public want and likely confer a boon upon the Bond-holding community” of
Britain.”®

Baring Brothers indicated that they could not get directly involved in
Gerstenberg’s project since they underwrote a large proportion of these bonds and
perceived a conflict of interest. In other words, they were concerned that their good
relationships with sovereign issuers might be threatened if Barings openly supported a

committee to assist private bondholders.?"!

However, Gerstenberg did not leave empty-
handed; Thomas Baring offered him a number of useful contacts through which to pursue
his idea. One such person was Frances Levien of the London Stock Exchange. After two
years of exploration and negotiation, they called the now historic meeting at the London
Tavern on the 11" November, 1868, at which “the foundation of the Council was laid.”**
It was presided over by the Right Hon. George Goschen, statesman and financier.
Goschen, of the firm Fruhling and Goschen, and also a cabinet minister, adopted the
proposition forwarded by Gerstenberg. The motion was seconded by Charles Bell, MP,
also of the 'ﬁnancial firm Thomson, Bonar, and Co. The men agreed that “watching over

and protecting the interests of holders of foreign capital is extremely necessary and

desirable.”*%

It is important to point out that the majority of the founding members of the
CFBH had existing - or previous - associations with private or merchant banking firms as
well as brokerage houses. Since many of these firms were also large underwriters of
sovereign bonds, they were interested in maintaining as open a market as possible for
these bonds. And, because they appeared to have interests that were aligned with
bondholders — to settle defaults expeditiously and maintain sovereign debtor access to the

capital markets — their motivations were not initially questioned.”**

209 CFBH Archives (1938). File Ms34828. Reprint from the Transactions of the Jewish Historical Society
of England, Vol. XVIII.

! The conflict of interest perceived by Barings is not one that investment banks acknowledge today.
Today’s firms accept that they can both underwrite bonds and then act as a settlement advisor if those
bonds end up in default, earning fees for both services.

202 CFBH Archives (1938). File Ms34828. Reprint from the Transactions of the Jewish Historical Society
of England, Vol. XVIII. ’

293 CFBH Archives (1950-1952). File Ms34603, Vol. 2, Document 327/1163R. Isidor Gerstenberg
biography.

2% Jenks (1927), p. 289.
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Gerstenberg suggested that the “none but gentlemen of position and influence
ought to be invited to form the Council.” It was to be composed of men that would
inspire great confidence in the bondholders. The Members of Parliament for the City of
London were seen as being the most desirable, since their governmental influence would
be of great assistance to the institution. The Chairman of the Stock Exchange was also
invited.2% In fact, of the first batch of eleven members of the Council, there were four
MPs, all of whom had strong ties to the City of London.”*

At the founding, Gerstenberg noted how the CFBH had received the support of
“some of the great houses, such as those of Louis Cohen and Sons, Thomson, Bonar and
Co., Horsman and Co., and G. and A. Worms.”?®” The CFBH boasted that it was “vitally
connected with the trading and financial interests of the City of London, the centre of all
loan operations in the world.”?® In fact, Mr. Charles Bell, of the firm Thomson, Bonar

and Co., reported at the CFBH’s inaugural meeting:

no greater proof of the vast importance of the question and the interests
involved could be afforded than the attendance of the heads of so many
eminent banking firms and financial houses at that meeting.’

Bell had no doubt that a council composed along the lines suggested by Gerstenberg
would carry great weight with the British government. However, in light of the close
connection between the CFBH and important financial houses like Balfour, Grenfell and
Hambros, there were legitimate concerns that the institution would be particularly liable

to pressure from City financiers.?'°

4.3.2 Institutional Form and Funding of the CFBH
When the CFBH was first formed in 1868, the body was initially called the

Association of Foreign Bondholders. It was capitalized with £60,280 at 5% interest, with

the funds coming principally from loan contracting houses. Only one bond at £100 each

205 CFBH Archives (1869). File Ms34827, Clipping from the Morning Post, February 3, 1869.

2% CFBH Archives (1869). File Ms34827, Clipping from the Times, February 3, 1869.

27 CFBH Archives (1868). File Ms34827, Clipping from the Morning Herald, November 12, 1868.
2% The Corporation of Foreign Bondholders (1873-1987), Report of 1876, p. 9.

209 CFBH Archives (1868). File Ms34827, Clipping from the Morning Post, November 12, 1868.
219 platt (1960), p. 25.
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was offered to each permanent member. However, these bonds were transferable (and
perpetual) certificates of membership that would survive the repayment of the original
£60,280 of capital.>'' Operating expenses were normally reimbursed by the payment of a
moderate commission by the foreign government with whom the CFBH arranged a debt
settlement. And, where that condition could not be met, the bondholders would be asked
to assume the payment on a pro-rata basis. In practice, however, it was very rare for the
bondholders to assume the payment of commissions.?'

The organization was renamed the Corporation of Foreign Bondholders when it
was transformed into a not-for-profit organization in 1873 under License from the Board
of Trade pursuant to the 23™ Section of the Companies Act. This process also permitted it
to enjoy limited liability without having the word “limited” in its title. Since the CFBH
was no longer focused on profit-making activities, any original subscribers who wanted
to be paid out were permitted to withdraw. However; most remained and were eventually
paid out in full in 1885. Once the CFBH had achieved non-profit status, any commissions
that were earned were directed to supporting the public work of the organization. If a
surplus remained after defraying the expenses of the CFBH, it became part of the General
Fund of the institution, which was held in trust for the benefit of British investors; none
of the official members of the CFBH had any interest in the surplus funds beyond the
sums that were fixed for their remuneration by Parliament.?"?

It is important to remember that when the CFBH was first established, its mission
was twofold: to protect the rights of bondholders and to maintain the public credit of
foreign governments.”'* By pursuing the latter goal, the issuing houses were to be assured |
a steady stream of business.

As Jenks (1927) reminds us, the activities of the City of London at this time were

more individual than corporate:

Sixty odd merchants and bankers competed in ever shifting combinations to
derive their maximum advantage from public needs...In the rapidly growing
caste of “made men,” bankers and brokers found themselves aristocrats.
Politicians sought their favors and bestowed them with honors...The Barings,

' The Corporation of Foreign Bondholders (1873-1987), Report of 1873, pp. 6-7.

212 CFBH Archives (1890). File Ms34828. Memorandum from Sir John Lubbock, February 24, 1890.
213 The Corporation of Foreign Bondholders (1873-1987), Report of 1924, p. vi.

% CFBH Archives (1880). File Ms34587, Rules and Regulations of the CFBH, February 19, 1880.
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who had migrated from Germany two generations before blossomed into the
baronetage with an Anglo-Saxon pedigree.*'®
As time progressed, there were allegations that the banks and brokers “sometimes
enjoyed a majority, or, at least, a blocking position in the organizations set up to protect
the interests of the principals [the bondholders] during the settlement of defaulted

bonds.”!¢ In fact, in 1897 the Economist reported:

a powerful influence is exercised upon the bondholders by the issuing houses,

who find it practically impossible to do fresh business with the borrowers

while the default lasts, and who are, therefore, naturally anxious that some

sort of settlement be arrived at, more especially as settlements of the kind,

yielding substantial pickings in the way of commissions, are frequently

followed by new loans.2!?
Since the CFBH meant to protect the rights of bondholders and maintain the credit of
foreign governments, it was vital for sovereign defaults to be cleared in order that debtor
states could renew their capital market access. The second objective indirectly benefited
the large issuing houses in London, who were precluded from doing new issue business
with a defaulted sovereign. The CFBH did eventu'ally draw criticism for being too willing
to settle quickly. There were also charges that the organization agreed to settlements that
were not as favourable to bondholders as they should have been due to the excessive
influence within the CFBH of the contracting houses.?'® Others have pointed out that it
was not only the contracting houses that pushed for settlements, but also the CFBH, since
it did not get paid its fees on issues that remained in default.*"

Borchard and Wynne (1951a) note the growing public opprobrium in the 1880s

and 1890s over allegations that the CFBH was serving limited interests at the expense of
the bondholders.”?® As these allegations grew, the permanent certificate holders of the

CFBH began to look covetously upon the substantial fund - around £100,000 - that the

5 Jenks (1927), p. 19.

216 Esteves (2005), p. 6.

2\7 The Economist, Vol. 55, 1897.

21® Mauro and Yafeh (2003), p. 14.

2191 ipson (1985b), p. 46.

22° Borchard and Wynne (1951a), p. 206. See also Esteves (2005), Appendix I: “the British Corporation of
Foreign Bondholders was repeatedly accused in its first two decades of existence of yielding excessively to
pressure from the issue houses. In 1898, the Corporation was reorganized by an act of Parliament that took
heed of these problems by ruling for a minority of representatives of issue houses in the governing body of
the Corporation.”
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organization had amassed by 1896. Two years later, many of these same members were
agitating to return the CFBH to a profit-making body.?*!

To avert a potential standoff with the investing public on this issue, the
management of the institution requested that it be reincorporated under a special act of
Parliament. In 1898, the Corporation of Foreign Bondholders Act was passed, creating a
quasi-public body and entrusting it with the duty of watching over and protecting the
interests of foreign bondholders.

While many of the functions of the CFBH were retained, the management of the
operation was materially reconfigured so as to reduce the influence of the private loan
houses in the decision-making process. This in part helped to address some of the public
concerns about the power of the banks within the CFBH and to give bondholders more
direct management oversight. Beginning in 1898, control of the CFBH was vested in a
~ council that consisted of twenty-one members.”*> Within this group, representation was

apportioned as follows:

e six members were nominated by the British Bankers Association;
e six members were nominated by the London Chamber of Commerce;

e and, nine members were chosen from the bondholding public.?*®

The new structure gave private bondholders a seat at the management table along with
powerful firms in the City of London as well as a larger voice in decision-making. It is
interesting to note that the CFBH viewed itself as only the first step in protecting

bondholder interests and had ambitions for a global network of protective institutions:

This Council deems it of importance to the interests of bondholders and the
maintenance of public credit in general, that institutions similar to ours should
gradually be formed in most, or if possible, in all financial centres, and that

! Borchard and Wynne (1951a), p. 206. See also CFBH Archives (1970). File Ms34603, Vol. 9,
Document 327/1708. Letter from CFBH to Bank of England. In 1970, an internal document appears which
sheds light on how the CFBH was funded after most of the defaulted debts had been settled. The CFBH
received a £15,000/year subsidy from the Bank of England, as well as unofficial contributions from the
clearing banks, the British Insurance Association, and the Association of Investment Trust Companies.

22 CFBH Archives (1898). File Ms34587, Master Copy of the Corporation of Foreign Bondholders Act,
1898.

222 The Corporation of Foreign Bondholders (1873-1987), Report of 1924, p. v.
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whilst acting locally for their immediate constituents, they should co-operate

with each other for the common cause.”?*
In fact, some measure of cooperation was achieved with the Continental and U.S.
representative bodies that developed between 1898 and 1933. These included the
Association Belge pour la Défense des Détenteurs de Fonds Publics (Belgium); the
Association Nationale de Porteurs Frangais de Valeurs Mobilieres (France); the Caisse
Commune des Porteurs des Dettes Publiques Autrichienne et Hongroise (France); the
Committee of the Amsterdam Stock Exchange (Netherlands); and, the Foreign
Bondholders Protective Council (U.S.).

4.3.3 The Operational Rules of the CFBH
How did the CFBH work? The earliest handwritten minutes (1873-1877) provide

an excellent overview of the operation of the institution. Meetings were generally
concerned with appointing individuals to various sub-committees which were ostensibly
dedicated to country-specific negotiations. Some of these committees had a status that
was more or less permanent, especially if they were dedicated to covering a serial

defaulter. The minutes show that up to 20 committees were active at any point in time.***

4.3.3.1 The Negotiation and Default Management Process

The President and Vice-President of the CFBH were ex-officio members of all
committees. They also monitored the progress of each negotiation and would often adopt
legal measures, like granting powers of attorney to various representatives, so that they
would be authorized to act for the CFBH with foreign governments. Committee members
would travel to the defaulting country and meet with the finance minister or even the
country’s chief executive. They would conduct their own negotiations and then return to
London. In consultation with the Council, they would present a proposed restructuring
plan to the membership, usually in a general meeting of bondholders. The minutes also
reproduced various texts of telegrams from overseas negotiators updating the CFBH on

their progress.”*® Technically, the CFBH had no power to legally bind investors; it could

224 CFBH Archives (1874). File Ms34589, Vol. 1.
225 The Corporation of Foreign Bondholders (1873-1987), Report of 1903.
28 CFBH Archives (1873-1877). File Ms34589, Vol. 1.
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only make a recommendation. However, given the limited avenues of recourse available
to bondholders, CFBH recommendations were generally accepted. According to the

organization’s management, “dissentients were ultimately convinced.”**’

4.3.3.2 Bondholder Meetings

In order to help with investor persuasion, the CFBH would organize bondholder
meetings for the purpose of communication, education, and decision-making on a
particular offer of settlement. A permanent headquarters was established at 25 Moorgate
to facilitate these processes. The table below illustrates the manageable size of most

bondholder meetings, averaging between 50 and 200 individuals.

Table 4B: Sample Size of CFBH Bondholder Meetings228

Defaulting Country Date of Bondholder Meeting # of Bondholders Present

New Granada 1872 70
Santo Domingo 1873 143
Santo Domingo 1874 83
Costa Rica 1874 200
Santo Domingo 1875 60
Venezuela 1880 (January, 27) 103
Venezuela 1880 (September 2) 48

Source: CFBH Archives: Files Ms15806, Ms15801; Ms15779; and, Ms15772.

4.3.3.3 The Role of the Financial Press and the CFBH Library
The role of the CFBH reading room was important. The CFBH subscribed to a

host of English language newspapers globally, and was diligent in clipping from those
papers any item which would be of interest to British bondholders, especially those which
had to do with finance, commerce, railways, public works and political economy.
Sometimes, there would be multiple clippings in a single day, and it was often the case
that an interested party could follow a single country’s political and economic progress

over the course of years. The level of detail was also impressive. For example, the

27 The Corporation of Foreign Bondholders (1873-1987), Report of 1874.

228 CFBH Archives (1880). File Ms15806, Vol. 2. Venezuelan Committee Minute Book; CFBH Archives
(1873-1874). File Ms15801, Vol. 1. Santo Domingo Committee Minute Book; CFBH Archives (1869-
1880). File Ms15801, Vol. 2. Santo Domingo Committee Minute Book; CFBH Archives (1874-1885). File
Ms15779. Costa Rica Minute Book; CFBH Archives (1872). File Ms15772. New Granada and Columbia
Minute Book.

78




Economist (1874) provided its readers with a full accounting of the finances of Egypt. All
sources of revenue were accounted for, including tithes on land and date trees, taxes on
industry and commerce, and receipts from the Egyptian railway administration.””® The
Financier (1873) lists amounts received on the external debt of Turkey broken down by
type: tobacco, salt and spirits taxes, land taxes, tithes, and sheep taxes.”® Appendix 4A
provides a detailed list of all publications that appeared in the clippings files for selected
countries. Over sixty periodicals could be found in our samples on a regular basis in
country-specific volumes. In many cases, the clippings followed events on a daily basis,
demonstréting the interest and depth of knowledge of the British investing public in the
status of CFBH negotiations. The CFBH also arranged lectures and ‘discussions on
subjects of interest to its members on a periodic basis in the Hall of the Councilhouse.
And, it placed at the disposal of bondholders very valuable and often confidential
information that it received from its agents operating in various countries. It is likely that

the availability of such information helped facilitate coordination among creditors.

4.3.3.4 Answering Bondholder Queries

The CFBH soon became the focal point for all inquiries from British bondholders
regarding overseas loans. This meant thét the organization had to be sufficiently staffed
to receive and respond to requests from the British investing public, as well as from other
national bondholder associations and interested parties in the British government. By way
of illustration, a file containing Santo Domingo loose correspondence from 1900-1918
contained approximately 675 letters from individual bondholders making queries about
the status of the negotiations. This file also contained correspondence from French and
B‘elgian bondholder associations. Finally, there were letters from seemingly helpful
contributors who were visiting Santo Domingo and 'trying to offer “on the ground”
intelligence to the CFBH. This file gives one a sense of the enormity of the paperwork
that the staff of the CFBH had to deal with on an ongoing basis.?!

29 CFBH Archives (1874). Clippings File, Egypt, Vol. 1. Economist, June 27, 1874.
20 CFBH Archives (1873). Clippings File, Turkey, Vol. 2. Financier, September 6, 1873.
2! CFBH Archives (1900-1918). File Ms34780. Loose correspondence regarding Santo Domingo.
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4.3.3.5 Rules for Preventing Inter-creditor Inequity

While inter-creditor inequity is a problem that has become increasingly common
in today’s sovereign debt restructurings, in 1877, the CFBH established a rule that “no
settlement with foreign creditors would give preferential treatment to any class of
investors.”**? This resolution grew out of problems encountered with the Turkish
settlement in the 1870s, when those creditors that had easily accessible collateral (in the
form of Egyptian tribute payments held at the Bank of England) pursued their own
negotiations and fared better than fellow bondholders whose collateral was held in

Turkey.

4.3.3.6 CFBH Ethics
The CFBH exhibited a high degree of ethics. No archival evidence pointed to any

accusations of wrongdoing or bribery. The rules and regulations of the Council did
include the power to remove an official for taking any personal benefit for the relief of
bondholders and also prohibited him from engaging on his own account in any trade or
profession, unless special permission were given by the CFBH. He was also prohibited
from any “insider trading” of securities under negotiation.”* It seems that the CFBH was

designed to be as far above reproach as possible.

4.3.4 Bondholder Incentives to Accept CFBH Settlement Offers

Why were bondholders so compliant when it came to CFBH settlement
recommendations? The record shows that in virtually all cases, bondholders agreed to
accept the terms of settlements negotiated By the institution on their behalf, despite the
fact that it had no power to legally bind individual investors.”** While the institution was
clearly proficient at bondholder education and organizatioh, we would argue that the
willing acceptance of settlement proposals is better explained by two, historically-
specific reasons, both of which restrained bondholders from successfully launching
autonomous action against defaulting states: i) strict adherence to the doctrine of

sovereign immunity, and ii) the need to manage complex, international collateral pools.

32 Borchard and Wynne (1951a), p. 419.
233 CFBH Archives (1880). File Ms34587, Rules and Regulations of the CFBH, February 19, 1880.
% We even find examples where bondholders accept settlements which the CFBH does not recommend.

80



i) Lack of Commercial Carve-outs to the Doctrine of Sovereign Immunity: In the
19™ century, the doctrine of sovereign immunity made it viftually impossible for private
creditors to sue sovereign states, and in the rare instances where they tried, judgments
were largely uncollectible.®* For example, in the case against the state of Virginia,
bondholders brought their claims to the U.S. Supreme Court, and even though they
succeeded in getting a favourable judgment, they failed to collect on it. And, to make the
process even more difficult for the aggrieved investors, local bar associations made sure

- that any lawyers attempting to represent British bondholders ran the risk of losing their

license to practice.”*®

It wasn’t until the 1970s that we saw any formal reinterpretation of the doctrine of
sovereign immunity with respect to government borrowings. In 1976, under the U.S.
Foreign Sovereign Immunities Act and in 1978, under the U.K.’s State Immunity Act,
governmental activities that could be construed as comm‘ercial could also be subject to
the standard precepts of commercial law. This permitted individual creditors to bring suit
against a defaulting state in the country of issue (usually New York or London) freeing
them from the vagaries of local courts.

ii) Predominance of Collateralized Bonds: Bonds in the 19" and early 20™

centuries were often secured by tangible assets, such as railways or even tax or customs
revenues. Railway finance bonds alone accounted for more approximately 40% of British
overseas investments in the 1870-1914 period.>*” Taking control of and administering a
railway or a customs house required significant resources and therefore benefited from
centralized organization. And, if creditors felt they had no other option than to request
their government to intervene by use of force to foreclose on collateral, a respected
organization with close governmental ties was better positioned to execute this task than

an individual creditor. In fact, most collateralized. bond examples come from the 1870-
1914 period.

23 Borchard and Wynne (1951a).

236 Mauro and Yafeh (2003), p. 23. Other attempts at legal redress included Costa Rica (1874), Brazil
(1897), and New Zealand (1901).
37 Bordo, Eichengreen et al. (1998); Fishlow (1986); Eichengreen and Fishlow (1996).
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Table 4C: Sample Collateral Offerings from Sovereign Debt Instruments

(1854 — 1909)*®

Borrower Date(s) of Loan Collateral
| Egypt (Daira Loans) | 1870; 1877 Hypothecation of real estate owned by Khedive of Egypt

Columbia 1854 Revenue from tobacco monopolies

Columbia 1861 Thirty hectares of land

Costa Rica 1872 Revenue from liquor and tobacco monopolies

Ecuador 1908 Revenue from salt monopolies

Nicaragua 1909 Revenue from tobacco monopolies

Costa Rica 1871; 1872 State-owned railways (enterprise)

Honduras 1867 National forests (enterprise)

Santo Domingo 1869 " | National forests (enterprise)

Greece 1881 State domains

Honduras 1870 State domains

Peru ] 1909 ' Salt tax

Tunisia 1864 Olive tree tax

Turkey : 1863 — 1908 Sheep tax

Turkey 1854; 1871; 1877 Tribute payment from Khedive of Egypt paid to an account
at the Bank of England

Source: Borchard and Wynne (1951a)

Prior to the outbreak of hostilities in World War-I, the CFBH was able to boast
the settlement of all defaulted sovereign bonds with only two exceptions: Honduras,
which had been in default since 1873, and the intractable U.S. State of Mississippi, whose
1840s default remains to this day.

The CFBH survived as an institution until 1988, when, after arranging for the
settlement of in excess of $1 billion in foreign bonds, the decision was taken to liquidate
it. Spurred by agreements to settle pre-1917 claims against the Soviet Union and pre-
1949 claims against China,?® Mr. Eric French, the council’s manager, said: “The

outstanding defaults were not large enough to justify keeping the organization going.”**

4.3.5 Assessing Institutional Power

The CFBH was a useful institutional innovation insofar as it centralized

bondholder negotiations with defaulting sovereigns, educated the bondholding public,

28 Borchard and Wynne (1951a), p. 90.

% CFBH Archives (1988). File Ms34618. Clipping from the Guardian, April 21, 1988. The CFBH was
furious with the terms of the Chinese deal, since the British government accepted an inferior deal so as to
open up the London bond markets to China, which had been banned by the Bank of England since the
default in the 1940s.

240 CFBH Archives (1988). File Ms34618. Clipping from the Financial Times, April 21, 1988. The
unsettled debts included the State of Mississippi ($7 million) as well as the City of Dresden and the Free
State of Saxony, then part of East Germany (£800,000).
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offered assurances of equitable treatment, performed important administrative services,
and operated with a high degree of integrity. However, despite these characteristics, we
would argue that its effectiveness was largely tied to aspects of the sovereign debt
restructuring regime that lay outside the institution - most notably the structural power of
British capital and the willingness of Britain to use compulsory power in ways that often
benefited bondholder interests. In other words, it was not the rules, staffing, funding and
procedures of the CFBH that were chiefly responsible for producing bargaining outcomes
in the 19™ and early 20™ centuries. Instead, these outcomes can be attributed to the
dominance of the British capital markets and the use of a wide range of sanctions on
defaulting states - from moral suasion to military intervention — by the British
- government and its representatives. The role of the CFBH largely consisted of leveraging
these elements of power - elements that were external to the institution but part of the
regime for sovereign debt management. In the discussion which follows, we will examine
the important contributions of structural and compulsor& power to bargaining outcomes

in this period and attempt to answer the question: How successful would the CFBH been

without them?

4.4 Structurél Power

After the Napoleonic Wars and for most of the nineteenth century, Great Britain
assumed a hegemonic position as a result of its supremacy in production and commerce.
As the leading centre of international capital accumulation, British markets were the main

241

source of long-term borrowing for developing states.™" The sheer size of British foreign

investment was compelling, quadrupling between 1854 and 1874, and then quadrupling
again before World War I:

Table 4D: Pre-World War I British Foreign Investment**

Total British Foreign Investment (1854-1913) £ (millions)
1854 245
1874 1,104
1894 2,155
1913 3,990

Source: Lipson (1985b)

241 Suter (1992), pp. 26-39.
421 ipson (1985b), pp. 40-41.
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In fact, during the period 1870-1913, only four countries accounted for 85% of the entire
stock of international investment: Britain, at 44%, had a market share that was more than
double that of France, its closest competitor. Germany lagged at 13%, and the United
States, employing most of its capital domestically, exported an anaemic 8% of the global
total.2** Britain’s highly visible position as chief capital exporter in the 19™ century was
therefore an important structural reason why a private bondholder representative body

emerged there first.

Table 4E: European and U.S. Shares of Foreign Investment Stocks (1870-1913)

Country Britain France Germany United States | All Other
Share of Foreign | 44% 20% 13% 8% 15%
Investment

(1870-1913)

Source: Fishlow (1986)

Another structural variable appears to determine the timing of the establishment
of the CFBH: the onset of the first Great Depression of the 1870s. This crisis more than
doubled the number of default cases from the previous era — from 25 to 52. Since the
private bondholders most affected by the sharp rise of state insolvencies were British, it is

not surprising that the CFBH was formally licensed by Britain’s Board of Trade in the
early 1870s.24

Table 4F: Number of Sovereign Defaults (1821-1975)**

Default Settlement Periods Number of Cases
1821 - 1870 25
1871 — 1925 52
1926 - 1975 37

Total: 1821 - 1975 Total Cases: 114

Source: Suter (1992)

What role did structural power play once the CFBH had been established? There

are two key aspects of structural power that emerge in the literature concerning the

24 Fishlow (1986). Today’s markets are more highly dispersed as follows: English law (41%); New York
law (35%); Japanese law (10%); German law (7%). See Becker, Richards et al. (2001).

244 Borchard and Wynne (1951a), p. xxiii.

- 2 Suter (1992), p. 91.
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CFBH. First, many have argued that the CFBH’s principal sanction was its ability to
withhold credit* 1In other words, governments that defaulted on debt to British
bondholders would be denied fresh access to the British capital market until such time as
an acceptable settlement had been agreed with bondholders.’ The second aspect of
structural power concerns the coordination between London, Continental and American
exchanges to ban defaulting states from issuing new debt globally. This is an activity
which Lipson (1985b) referred to as a “self-interested manipulation of the centralized,
transnational financial system.”**® We will examine each of these aspects of structural

power in turn.

4.4.1 Withholding Credit

That the CFBH acted as a 19" century gatekeeper for the most liquid capital market
in the world is a power ascribed to the institution by virtually all secondary accounts.
Even the CFBH itself makes this connection. In its Annual Report of 1873, CFBH

management writes:

The very association of Bondholders brings with it elements of independent
influence, the full value of which is little appreciated. It does not lend money
like the great financial establishments and parties of bankers...but the
negative power of withholding money...exercises its own influence when
applied at a proper time.2*

Lispon (1985b) agrees, arguing that “short of active government intervention, [the

CFBH’s] most powerful weapon was the denial of further credit.”**® And, Esteves (2005)

writes:

The main contribution of bondholder’s organizations was their ability
to...align the sovereign’s incentives through a reputational mechanism,
making it harder for a defaulting government to refinance itself in the

246 platt (1960), p. 32.

247 platt (1960), p. 33. And, even more draconian sanctions were reserved for debtor states refusing good
faith negotiations with the CFBH; they could find all of their existing debt de-listed from the London
exchange.

%% I ipson (1985b), p. 46.

24 The Corporation of Foreign Bondholders (1873-1987), Report of 1873, p. 60.

2% 1 ipson (1985b), p. 46.
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international capital market before it had settled its old debt with its -
creditors.?"!
While there is wide agreement in the literature that the power of withholding market
access from a defaulting sovereign resided with the CFBH, it was actually the case that
this rule was adopted independently, by the London Stock Exchange in 1827, well before
the CFBH came into existence. According to The Law and Customs of the Stock

Exchange:*

The Committee will not recognize new bonds, stock or other securities issued
by a foreign government that has violated the conditions of any previous
public loan raised in this country, unless it shall appear to the Committee that
a settlement of existing claims has been consented to by the general body of

bondholders.”*

Even Judge Snagge, the chief counsel of the CFBH confessed that “the Corporation
would be powerless, and the Council would be paralyzed, if it were not for the assistance
it received from the Stock Exchange.”** In other words, the power to control market
access resided not with the CFBH, but with the Stock Exchange. And, the power of the
‘Stock Exchange was in turn defined by the size and scope of the British money markets.
The CFBH’s role in this instance was confined to nothing more than notifying the Stock
Exchange of a default or a settlement.

The ability of structural power to trump institutional power in this instance can be
illustrated simply. If the CFBH or Stock Exchange were based in Belgium in the 19™
century rather than Britain, the rules excluding defaulters from market access would have
had little impact on the behaviour of defaulting states. The rules were only powerful
because these institutions were located within the world’s largest and most liquid capital
market.

Can we find empirical support for the efficacy of the rules banning defaulters

from obtaining new credit in the British markets? Empirical research credits the

1 Esteves (2005), p. 2.; See also Tomz (2001) and Tomz (2004) for arguments in favor of maintaining a
reputation that ensured continued capital market access as the principal incentive for sovereign debt
rezpayment.

22 1 ipson (1985b), p. 154.

253 The Law and Customs of the Stock Exchange (1905). Rule 63, p. 179.

254 platt (1960), p. 34. Italics mine.
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settlements of many mid-19" century U.S. state defaults with the ability of the Stock
Exchange to successfully withhold market access until a mutually agreed settlement was
concluded. This is instructive because these defaults occurred in the period prior to the
establishment of the CFBH. Cole, Dow et. al (1995) and English (1996) argue that it was
virtually impossible to punish a defaulting U.S. state with trade embargoes, since free
trade within the U.S. would allow goods shipped to non-defaulting states to cross
defaulting state lines. Even more important, eliminating trade with the U.S. as a whole
would have been extremely damaging for the British economy. The ultimate direct
sanction — war - was out of the question since any military campaign waged against a
single U.S. state would have provoked an immediate response from the federal
government. English (1996) argues that even though these more aggressive tactics were
impractical, most states eventually repaid their debts. He maintains they did so because in
the important years leading up to the Civil War, those states that settled with British
bondholders were rewarded with access to British and European capital markets.>® It was
therefore this incentive that drove repayment. >

It was also the case that British bondholders did not distinguish between the credit
of the U.S. federal government and that of its constituent states. This meant that as long
as U.S. state defaults continued, the U.S. federal government would have a difficult time
issuing debt in Europe. In fact, in the summer of 1842, when agents for the United States

Treasury came to London to solicit a loan, they got an unexpectedly chilly reception from

bankers:

‘You may tell your government,” said the Paris Rothschild to [the United
States representative] Duff Green, ‘that you have seen the man who is at the

255 English (1996), pp. 259-268. For example, neither Mississippi nor Florida (non-payers) issued new
bonds in the period before the Civil War. Also, the British press frequently connected market access with
prosperity: “The repudiator denies that credit will restore prosperity...but the history of the world shows
that, with all nations, sound credit has resulted in prosperity. Pennsylvania and Maryland both made an
experiment in repudiation...Their industries languished, their affairs...sank down to the bottom. Imbecility,
peculation, maladministration, and ignorance ruled both States, until, when, at the worse, the people rose in
their might, with returning good sense, and gave their affairs into the hands of their best men, saying to
them, settle this matter honestly and fairly and it was settled. From that very day they began to progress,
and their prosperity has exceeded that of most States of the Union.” See CFBH Archives (1880). Clippings
File, Arkansas, Mississippi, Tennessee, Vol. 1. Financial Chronicle, October 2, 1880.

256 Cole, Dow et al. (1995), p. 365; English (1996).
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head of the finances of Euro?e, and that he has told you that they cannot
borrow a dollar, not a dollar.’®’
It was not only in the case of the U.S. that attempts were made to regionalize otherwise
isolated instances of default. The same tactic was used in the case of Venezuela in 1874

to encourage neighbouring states to pressure the offending government into a settlement:

The treachery displayed by the Government of Venezuela is without parallel

in the financial history of the world, and ought to stand as a beacon warning

the public against investing in South American Securities...Unfortunately,

the injury done by Venezuela is not limited to her own Securities, but will

have a blighting influence on all other South American Stocks, whether

deserving or not.**®
Of course, withholding market access was only a useful sanction so long as a debtor state
needed to raise foreign capital. The objectives of the CFBH were consistently thwarted
" by those defaulters that “neither wished nor wanted to regain access to the London capital
markets or to Europe more generally.”259 Once again, this implies that structural factors
were more salient in determining the outcomes of the default settlement process than the
institutional rules and procedures of the CFBH.

On this same point, the financial press was quick to point out how a defaulted

borrowers’ need for fresh capital affected the bargaining leverage of the CFBH:

The Council’s task in the future may be more formidable than ever before...If
debtors no longer need, or choose, to borrow afresh, or if the British capital
market is no longer free, by choice or necessity, to meet their needs, the
Council’s task may call for almost superhuman skill and tact.”*°

Certainly, the keener a country’s desire for new loans, the more cooperative its posture
toward the CFBH.?®' And, during the 19" and early 20" centuries, most settlements were
followed by a “prompt return of the outcast to the foreign capital markets almost as soon

as the ban on exclusion was withdrawn.”??

27 Jenks (1927), p. 106.

2% CFBH Archives (1874). Clippings File, Venezuela, Vol. 1. Financier, August 18, 1874.

% Mauro and Yafeh (2003), p. 13.

260 CFBH Archives (1938). File Ms34828. Clipping from the Economist, April 2, 1938, pp. 16-17.
%! Borchard and Wynne (1951a), p. xxiv.

%62 Borchard and Wynne (1951a).
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4.4.2 Coordination Among British, Continental and U.S. Exchanges

In attempts to further improve its bargaining leverage, the CFBH established
informal ties with bondholder representative bodies in Europe, and eventually, the U.S.
While the British organization recognized the “power of withholding money” in its own
capital markets, it saw the potential to consolidate power more generally by engineering
global bans on capital access for defaulting sovereigns. According to the CFBH, the
success of such an endeavour depended upon “a real and cordial union with our friends in
Holland, Germany, France and Belgium; and [was]...greatly promoted by that disposition
to maintain public credit in the United States.”***

The CFBH reported that it was “in friendly relations with the presiding bodies of
the Continental money-makets,” making specific references to them in the Annual Report
of 1873:%%

The Council finds a strong disposition [in France] to cooperate as
before...Also, the relations of the Council with the Bourses of Amsterdam
and Rotterdam are constant because Holland for centuries has taken part in
financial operations in various countries abroad...and still maintains her high
position in this respect....[and] the spirit of cooperation is being most
effectually manifested by the Bourse of Frankfort.?%®

As time passed, conferences of the various associations of bondholders from different
countries were held twice a year in London or Paris.”®® And, CFBH correspondence was
routinely copied to bondholder associations in Switzerland, Belgium and the

Netherlands.2®” Finally, after the U.S. established its bondholder representative body in
1933, the head of the CFBH wrote:

you know from experience that value which we here all set on the liaison
between our two councils and the very happy personal relations which you
have yourself established.?®®

263 The Corporation of Foreign Bondholders (1873-1987), Report of 1873, p. 61.

264 The Corporation of Foreign Bondholders (1873-1987), Report of 1873, pp. 49-50.

265 The Corporation of Foreign Bondholders (1873-1987), Report of 1873, pp. 11-12.

2% CFBH Archives (1938). File Ms34828. Clipping from the Economist, April 2, 1938, pp. 16-17.

7 CFBH Archives (1949). File Ms34603, Vol. 1, Document 327/1062. Letter from Butler (CFBH) to
Rogers (FBPC). :

% CFBH Archives (1949). File Ms34603, Vol. 1, Document 327/1077A. Letter from Butler (CFBH) to
Rogers (FBPC).
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Did the cooperation work? It was not always effective, as there are a number of examples
where national interests took precedence over the procedures of private bondholder
associations. For example, despite being blacklisted on the London Exchange, Ecuador
was able to secure credit from the French and later the Americans.”®® And, Guatemala
was able to obtain credit from Germany and the U.S. despite the fact that it was in default
to British bondholders.””

Other empirical studies that favour structural forces over institutional ones in
settlement outcomes include Kelly (1998) and Rose (2002). Kelly argues that incentives
to repay came not from the existence of the CFBH but from a country’s trading
relationship with Britain. Given Britain’s unique position as “the world’s dominant
military, industrial, commercial and financial power, these trade and financial links were
more than likely central factors in determining repayment throughout the period.”*”!
Overall, she finds that the successful borrowers’ share of trade with Britain averaged
35.5% while the unsuccessful borrowers’ trade shares with Britain were quite a bit less, at
24.3%. Her analysis suggests that trade ties with England determined a country’s
willingness to pay during the age of Pax Britannica.?’ For instance, states like Argentina
viewed Britain as a key trading partner and settled with British bondholders, despite its
geographic location in the Western Hemisphere. By contrast, smaller Central and Latin
American countries evaded Britain but settled with American creditors.”” This implies
that structural forces were in fact more critical than investor representative bodies. Rose
(2002) also highlights the correlation of trade links and debt repayment, since his
empirical analysis concludes that sovereign default leads to an 8% decline in trade that
persists for 15 years.”™ His study attempts to quantify the costs of default as well as

highlight the strong incentives debtors have to repay their principal trading partners.

2% The Corporation of Foreign Bondholders (1873-1987), Report of 1911; Kelly (1998), p. 42.
21 The Corporation of Foreign Bondholders (1873-1987), Reports of 1895 and 1908.

271 Kelly (1998), p. 41; See also Rose (2002).

272 Kelly (1998), p. 44.

273 The Corporation of Foreign Bondholders (1873-1987), Report of 1911, p. 26.

21 Rose (2002).
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4.5 Compuisory Power

While the literature recognizes the existence of compulsory power in the
sovereign debt restructuring process in the 19" and early 20® centuries, it is widely
agreed that the use of such power was the exception rather than the rule. As a
consequence, these activities are never systematically addressed, and where they are
acknowledged, their effect is minimized because they are believed to have occurred in

isolated instances.?”

We intend to argue that this was not, in fact, the case. A closer
examination of empirical data suggests that compulsory power attached to over 30% of
the cases of sovereign default in this era. And, the percentage rises to 40% if one
considers the face amount of the defaulted debt rather than the number of default cases.?’s
Therefore, far from being the exception to the rule, compulsory power helped to
materially shape bargaining outcomes between sovereign states and private creditors in
the pre-WW I era. |

In our analysis, the term compulsory power has normally been exercised by
creditor country governments over debtor states. Tﬁis is because private creditors had
limited ability to directly coerce debtor states and needed to rely on the good offices and
cooperation of their own governments to take action. That is to say, sanctions can be
most effective when they are applied to defaulters by creditor country governments and
not by banks or private creditors.””’ From a legal perspective, Borchard and Wynne
(1951a) observe that “diplomatic protection is not a right of the bondholder but a
privilege of his government, in its discretion, to extend.”’® The concept of diplomatic
protection has a long history in international law, tracing its origins back to the clan
theory of human society. Reflecting a more primitive form of social organization, it was
commonly believed that “an injury to any member of the clan was deemed an injury to
the clan ifself, to be avenged by group sanctions.”” Vattel then replaced the concept of

“clan” with “nation,” and by so doing, he argued that intervention by a government was

275 indert and Morton (1989); Eichengreen and Lindert (1989); Mauro and Yafeh (2003); Suter (1992).

%7% The measurable aspects of compulsory power include the assumption of control over the fiscal affairs of
a debtor state and military intervention (otherwise labeled “super-sanctions™). Lower levels of compulsory
power (including use of the good offices of the British government by the CFBH) are harder to empirically
measure, although they did occur with great frequency.

7T K aletsky (1985).

8 Borchard and Wynne (1951a), p. 230; See also Lieberman (1989).

% Borchard and Wynne (1951a), p. 230.
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justified on the grounds that an injury to a citizen is also an injury to his state. This
interpretation implies that in certain cases, creditor country governments would not only
have the right, but perhaps even the obligation, to intervene and vindicate the injustice
done to a nation’s bondholders by a defaulting foreign state.?*’ Others have argued that in

deciding whether to use compulsory power:

it makes a great difference whether prevalent attitudes regard capitalists in

general as benefactors or scoundrels, capital placement abroad as good or bad

for the nation, property rights as special privileges in the interests of an

exploiting class or as eternal and unchangeable absolutes at the foundation of

law and morality.”®!
This implies that the prestige of the merchants and financiers of the City of London
insured them careful attention from their government, especially in an era when much of
society found itself re-organized around pecuniary pursuits and British national wealth
was bound up with their success.?®?

Historical accounts of 19™ century sovereign debt negotiations tend to underplay
the role of compulsory power and creditor country government intervention. This is in
part due to the fact that the British government produced some well-known statements for
public consumption that served to distance H.M. Government from the interests of
private bondholders. For example, there is the often cited public statement by Lord
Palmerston, British Foreign Secretary, that “the losses of imprudent men who have
placed mistaken confidence in the good faith of [debtor] governments would provide a
salutary warning to others.”?®® In other words, British government intervention was not to
be expected for the bail-out of private bondholders who knew the risks they were taking
when they purchased foreign government securities. This was in keeping with the spirit
of Herbert Spencer’s remark: “The ultimate result of shielding men from the effects of
folly is to fill the world with fools.”***

In his public statement, Lord Palmerston was narrowly defining the risks that the

state would assume on behalf of foreign investors. However, it is important to point out

280 Shea (1955), p. 9.

281 Staley (1967), Chapter 8.

282 Staley (1967), Chapter 8.

8 Aggarwal and Granville (2003), p. 68. The quote is taken from Palmerston’s 1848 circular.
284 |ipson (1985b), p. 45.
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that in practice, Palmerston was more flexible. He later said that the question of whether
the matter of non-payment of private debt should be taken up by diplomatic negotiation
“turns entirely on British domestic considerations.”?®> And, “should the loss become so
great ‘that it would be too high a price for the nation to pay for such a warning...it might
become the duty of the British Government to make these matters the subject of
diplomatic negotiations.””**® So, if the national interest happened to coincide with the
interests of bondholders, the latter might expect some assistance.

There are also more dramatic examples of the constructive ambiguity practiced by
British politicians on the matter of sovereign default. The same Lord Palmerston who

preached non-intervention publicly, stated privately to a Caribbean government that:

the patience and forbearance of H.M. Government...have reached their limits,

and that if the sums due to British Claimants are not paid within the stipulated

time...H.M.’s Admiral commanding on the West India station will receive

orders to take such measures as may be necessary to obtain Justice from the
nation in this matter.**’

We intend to demonstrate how the sovereign debt restructuring process of this era
was much more politicized than the laissez-faire characterization of nineteenth century
capitalism would have us believe. In fact, we have been able to categorize, and in some
cases measure, the broad range of action that constituted compulsory power in this era.
The least visible was the tacit permission the British government gave the CFBH to
leverage the power of the global British consular network. For example, bondholders
were allowed to access the diplomatic or consular services of the government to obtain
confidential information, deliver messages to defaulting sovereigns, or receive payments
on behalf of bondholders. In some cases, the British government even facilitated the
collection of pledged revenues. At the other extreme, we see active creditor country
government interventions in the domestic affairs of foreign states, which most often
consisted of assuming control over a debtor’s finances. Some examples of compulsory
foreign economic control included Turkey, Greece, Egypt, Tunis, Morocco, Haiti and

Santo Domingo. Finally, in the cases of Mexico (1861) and Venezuela (1902), we find

%% Borchard and Wynne (1951a), p. 234.
%% Jenks (1927), p. 125.
287 Borchard and Wynne (1951a), p. 240.
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debtor countries that ended up on the receiving end of armed intervention. We intend to
examine each of these three activities — leveraging the British consular network,
assuming economic control over a foreign debtor state, and armed intervention — in the

sections which follow.

4.5.1 Leveraging the British Consular Network and Government Institutions

At the founding of the CFBH in 1868, the management of the Council stated that
it would press its claims “on the notice of Her Majesty’s Government, and would seek for
its aid an authority” which isolated creditors lacked.?®® The founders believed that “the
duties of the Council...[could] be used to great effect by exercising a moral power...over
our own Government by inducing them to interfere if their good offices can do
anything.”**

Members of Parliament for the City of London, many of whom served on the
governing Council of the CFBH, proved to be useful intermediaries with the government.
For example, Isidor Gerstenberg, Chairman of the CFBH, was able to enlist the support
of three City parliamentarians on the matter of Venezuela (Lionel de Rothchild, G. J.
Goschen and R. W. Crawford). They urged the Foreign Secretary, Earl Russell, to
consider “the justice and necessity of Government intervention on the bondholders’
behalf.”*

Archival correspondence reveals an active and regular communication between
the CFBH and the British Government. In fact, copies of CFBH correspondence were
routinely sent to the following: Permanent Under-Secretary of State, Foreign Office;
Secretary to H.M. Treasury; and, the Chief Cashier of the Bank of England.’' This close
connection was reported by the financial press, as this summary from the Economist

attests:

% CFBH Archives (1868). File Ms34827, Clipping from the Morning Herald, November 12, 1868.

2 CFBH Archives (1868). File Ms34827. Clipping from the Standard, November 12, 1868.

0 platt (1960), p. 26. ‘

! CFBH Archives (1963-1964). File Ms34666, Document 211/7. Additional recipients also included the
financial community and other bondholder associations as follows: Secretary of the Share and Loan
Department of the Stock Exchange; Secretary, British Bankers® Association; Secretary, Accepting Houses
Committee; Secretary, Issuing Houses Committee; FBPC-New York; and French, Belgian, Swiss and
Dutch bondholder protective councils.
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Although the Council is in no way under official control...[c]ontact between
the Council and the Departments [H.M. Treasury and H.M. Foreign Office] is
continuous...Representations are frequently made by the Government at the
Council’s request through diplomatic channels. Except where questions of
policy intervene, such requests are nearly always granted.**

Platt (1960) goes further, arguing that:

British legations and consulates acted on occasion almost as agencies for

bondholder interests, and British diplomats were constantly engaged in

forwarding the bondholders’ representations to the various governments,

transmitting the governments’ answers to the bondholders, [and] arranging

for the equitable divisions of debts.”**
The CFBH also tended to use the British consular network as a data collection network.
For example, in Santo Domingo, the British Vice Consul reported the 1901 Annual
Budget of Santo Domingo to the CFBH: “I received orders some time ago from H.M.
Consul General at Port-au-Prince to furnish the Foreign Office with certain data
requested by the Corporation of Foreign Bondholders.”?** In addition, the Foreign Office
was asked by the CFBH to procure a copy of the arbitration agreement between the U.S.
and Santo Domingo from the U.S. ambassador in London.”*’

Why was the CFBH so successful in engaging the British government on its
behalf? Archival documents relating to the establishment of the CFBH credit the
“statutory character and complete independence” of the organization, maintaining that
these attributes allowed the CFBH to always engage “the sympathy and collaboration of
H.M. Treasury and H.M. Foreign Office.” Information which would otherwise be
impossible to disclose to a body without these attributes was frequently made available to
the Council. And, in cases of outright default, the record maintains that “His Majesty’s
Government always follow such negotiations very closely and give to the Council their

fullest support.”2%

It is not clear how “completely independent” the officers of the CFBH were from

the British government. CFBH Council members and government officials shared similar

22 CFBH Archives (1938). File Ms34828. Clipping from the Economist, April 2, 1938, pp. 16-17.

29 platt (1960), p. 41.

294 CFBH Archives (1902). File Ms34780. Letter from British Vice Consul at Santo Domingo to the CFBH.
29 CFBH Archives (1903). File Ms34780. Letter from H.M. Foreign Office to the CFBH.

29 CFBH Archives (1938). File Ms34828. Memorandum on History of CFBH.
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/
social backgrounds, and in many cases, senior CFBH staff had either held respectable

positions with H. M. Government (in Parliament, Treasury or the military) or were
former diplomats. In the period 1895-1905 there were no less than 13 MPs either serving
in the management of the CFBH or on one of its Committees.?’” In fact, the 1938 Annual
Report has a complete list of those who served as members of the Council since
inception: of the 107 members, 13 had Lord as their main title; 12 Honourables or Rt.
Honourables; 12 Sirs; 9 high-ranking military officers or judges, and 6 Earls or

Viscounts.2*®

As time elapsed, the two groups became so close that the CFBH even took to
interviewing ambassadors before they assumed their overseas posts, especially when the
foreign country in question was an important capital importer. In a letter to Sir Jeffrey

Wallinger, the proposed new British ambassador to Brazil, the head of the CFBH writes:

[we] hope of being able to meet...before you take up your appointment at Rio

de Janeiro...we are normally able to have such meetings with our

Ambassadors before they take up appointments in countries with whose

foreign debts we may have to deal.*®
The close connection between the CFBH and H.M. Government also extended to those
cases where the British government took responsibility to “receive payments or to
supervise the collection of securities.”** Often, this role fell to the Bank of England, an \
institution that developed a special expertise in the administrative aspects of private debt
collection. For example, the Turkish loan of 1854 was secured by the Egyptian tribute
'payment, an amount which the Khedive of Egypt agreed to pay the Sultan of Turkey. The
funds for the tribute were paid directly into a special account at the Bank of England for
the benefit of bondholders.*"!

97 platt (1960), p. 25.

%% The Corporation of Foreign Bondholders (1873-1987), Report of 1938; Mauro and Yafeh (2003), p. 21.
29 CFBH Archives (1958). File Ms34603, Vol. 4, Document 327/1347. Letter from Butler (CFBH) to Sir
Geoffrey Wallinger (new British Ambassador to Brazil). See also CFBH Archives (1944). File Ms34620,
Document 391/32. Letter from H.M. Treasury to Lord Bessborough (CFBH); CFBH Archives (1963-1964).
File Ms34666, Document 211/1A. Letter from Sir Otto Niemeyer’s office (British Government) to Dana
Munro (FBPC).

3% The Corporation of Foreign Bondholders (1873-1987), Report of 1873, p- 49.

%1 CFBH Archives (1874). Clippings File, Turkey, Vol. 2. Daily Telegraph, April 9, 1874. The amount
was paid to Turkey in consideration of the fact that the Turkish ruler agreed to allow the Khedive’s son to
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While many have marginalized the importance of these activities, we maintain
that they had a decidedly positive effect on the position of bondholders. When a request
from British bondholders is delivered to a defaulting state’s finance minister from the
British Consul General, its impact and significance is far greater than if the same message
were delivered by the head of a private bondholder body. In fact, in sworn public
testimony to the Securities and Exchange Commission, J. Reuben Clark, President of the
CFBH’s American counterpart, the Foreign Bondholders Protective Council, maintained
that the British Government went further in its diplomatic support of the CFBH —
especially with respect to allowing its foreign service to act as agents of the CFBH — than
the State Department ever did.’*> This support lent an element of compulsory power to
the process that benefited British bondholders at the expense of American ones.*® Also,
the fact that there are so many instances in which the CFBH petitioned the British
government to intervene in difficult cases highlights the limitations of the institutional

body in effectively regulating defaults.

4.5.2 Super-Sanctions: Economic Control and Military Intervention

Despite historical interpretation to the contrary, Britain has seldom remained
completely indifferent to the treatment of its nationals by a defaulting foreign

government. In a number of cases, government intervention went far beyond “diplomatic

succeed him as ruler of Egypt. Also, The Bank of England was not a public entity at this time, although it
maintained close ties to the British government.

392 Borchard and Wynne (1951a), p. 251.

3% See also Eichengreen and Portes (1989), p. 21; Eichengreen (1991), p. 164. While some credit the
CFBH with the fact that British bondholders received more favourable treatment in their interwar
negotiations with Germany than their U.S. counterparts (due to its experience, organization, etc.),
compulsory and structural power were more far more salient than institutional power in this instance. The
British Foreign Office was intimately involved with the negotiations, sometimes allowing them to be
conducted by Embassy officials. The British Treasury even made it quite clear that the status of private
debts would be taken into consideration when making a decision on whether to extend official credit to
Germany. Finally, since Britain was running a trade deficit with Germany in the 1930s, it threatened to
offset that trade balance for the benefit of private bondholders. A 1934 Act of Parliament was to create a
clearing office to recover, out of the proceeds of German trade with Britain, a sufficient amount in sterling
to pay interest on the British tranches of the 1924 Dawes Loan and the 1930 Young Loan. By contrast, the
U.S. did not have a trade position with Germany that would allow it to sequester funds for its bondholders.
In addition, President Roosevelt urged U.S. bondholders to settle to cement good economic relationships
"and asked his ambassador to Berlin to “lend what personal, unofficial aid you can, but no more.” The
different political approaches taken by the U.S. and Britain explains why Germany treated its British
bondholders more favourably than its U.S. counterparts. The nominal rate of return realized on German

issues purchased in the 1920s was 3.6% annually for sterling bondholders, but only 1.1% for dollar
bondholders.
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exhortation” and led to “the establishment of alien control over the part or whole of the
finances of a defaulting state, or even over its entire administration.”** The decision of
the British government to come to the aid of bondholders in a more overt and forceful
way was largely dependent upon a few key variables. First, it was generally the case that
that the more blatant the abuse of British property rights, the more emphatic the
response.’” Second, governmental intervention was more likely to be forthcoming in
circumstances where the bondholders had a specific pledge of assets. This is because the
British government could more easily justify active diplomatic protection when it was
linked to the safeguard of contractually-agreed security arrangements.*®® Finally, most
scholars agree that exceptions to the public stance of non-intervention were often made
for strategic purposes.>®’

These variables are often cited in the most spectacular cases of forceful foreign
intervention for the benefit of private bondholders. In 1861, Great Britain, along with
France and Spain, undertook a military campaign in Mexico, with France ultimately
installing its own emperor, Maximilian.>*® Egypt’s default in 1875-1876 led Britain to
take increasing economic control over the financial affairs of the Egyptian government.
And, at the Congress of Berlin, the leading powers of Europe signed a declaration which
created the Ottoman Debt Administration in 1881, a vehicle whose role was to collect
and administer the collateral that secured the Ottoman public debt. In 1902, Britain,
Germany and Italy established a blockade around Venezuela, successfully forcing the
country’s recalcitrant dictator, General Cipriano Castro, to settle its defaulted foreign
debt.  And, the U.S. government intervened militarily in Santo Domingo (1905) by
sending gunboats and establishing a customs receivership to ensure the repayment of

European and American bondholders.*® All of these measures were draconian enough to

3% Borchard and Wynne (1951a), p. xxv.

;22 Lipson (1985b), pp. 49-50.

Borchard and Wynne (1951a), p. 98. As we saw earlier, collateralized bonds were much more commo
in the late 19" and early 20" centuries than in any other period.

397 platt (1960); Lipson (1985b).

3% This project was less than successful, with Maximilian 1, a brother of the Austrian emperor Franz
Joseph, killed in a coup in 1867. Following the execution, the Mexican government repudiated the
Maximilian debt of £20 million.

3% Dammers (1984), p. 80; Borchard and Wynne (1951a), p. 242. A second objective of the U.S.
intervention in Santo Domingo was to repel any possible European military adventure in the Western
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serve as a warning for other would-be defaulters. In fact, Fishlow (1989) points out that
the memories of the resolution of the Turkish and Egyptian defaults of the 1870s, which
led to foreign economic control and loss of sovereignty, lingered for quite some time and
“cast a shadow of fear over all subsequent negotiations.”*'

Before discussing individual cases, it is important to first examine the broader
historical record on intervention during the period from 1870 to World War L. If we
believe that creditor country government interventions were important drivers of debt
settlements in this particular era, we need to offer empirical grounding for that position.
Two important studies have attempted to measure the effects of super-sanctions on the
sovereign debt restructuring process. Mitchener and Weidenmier (2005) and Suter
(1992). For purposes of this analysis, super-sanctions will be defined as either armed
military intervention and/or the taking of external fiscal control over a country’s finances.

Mitchener and Weidenmier (2005) find strong evidence to support the case that
super-sanctions were not only effective but also a commonly used enforcement
mechanism over the period 1870-1913. While these sanctions were applied selectively,
often based on the geo-strategic importance of a defaulting state, the authors conclude
that any nation that defaulted on sovereign debt “ran the risk of gunboats blockading their
ports or creditor ﬁations seizing fiscal control of the country.”'! They discovered that,
conditional on default, the probability that a country would be “sanctioned...was greater
than 40% during the period 1870-1913.”*'2 This figure is much higher than previously
believed, and suggests that such sanctions served as a credible threat to deter future
default. The authors also found that approximately two-thirds of these sanctions took the
form of “gunboat diplomacy or the loss of fiscal sovereignty by the defaulting
country.”" The remainder involved some type of seizure of property in the defaulting

state, usually connected to collateral foreclosure.>**

Hemisphere; the U.S. agreed to do its part to enforce debt contracts in Central and South America in the
Roosevelt Corollary to the Monroe Doctrine.

319 Bishlow (1989).

31 Mitchener and Weidenmier (2005), pp. 2-7.

312 The authors find that super-sanctions were employed 30% of the time during this period but on more
than 40% of the defaulted debt. The 30% finding with respect to the number of cases would be consistent
with Suter (1992).

*13 Mitchener and Weidenmier (2005), p. 2.

1 Mitchener and Weidenmier (2005), p. 7.

99



One of the interesting findings of their study was that after the implementation of
super sanctions, on average, “ex ante default probabilities on new debt issues fell by more
than 60 percent, spreads declined by almost 800 basis points, and defaulting countries
experienced almost a 100 percent reduction of time spent in default.*'> In fact, only
countries that surrendered their fiscal sovereignty had the ability to issue meaningful
levels of new, post-default debt on the London exchange.

While Suter (1992) maintains that super-sanctions were rare, his conclusion is

based on the measurement of sanctions across a longer time horizon: 1821 — 1975.

Table 4G: Creditor Country Government Intervention (1821-1975)*¢

Default Settlement Periods Number of Interventions Number of Cases
1821-1870 4 25
1871-1925 15 52
1926-1975 1 37

Total: 1821-1975 Total Interventions: 20 Total Cases: 114

Source: Suter (1992)

He argues that creditors took some form of political or economic control of debtors in 20
out of a total 114 settlements in the period from 1821 - 1975, which is only 18% of the
time. This result coincides with the conventional wisdom about interventions. However,
15 of these 20 cases occurred in the 1871-1925 period, meaning that in the period under
examination in this chapter, compulsory power played a role close to 30% of the time.
This figure, based on the number of cases, matches the one used in Mitchener and
Weidenmier (2005).3"

In addition, while Suter concludes that investors suffered a reduction of principal
in this period of 12%, this amount is arrived at after adjusting for instances where
creditors enhanced their position by taking political or economic control of debtor

property. Backing out these values, principal reduction would have been approximately

315 Mitchener and Weidenmier (2005), p. 3.

318 Suter (1992), p. 91.

317 Suter (1992), pp. 92-93. According to Suter (1992), only 4 interventions took place in the 1821-1870
period and just one took place in the 1926-1975 period. In addition, in 9 debt arrangements, debtors ceded
property rights to creditors in return for a partial scaling down of the face amount of the debt. The preferred
assets tended to be land or railways. Some examples are: Columbia (1861 and 1873, land); Costa Rica
(1885, railways); Ecuador (1885, land; 1897/1898 railways); El Salvador (1899, railways); and Paraguay
(1855, land). Once again, 7 out of 9 cases (close to 80%) of ceded property rights occurred during the
1871-1925 period.
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22.8%. Therefore, compulsory power had a material impact on bargaining outcomes in
the late 19™ and early 20™ centuries: it helped to reduce the average time a sovereign
debtor spent in default and also the amount of principal that bondholders were required to
forgive. The implication of this analysis is that compulsdry power was a far more critical
factor than previously thought in determining the outcomes of sovereign debt
negotiations in the age of Pax Britannica'®

In Appendix 4B, we provide four illustrative case examples of super-sanctions in
the 1875 — 1914 period. Two of these cases (Turkey and Egypt) involve the usurpation of
domestic fiscal management by foreign European powers, another involves a European
military operation to coerce repayment (Venezuela), and the last case involves both
military intervention and fiscal management by the U.S. for the benefit of European
bondholders (Santo Domingo). In all cases we find that compulsory power led directly to
a reduction of time spent in default, and in the cases of fiscal intervention, the

improvement of a country’s credit standing in the global capital markets.

4.6 Productive Power

In the issue-area of sovereign debt restructuring, productive power has played a
role; however, we believe that its role was subservient and closely linked to structural and
compulsory power in the 19" century. That is to say, capital exporters were largely able
to define what it meant for a sovereign to default as well as the array of remedies that
could be justified to cure it. These remedies were eventually enshrined in an evolving
framework of international law. And, as we have discussed earlier, the material resources
of capital exporters gave them an advantage in seeking redress from the more intransigent
cases, like Turkey, Egypt, Venezuela and Santo Domingo. In addition, we hope to show
how productive power was used quite effectively to supplement structural power,
especially in the case of the defaulted U.S. states in the mid- to late 19" century. With the

use of compulsory power ruled out by Britain in this instance, the combination of

318 I ipson (1985b), p. 54. Platt found at least forty examples of British armed intervention in Latin America
between 1820 and 1914. “Twenty-six of these episodes were to enforce claims of British subjects for
outrage and injury or to restore order and protect property.” Weidenmier (2004) argues that trade sanctions
.were effective in promoting debt repayment by Confederate borrowers in British markets.
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structural and productive power pushed most of the defaulted States — with the exception
of Mississippi- into a settlement with British creditors.

What is the origin of the word “default”? Etymologically, it derives from the
Latin, de fallere. De is a prefix signifying intensive force, and fallere, means “to deceive”
or “to cheat.” Taken together, the word suggests a debtor’s thorough and complete
deception of his creditor. “Repudiation” is also from the Latin, re, indicating repetition,
and pudere, to be ashamed of. The significance of this combination is that anyone who
repudiates a debt is to be “ashamed only of himself.”*"* This idea that default represented
a moral failing on the part of a sovereign state was very much accepted during the 19"

century and continued through the time of the Great Depression of the 1930s.

4.6.1 Productive Power and the Evolution of International Law

While international law, despite its ambitions, has never been able to match the
precision of domestic law, a body of rules relating to foreign investment and sovereign
default began to evolve at the beginning of the 17™ century.**® Hugo Grotius advanced
the position that an unpaid debt owed by one monarch to another was a “just cause for
war” and that, in the event the debtor monarch refused to pay, his properties, or those of
his subjects, could be confiscated for compensation under the law of nations.*?!

Emmeric de Vattel was of the opinion that “an injury to an alien was actually an
injury to the state of that alien and thereby justified measures by the state to seek redress

and compensation.”*?

It was not until the nineteenth century that the pecuniary claims of individual

foreign creditors were addressed by international law:

Where the contract is between a state and a foreign individual the matter
becomes one of international law in the strict sense if and when the state of

the individual makes his case its own and addresses itself diplomatically to
the contracting state.’?

319 Winkler (1933), p. 8.

320 I ipson (1985b), p. 57; See also Buchheit and Gulati (2002); Buchheit (2003); Borchard and Wynne
(1951a), p. 14.

2! Williams (1923), pp. 7-8.

322 Shea (1955), p. 9. Quotes Emmeric de Vattel (1758). The Law of Nations, Book III. (Carnegie Classics
of International Law, Edition III), p. 136.

33 Borchard and Wynne (1951a); Williams (1923), p. 8.

102



In 1868, the Argentine diplomat, Carlos Calvo, formulated what came to be known
as the Calvo Doctrine. He argued that armed intervention in Latin America by the
European powers could not be justified by appealing to international law. Instead, he
believed that it represented the opportunistic use of force by the strong over the weak.
Calvo believed that international law did not sanction military intervention on the part of
creditor country governments for the purposes of recovering debts owed to private
investors, and in the specific case of Latin America, he believed these actions to be
discriminatory. He instead put forward the case that international law provided private
foreign creditors with legal remedies, such as those that were offered by the courts and
tribunals of the debtor state, and that only after all of these remedies had been exhausted
could some form of peaceful, diplomatic intervention be permissible.***

The Venezuelan military intervention of 1902 by the European powers prompted
Argentine Foreign Minister, Dr. Luis M. Drago, to supplement the Calvo Doctrine. In the
communique which he forwarded to Washington, D.C., Drago echoed his predecessor’s
concerns that military interventions were being used by powerful states as a cloak. for
domination and colonization. He further asserted that sovereign bonds held by private
investors were not valid contracts and therefore not subject to intervention on the basis of
international law. The Drago Doctrine rested on the tenuous legal grounds that when a
state issued a bond it was an act of sovereignty, thereby offering the state full rights of
repudiation and immunity from civil remedies. In other words, the bonds issued by a
sovereign state were not contracts in the commonly accepted legal sense of the term.*”

The Drago Doctrine was widely disputed in international legal circles and even
Borchard (1951a) noted that there were certain circumstances where the use of creditor
country government intervention was justified to collect private bondholder debt,
especially in cases where the sovereign debtor acted in bad faith by expropriating
collateral meant to secure external debt.*”® In fact, prior to World War I, there appeared to
be a consensus among the major capital exporters of the world that the expropriation of

an alien’s property required the host state to pay prompt and adequate compensation.*?’

24 Hershey (1907), pp. 26-28; Licberman (1989), p. 134. See also VanHarten (2005).
325 Hershey (1907), pp. 26-28. _

326 Borchard and Wynne (1951a).

327 Lipson (1985b), p. 38.
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However, as a practical matter, it was often difficult to determine the level of “just
compensation;” this ambiguity gave credit exporters much more room to' manoeuvre in
negotiations with defaulting sovereigns, leaving the door open for fiscal or military

intervention.’?®

As American power increased, President Theodore Roosevelt became “a
dedicated internationalist” who believed in the “civilizing mission of the United
States.”*?’ Part of this mission involved upholding the Victorian ideals of self-control and
self-mastery, both of which had evolved in 19" century Britain. These traits were said to
define a man’s strength of character and were eventually extended to define the character
of an entire nation. Accordihg t6 this doctrine, men were required to exercise restraint in
monetary matters, meaning that they should save and plan for the future instead of
spending recklessly and defaulting on debt obligations. It was only through this self-
mastery that they would be elevated to a higher status. Once there, they had the
responsibility to protect those who were “weaker, self-indulgent, and less rational.”**°
Included in this unfortunate category were women and children, as well as the inhabitants
of less developed countries. According to Roosevelt, it was only by enforcing these ideals
within the U.S. sphere of influence that civilization would advance. Rosenberg (1999)
cites this norm as the one which made U.S. intervention permissible under the 1904
Roosevelt Corollary to the Monroe Doctrine. In that pronouncement, Roosevelt said that
“when the nations of the Western Hemisphere conducted their economic affairs
irresponsibly...the United States would assume the role of ‘international police

power 99331

Some clarity on the issue of intervention was finally achieved at the Hague Peace
Conference of 1907. The Convention Respecting the Limitations of the Employment of
Force for the Recovery of Contract Debts was adopted and ostensibly expressed that

328 «“The symbolic role of international law is particularly noteworthy, since it can sometimes turn
questionable claims into approved obligations or prerogatives...legal symbols, by abstracting from and
disguising material relations, can serve to authenticate them ethically across nations and social classes. The
law, Bentham once said, ‘shews itself in a mask.” The best known symbol in international property law is
the requirement on ‘just’ compensation. Its meaning is not to be found in some exegesis of Plato. It refers
to full, prompt, convertible repayment for expropriations. It is, in essence, a cloak for the interests of
foreign investors.” See Lipson (1985b), p. 55.

2% Rosenberg (1999), p. 32.

330 Rosenberg (1999), p. 33.

331 Rosenberg (1999), p. 41.
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armed force would not be used to collect private debts, but would remain an option in the
event that the debtor state refused to reply to an offer of arbitration, or, after arbitration,
failed to submit to the judgement. By 1914, this convention had been ratified by all of the
powers that were creditor states.**> ‘

Some have argued that the norms and rules regarding the protection of foreign
investment evolved with a certain purpose during the 19™ century. Lispon (1985b)
maintains that the rules on expropriation and just compensation were created and
enforced so as to ensure the expansion of capital investment overseas. More specifically,
they were linked to the changing international role of Britain. According to Lipson, since
the “rules defined the minimum conditions for the internationalization of capital...they
became deeply embedded in the foreign policy of the largest capital exporter.”***

Therefore, the evolution of international law with respect to the protection of
international capital needs to be understood within the political and economic context of
the 19™ century. Rules were created and sustained by the great European powers who
also happened to be the world’s principal capital exporters. Their goal was to maintain “a
unified economic and social order for the conduct of international trade and intercourse
among independent political units of diverse cultures and stages of civilization, different
legal and economic systems, and varying degrees of power and prestige.”*** So,
productive power was tied very directly to structural power in this period. And, the
success of these rules can be measured by the vast transfer of wealth from developed to

developing countries in the years leading up to World War L.

4.6.2 Productive Power and U.S. State Defaults

Between 1841 and 1843, eight U.S. states and one territory defaulted on their
external debt to British bondholders.*®® Some states defaulted and then repudiated their

332 gcott (1915), pp. 89-90.

3 Lipson (1985b), p. 38.

334 Lipson (1985b), p. 38.

335 Although these defaults occurred prior to the start date of this study, we believe that they help illuminate
the role of productive power when compulsory power is highly constrained. The municipalities in question
were Arkansas, Illinois, Indiana, Louisiana, Maryland, Michigan, Mississippi, Pennsylvania and the
territory of Florida. By 1873 — 1874 only Indiana, Louisiana, Florida and Mississippi remained. However,
new U.S. states were added to the roster of defaulters in 1873-1874: Virginia, Georgia, North Carolina,
South Carolina, Tennessee, Alabama, Minnesota.
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debt, while others defaulted but sought to settle with creditors. Shock and disappointment

echoed throughout the British investing community:

To any man of real philanthropy who received pleasure from the

improvements of the world, the repudiation of the public debt of America and

the shameless manner in which it has been talked of and done, is the most

melancholy event which has happened during the existence of the present

generation.**®
Wallis, Sylla et. al. (2004) argue that repudiation was rooted in a feeling by the citizens
of a state that they had been the victims of corruption. States that did not repudiate their
debt viewed the financial crisis as emanating not from corruption, but instead from the
general incompetence of state officials.>>’ In addition, some of the repudiating states
believed they had a legal right to disown the foreign debt, especially where statutory
requirements had been violated.**®

The British press was extremely active in publicly condemning the actions taken by
the U.S. states. They hoped that the states would “deem it a not disadvantageous
transaction to lay out ten or twenty millions...in purchasing a restoration of their forfeited
respectability.”*** And, referring to Indiana, the London Times asserted: “Sooner or later
the people of Indiana will find themselves rich enough to buy a character and wise

enough to know that it is worth the price.”*** According to one English gentleman:

I never met a Pennsylvanian at a London dinner without feeling a disposition
to seize and divide him. How such a man can set himself at an English table
without feeling that he owes two or three pounds to every man in the
company, I am at a loss to conceive...If he has a particle of honour in his
composition, he should shut himself up and say, ‘I cannot mingle — I must
hide myself - I am a blunderer from Pennsylvania.”**!

In fact, it was so embarrassing to be an American in London in the early 1840’s that it

was reported that “at least one American of irreproachable antecedents was barred

336 CFBH Archives (1984-1985). File Ms34628.

37 Wallis, Sylla et al. (2004).

338 McGrane (1935), p. 8. A number of state legislatures required bonds to be sold at par and did not allow
foreign currency clauses. Where the state’s agents and bankers violated these requirements, it was used as a
legal basis for repudiation.

3% McGrane (1935), p. 166. Quote taken from London Times, December 3, 1846.

349 McGrane (1935), p. 382. Quote taken from London Times, April 29, 1847.

31 Winkler (1933), p. 10.
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admission to a London Club, specifically because he belonged to a republic which did not
fulfil its engagements.”**

From Europe’s perspective, the entirety of America was disgraced because certain
states had openly repudiated their obligations.>** No matter how much non-defaulting
states protested and tried to explain the federal character of their government, they were
still regarded as a “nation of swindlers.”*** While the British found it difficult to view the
defaulting states as legally or morally unconnected, the Americans possessed a stunning
lack of national consciousness. They firmly believed that the actions of a few states
would not injure their credit so long as they continued to meet their debt obligations.

In framing the debate about American state defaults, the British did not limit
themselves to complaints of moral failing and weakness of character; they saw the
defaults as reflecting in the most negative way on the very institutions of American

democracy:

The Americans who boast to have improved the institutions of the old world

have at least equalled its crimes. A great nation, after trampling under foot all

earthly tyranny, has been guilty of a fraud as enormous as ever disgraced the

worst king of the most degraded nation of Europe.**®
In an attempt to rally public support for fiscal probity among Americans in 1840, Daniel
Webster argued that lurking at the bottom of British aspersions was “a strong desire to
disparage free institutions, by representing them as unworthy of reliance on the part of
foreigners and unsteady in the sacred obligations of public faith.”**® Therefore, by
championing debt repayment, Americans could serve the higher purpose of validating the
American democratic experiment. v

The use of productive power by Britain went far beyond efforts to shape opinion

in the press. For example, Barings, along with five other banking houses, subscribed to a

£2,000 fund in June, 1843 for the express purpose of appointing agents to Pennsylvania

to represent foreign creditors. These agents would not only be expected to write press

2 Jenks (1927), p. 104.

343 The Senate of the United States adopted resolutions on March 6, 1840 which expressly disclaimed the
federal government’s responsibility for defaulted state debts. See Jenks (1927), p. 100.

344 McGrane (1935), p. 56.

345 London Times, May 19, 1843.

346 McGrane (1935), p. 43.
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accounts urging debt repayment; they also organized meetings of domestic holders of
state debt hoping that these Americans would feel some solidarity with their European
counterparts. Of most interest was the fact that the agents were instructed “to endeavour
to enlist clergy to point out from the pulpit” the “moral wrong and danger to the people of
not acting honourably.”**’

While productive power proved to be a useful supplement to structural power in
these cases, those American states that eventually settled with British bondholders did so
mainly because of structural power; that is to say, they wanted or needed renewed access
to the British and European capital markets. In fact, all of the American states, except
one, settled with their British bondholders in the absence of any exercise of compulsory
power. The case of Mississippi remained an outstanding, unsolved case on the books of
the CFBH when it wound up its operation in 1988, with the institution reporting that “the

chances of anything being achieved must be next to nil.”**

4.7 Power and the Production of Bargaining Qutcomes in the 1 9* Century

The sovereign debt restructuring regime of the 19" century does resonate with
today’s debates about how to improve the international financial architecture, especially
in matters of crisis resolution. Parallels are often drawn between today and the 19"
century since the latter is commonly considered to be the first era of globalization - a
time when open capital accounts allowed western European investment to flow liberally
to capital-poor developing countries in the Americas, southern and eastern Europe, Egypt
and Turkey.>*® Given the similarities between the 19" century and today, there have been
discussions about the possible revival of an organization like the CFBH on a glbbal basis
to coordinate the interests of disparate bond investors in sovereign debt workouts.>*® And,

since sovereign debt restructuring is considered to be a highly redistributive process, any

347 Baring Archives. Letters from Ward to Baring, May 14 and 15, 1843; Letter from Baring to Ward, June
19, 1843 and July 3, 1843. Also, see McGrane (1935), p. 73. i

348 CFBH Archives (1969-1970). File Ms34603, Volume 9. Memorandum on status of Mississippi default.
The debt was valued at $6.9 million in 1970. According to the Financial Times on April 21, 1988, the total
face value was $7 million but the past-due interest was calculated at $42 million as far back as 1929.

3 Esteves (2005), p. 1; See also Bordo, Eichengreen et al. (1998).

3% MacMillan (1995a). See also Institute of International Finance, International Primary Markets
Association et al. (2003) and Portes (2004).
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improvements in the international financial architecture®®’

that would make it more
predictable, fair and efficient would have far-reaching benefits for debtor states and
investors alike. |

However, we believe that the recommendation to resurrect the CFBH rests on an
important nﬁsconception: that the CFBH was singularly or even largely responsible for
driving the success of the 19" century sovereign debt restructuring regime. As we have
-argued in this chapter, the power of the CFBH as an institution was overshadowed by the
structural power of British capital and the willingness of Britain and other powers to
enforce debt contracts using compulsory power.

On the matter of structural power, it would be difficult to deny the hegemony of
the Britishbapital market during the age of Pax Britannica. The county’s capital export
grew sixteen times between 1854 and the eve of World War I, accounting for just under
half of the world’s total. And, while the power to refuse market access to defaulting
sovereigns is often ascribed to the CFBH, it was in fact the Stock Exchange that instituted
that rule in 1827, more than forty years prior to the establishment of the CFBH. However,
the origin of the rule is not as critical as the source of its power, a source that was
structural and not institutional.

In examining compulsory power capabilities in this era, we have found that the
CFBH would routinely use the British consular network as if it were an agency of the
bondholders. British diplomats would deliver messages, collect sensitive information, and
arrange payments. Even more compelling is the finding that sanctions involving the
assumption of economic control or outright military force were much more common than
previously believed. Interventions occurred in close to 30% of default cases - aﬁd on 40%
of the face amount of outstanding debt. These actions directly inipacted bargaining
outcomes by materially reducing the time spent in default and increasing recovery rates.

And, longer-term improvements in a debtor country’s fiscal outlook are correlated with

31 The term “international financial architecture” was coined by Robert Rubin, U.S. Treasury Secretary
during the Mexican and Asian financial crises of 1994/1995 and 1997/1998 respectively. Rubin was
referring to the rules which governed global capital flows and debt restructuring in emerging markets. The
Mexican and Asian financial crises spurred policymakers to focus on ways to reduce financial contagion
and respond in a more fair and predictable manner to sovereigns in financial distress. This initially involved
the expansion of IMF lending programs to countries experiencing liquidity crises and better IMF
surveillance and reporting with respect to the banking sector in emerging markets countries.
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activist foreign debt administrations, drawing comparisons to modern day IMF structural
adjustment programs.

It is likely that history has mistakenly credited the institution of the CFBH with
achieving bargaining outcomes that in fact resulted from the exercise of structural and
compulsory power. If so, then this finding has important implications for today’s reforms
to the international financial architecture. Because, while the institutional body of the
CFBH may have reflected, leveraged, or even taken credit for this power, it did not
produce it. This means that the establishment of an institutional twin to the CFBH in
today’s markets would not, on its own, re-create the regime of the 19™ century; nor would

it be likely to reproduce its bargaining outcomes.
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Appendix 4A
Sample Periodicals and Journals from CFBH Archives

Egypt (1870-1875): 17
Money Market Review
Bondholders® Register
Financier

Bullionist,

Ways and Means
Economist

Times

Daily News

Monetary and Mining
Gazette

Evening Standard
Daily Telegraph

Echo

Globe

Gazette de Paris

Hour

Moming Post

Argentina (1882): 16
Buenos Aires Standard
Times

Financial News
Financial Times
Bullionist

Standard

Daily News
Economist

Statist

Money Market Review
Money & Trade
Moming Post

Daily Telegraph

South American Journal
Herapath’s Railway &
Commercial Journal
Capitalist

Virginia (1872-
1875): 28
Richmond Enquirer
Journal of the Royal
Society of the Arts
Times

Wall Street Journal
Bullionist
Bondholders’
Register

Money Market
Review

Anglo American
Times

Richmond Whig
Journal of Commerce
Weekly State Journal
(Richmond)
Richmond Dispatch
Financier

New York Times
Standard
Cosmopolitan
Vindicator

Evening Standard
Echo

Daily Picayune
Momning Post

Daily Recorder
Daily Dispatch
Daily News
Investors’ Guardian
Herapath’s Railway &
Commercial Journal
New York Herald
Daily Telegraph

Arkansas,
Mississippi,
Tennessee (1875-
1883): 17

New York Times
Anglo American
Times

Adpvertiser and Mail
New York Herald.
Manchester
Guardian

The Sun

Richmond Enquirer
Standard

Financier

New York Herald
Echo

Pall Mall Gazette
McCulloch’s
Circular

Money Market
Review

Wall Street Journal
Herapath’s Railway
& Commercial
Journal.

China and Japan
1870s): 25

Times

Economist

Standard

Investors’ Guardian

Money Market

Review

Bondholders’

Register

Pall Mall Gazette

Bullionist

Financier

Echo

Herapath’s Railway

& Commercial

Journal

South Pacific Times

Pacific Mail

Hour

News of the World

Daily Telegraph

Monetary Gazette

Mining Journal

Financial Reformer

Mormning Post

Morming Advertiser

Iron

Daily News

Truth

Panama Star and

Herald

France (1870s):
23

Standard Financier
Times

Bullionist
Bondholders’
Register

Globe

Echo

Money Market
Review
Economist

Daily News

Hour

Monetary Gazette
Daily Telegraph
Gazette de Paris
Herapath’s
Railway and
Commercial
Journal

Whitehall Review
Moming Post
Capital and
Labour

World

Pall Mall Gazette
Financial Opinion
Semaine
Financiere
France Financiere
Statist

Europe (1930s): 16
Times

Financial News
Financial Times
Morming Post
Daily Telegraph
Message d’Athenes
Board of Trade
Journal

Stock Exchange
Journal

Stock Exchange
Gazette

Hansard

New York Herald
Tribune

Evening Standard
New York Times
Agence Economique
et Financiere
Glasgow Herald
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Appendix 4B
Compulsory Power Case Studies

Turkey

From Europe’s perspective, one of the principal reasons for placing the fiscal
administration of a country under foreign supervision was to preserve it as a political
entity. By stabilizing its finances and ensuring the adoption of sound budgetary methods,
this strategy would prevent the debtor country from weakening and perhaps falling prey
to another foreign power. Therefore, European fiscal management had two goals: to
maintain an acceptable balance of power and improve the returns that European nationals
could earn on their foreign investments. Borchard and Wynne (1951a) contend that “the
benefits accruing to the debtors were a welcome, but by no means essential, by-product
of its operation.”>

During the 1860s, Turkey borrowed extensively in the British and Continental
markets, largely to support military expenditures as well as for the construction of a host
of imperial residences for the Sultans. Loans were generally secured, typically by
revenues derived from monopolies on local commodities. For the added protection of
investors, a Commission was based in Constantinople, consisting of six members, three
of whom were named by the Turkish government and three by the agents of the loan. The
Commission had the duty of collecting the hypothecated revenues and transmitting them
at fixed intervals to the Bank of England for the semi-annual interest and sinking fund

payments.” 3

Unfortunately, even with this added measure of protection, the fiscal
administration in the Turkish government was poor. Tax receipts were kept at artificially
low levels through evasion or the corruption of tax officials. Bribery and graft were not
uncommon, especially in light of the subsistence salaries paid to the overstaffed civil
service. In addition, there was no program in place to centralize control over the national
budget. Given these problems, widespread defaults ensued during the 1870s which

eventually brought about the imposition of foreign fiscal management.*>* The Ottoman

32 Borchard and Wynne (1951a), p. 287.
33 CFBH Archives (1862). File Ms34801, Volume 1. Notice of Imperial Ottoman Loan.
3% Borchard and Wynne (1951a), p. 148.
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Debt Council was established in 1881 as the part of a comprehensive settlement between
Turkey and her foreign creditors.

The Council of Administration, or more simply, the Debt Council, was organized
under the Decree of Mouharrem. It was comprised of foreign bondholder representatives
and was careful to exclude any “persons with positions in - or official connections to - the
Turkish government.”® The Debt Council was initially charged with “the
administration, collection, [and] direct encashmenfr ..of the revenues and other resources”
ceded to it.>*® Some British investors believed that Turkey had been deserted because she
could no longer afford to pay her English bondholders, and because the construction of
~ the Suez Canal freed Britain from its dependence on the integrity of the Ottoman Empire
for its trade route to India. However, this was not, in fact, the case.**’

The Debt Council, far from being indifferent on the matter of Turkey’s fiscal fate,
was a large and pro-active organization. It established its own revenue-collection service,
employing over 3000 agents. Yet, the Debt Council was not satisfied with the limited
remit of collecting what the Turkish government was able to pay. Instead, it slowly began
to expand its role so that it could improve government revenue more broadly. It
established more efficient and centralized procedures for revenue administration, and
even began to look at how the government’s principal industrial interests could be
improved. In this regard, it adopted measures to combat phylloxera, advanced an export
trade in salt, and championed better agricultural techniques. It was widely agreed among
investors that Turkey’s fiscal outlook improved markedly after it allowed its creditors to

358 The Debt Council was even commended on the

manage its customs revenues.
substantial improvement in the country’s debt standing, something which directly
profited the Turkish Government.

It is interesting to note that the Debt Council remained in place for more than 47
years. After a series of protracted negotiations, an agreement to replace the Decree of

Mouharrem was finally reached between the Turkish Government and its foreign

3% Borchard and Wynne (1951a), p. 284.

356 Borchard and Wynne (1951a), p. 284. .

37 CFBH Archives (1875). Clippings File, Egypt, Vol. 1. Times, November 26, 1875.

38 The Corporation of Foreign Bondholders (1873-1987), Report of 1876, pp. 33-34; Report of 1904, p. 26.
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creditors in June, 1928. It was only with this agreement that the Turkish Government
359

regained full financial sovereignty.
Egypt

Like Turkey, Egypt began to borrow extensively in the foreign capital markets in
the 1860s. For the better part of this decade, a series of loans were arranged that carried
high interest rates as well as large discounts; eventually, incremental borrowings were
required simply to redeem the mounting level of floating rate debt. And, like Turkey,
Egypt’s fiscal condition gradually weakened given the lethal combination of poor
economic administration and extravagant expenditure.

1In order to stave off default, the British press reported that the Khedive “ha[d]
applied officially to England to send him two gentlemen competent to undertake full
charge of Egyptian finances” insofar as the Khedive believed in the need for “certain
reforms in an administration not...wholly free from the vices that have brought Turkey to
its present pass.”*®" In fact, the dispatch of Stephen Cave, the British Paymaster General,
was widely regarded as confirmation that the British government would help the Khedive
put his finances in order.’®' The relationship between the Khedive and the British
financial experts was a tenuous one. By the summer of the following year, the Khedive
was reported as saying that he “thought England would have sent him a man to counsel
and enlighten him, but that he found it was intended to subject him to a syndicate.”*®>

The British purchase of the Khedive’s half interest in the Suez Canal was seen in
the financial press as a “bold stroke of political genius.” On the one hand, it allowed the
holders of Egyptian bonds to be to “some degree compensated for their late anxieties,”
“improving the outlook for Egyptian finances and clearing the away the fiscal burdens that
had been an embarrassment to the Khedive. However, while the influx of £4 million to
the Khedive helped to avert a financial crisis, political interests were even more salient

insofar as half-ownership of the canal was seen as a way to secure Britain’s roadway to

India.}%

39 Borchard and Wynne (1951a), pp. 284-285.

%0 CFBH Archives (1875). Clippings File, Egypt, Vol. 2. Times, November 29, 1875.

3¢! CFBH Archives (1875). Clippings File, Egypt, Vol. 2. Echo, November 30, 1875.

362 CFBH Archives.(1876). Clippings File, Egypt, Vol. 2. Standard, June 4, 1876.

363 CFBH Archives (1875). Clippings File, Egypt, Vol. 2. Bullionist, November 27, 1875.
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Even with these measures designed to hold back default, the situation in Egypt
finally reached a crisis point in 1876 when new loans could no longer be floated in
foreign markets. Initially, a readjustment of the debt was organized under the direction of
French and British advisors. However, in 1882 this consortium was supplanted entirely
by Great Britain, which assumed responsibility for “reconstructing and strengthening the
Egyptian financial system.”** Britain was, in effect, “given control of Egypt’s purse
strings for the remainder of the gold standard period.”*®*

The British administration in Egypt had managed to mimic the success of the
Turkish Debt Council. They inaugurated an efficient tax collection system and restored
fiscal discipline. In order to accomplish this, they limited the power of the Egyptian
assembly to authorize spending. As a result, Britain was able to conclude a debt
settlement with Egypt by 1883. “Nearly a decade after the debt workout, the ratio of
government debt to tax revenue had been cut in half (from 10:1 to 5:1).7%% According to

Ferguson and Schularick (2004):

In many ways, there was a modern quality to what happened. The British
administration of Egyptian finances had much in common with an
International Monetary Fund mission or rather the way an IMF mission
would operate if it could call on the Royal Navy to enforce its prescriptions.
Evelyn Baring, later Lord Cromer, ran Egypt’s finances much like a modern
structural adjustment program.*®’

Venezuela

Venezuela experienced a series of debt service suspensions during the 19" and
early 20™ centuries and is best placed in the category of serial defaulter. Stoppages
occurred for long periods on six occasions between 1834 and 1905.%%® These numerous

and prolonged disturbances could be attributed to recurring revolutionary activities which

3¢ Borchard and Wynne (1951a), p. 149.

3% Mitchener and Weidenmier (2005), p. 17.

%€ Mitchener and Weidenmier (2005), p. 19.

37 Mitchener and Weidenmier (2005). Quoting Ferguson (2004). Colossus: The Price of American Empire.
New York: Penguin Press. Also, Ferguson and Schularick (2006) point out how British colonies were able
to borrow in the London market at much better terms than non-colonies, with the “Empire effect” providing
a discount of around 100 basis points on borrowing rates.

358 Periods of Venezuelan default: from 1834 to1841, from 1847 to 1859, from 1864 to 1876, from 1878 to
1880, from 1892 to 1893, and from 1897 to 1905.
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depleted the country’s wealth, slowed economic development, and prompted claims by
. European nationals for injuries to both persons and property.

During one of the default episodes in 1865, the Committee of Venezuelan
bondholders - of which Isidor Gerstenberg was Chairman - sought the intervention of the
British Government, backed by letters from Baron Rothschild, Mr. Goschen, and Mr.
Crawford, three of the City’s MP’s. In his letter, Goschen says:

I have no hesitation in saying that the case of the Venezuelan bondholders is a

very hard one, fully deserving of the active and energetic interference of Her

Majesty’s Government...By such action, not only the rights and just claims of

the British bondholders will be protected, but a signal service will be

conferred upon the people of Venezuela, whose interests will be considerably

benefited by the observance of public arrangements on the part of their

Government.*®
At the time, Earl Russell, Foreign Secretary to H.M. Government agreed to make a strong
representation to the Government of Venezuela with respect to their poor treatment of
British bondholders. In fact, when Senor A.L. Guzman, the father of the President of
Venezuela, arrived in Britain, Earl Russell refused to receive him until “Messrs. Baring
and the other British holders of Venezuelan bonds shall have received redress for the
wrongs which they have suffered at the hands of that Government.”*™

In addition, a meeting was arranged with the Committee of the Stock Exchange to
ensure that the sovereign debt of Venezuela as well as the “shares of any company
connected with Venezuela” would be refused admission to the London market until debt
service restimed.”!

The Committee of Venezuelan Bondholders reported its confidence that “should
Venezuela persist in her disregard of British claims...the time will soon come when the
British Government will proceed to active and energetic measures.”’* There were even
reports that United States government would employ force to “correct the dishonesty of

the Republic of Venezuela.”"

3% CFBH Archives (1865). Clippings File, Venezuela, Vol. 1. Morning Post, March, 1865.

37" CFBH Archives (1865). Clippings File, Venezuela, Vol. 1. Morning Post, March, 1865.

3! CFBH Archives (1865). Clippings File, Venezuela, Vol. 1. Daily Telegraph, March, 1865.

372 CFBH Archives (1865). Clippings File, Venezuela, Vol. 1. Report of the Committee of Venezuelan
Bondholders (pamphlet), 1865.

373 CFBH Archives (1871). Clippings File, Venezuela, Vol. 1. New York Times, May 19, 1871.
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In 1898, Venezuela experienced a revolution which lasted for more than two
years. During this time, foreign investors suffered a substantial loss of property and the
country ceased payment once again on its external debt. In response to this event, and
using the pretext of property damage for British government involvement, Britain,
Germany and Italy blockaded the ports of La Guiara and Puerto Cabello and seized
customs houses in December 1902. Germany proceeded with a unilateral bombardment
of the fort at San Carlos, forcing General Cipriano Castro to acquiesce to the demands of
the European powers in February, 1903.*** The foreign bonded debt was eventually
readjusted after negotiations between representatives of the Republic and of the

“bondholders, with the settlement coming into effect in 1905, just three years after the
intervention.’”
Santo Domingo
While the objectives of the European powers that assumed economic control over
defaulting debtors were to i) preserve the existing balance of power, ii) ensure the
integrity and continued independence of fhe debtor state, and, iii) improve the chances of
remuneration for European bondholders, the U.S had a slightly different motivation for
taking economic control over Central American and Caribbean republics - namely to
avoid the possibility of European intervention in its hemisphere. The U.S. felt “a moral
obligation to prevent American republics from defaulting on their bonds, thus eliminating

a source of legitimate grievances on the part of European bondholders and their

govemments.”376

However, like their European counterparts, American customs administrations
were not strictly limited to revenue receipt and the straightforward application of these
revenues to interest and sinking fund obligations. There were instances where the powers
were more comprehensive and included control over customs rates (Santo Domingo,

Haiti, Nicaragua), the supervision of internal revenues (Haiti, Nicaragua), the imposition

37 Mitchener and Weidenmier (2004), pp. 7-8.
373 Borchard and Wynne (1951a), p. 147.
376 Borchard and Wynne (1951a), p. 294.
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of public debt ceilings (Cuba, Santo Domingo, Haiti) and the oversight of public
expenditures (Cuba, Haiti, Nicaragua, Panama.).*”’

In the case of Santo Domingo, efforts at securing a debt settlement by British
bondholders were first made through diplomatic channels. The CFBH requested that the
foreign office, through its Consul General in Haiti, deliver a memorial from the
bondholders to the President of Santo Domingo.*”® Later, the Consul General reported
back that he had delivered the memorial directly to the President and had “recommended
the claims of the British Bondholders to the attention of his Excellency.”*"

In December, 1901, the CFBH applied to H.M. Government to request Lord
Paunceforte of the British Consulate in Washington, to “enter into communication with
the United States Government with the object of taking joint action, so as to put pressure
on the Dominican Government.”*®® The CFBH wanted Paunceforte to. stress that
American as well as British bondholders could benefit from the effort.’®!

Rippy (1934) argues that British bondholders were in large measure responsible
for President Roosevelt’s declaration of the Corollary to the Monroe Doctrine, the act
which immediately preceded the U.S. initiation of a customs receivership in Santo
Domingo in April 1905. This Corollary was formulated in May, 1904 in a letter by
President Roosevelt to Secretary of War, Elihu Root:

If a nation shows that it knows how to act with decency in industrial and
political matters, if it keeps order and pays it obligations, then it need fear no
interference from the United States. Brutal wrong doing, or an impotence
which results in a general loosening of the ties of civilized society, may
finally require some intervention by some civilized nation, and in the Western
Hemisphere the United States cannot ignore the duty.**?

This seems to be confirmed by the CFBH’s Annual Report of 1908: “the British

Bondholders who exerted their influence to secure Roosevelt’s backing...may be in a

377 Borchard and Wynne (1951a), p. 294.
378 CFBH Archives (1874). Clippings File, Santo Domingo, Vol. 2. Daily Telegraph, July 22, 1874.

37 CFBH Archives (1874). Clippings File, Santo Domingo, Vol. 2. Money Market Review, October 24,
1874.

3% Rippy (1934), p. 197.

381 CFBH Archives (1902). File Ms34780. Letter from H.M. Foreign Office to the CFBH.
382 Rippy (1934), p. 195.
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measure responsible for the intervention of the United States in the Dominican Republic
and the promulgation of the ‘Corollary’ occasioned by that intervention.”*?

From the perspective of President Morales of Santo Domingo, the possibility of
ceding economic control to the Americans was not entirely unwelcome. He was well
aware that customs revenues were the “the prize for which revolutions were principally
fought” and in the event they were “safeguarded against seizure by insurgents, the danger
of rebellion would be considerably lessened.”*** According to Borchard and Wynne
(1951b), “a Dominican revolution might be briefly defined as the attempt of a bandit
guerrilla to seize a custom-house.”*®

The U.S. sent gunboats to Santo Domingo in 1905 and immediately assumed the
customs collections process, diverting the funds collected to the American and European
bondholders of Santo Domingo’s defaulted debt. Mitchener and Weidenmier (2004)
argued that once this happened “recalcitrant debtors in Central America and around the
Caribbean were willing to enter into negotiations with creditors ...because of the threat of
gunboat diplomacy and lost sovereignty (U.S. seizure of foreign customs houses) — a
threat that was made credible by earlier U.S. intervention in Santo Domingo.”*%

“Big stick” diplomacy was not confined to the seizure of customs houses. The
U.S. navy toured Central and South America to exhibit its military prowess and U.S.
officials undertook high-level diplomatic missions throughout the region. U.S. actions
sparked settlements with Columbia and Venezuela in 1905, Nicaragua in 1910, Costa
Rica in 1911, and Guatemala in 1913.**” The Roosevelt Corollary could very well be seen
as a turning point in American foreign policy, since prior to its formulation, Roosevelt

had a different interpretation of European intervention in the Western hemisphere: “If any

%3 The Corporation of Foreign Bondholders (1873-1987), Report of 1908.

3% Borchard and Wynne (1951b), p. 240.

%% Borchard and Wynne (1951b), p. 240.

3% Mitchener and Weidenmier (2004), pp. 5-6. Italics mine.

%7 The Corporation of Foreign Bondholders (1873-1987). In the case of Nicaragua, the debt settlement
took place under the Dawson Pact, a contract which gave New York bankers and the British CFBH the
right to petition the U.S. government for direct assistance in the event that Nicaragua did not honour its
obligations to creditors. In addition, the New York firm of Speyer Brothers (also of London) put legal text
into their agreement with Costa Rica in 1905 that holders of the bonds “should be entitled to apply to the
United States of America for protection against any violation of|, and for aid in the enforcement of, the
Agreement.” See Platt (1960), p. 9.
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South American state misbehaves towards any European state, let the European country
spank it.”*%8

The Corollary also had the intended effect on bond prices in Europe. On average,
Central and South American bond issues listed on the London Exchange rose 75% after
one year and 91% after two years, reducing the threat of European intervention in the
hemisphere.*®® Market sentiment reflected this boom in bond prices. “London
stockbrokers are driving a roaring trade in South Americans, which have become a
subject of lively, speculative interest on the theory the President Roosevelt has practically
guaranteed all South American obligations. They bear the endorsement of ‘big stick’ so
to speak.”® And, “stock exchange speculators have read in the recent utterances of
President Roosevelt...a hint that the United States is disposed to go gunning in Central

America on behalf of British and other European investors.”’!

3% Mitchener and Weidenmier (2004), p. 9.

3% Mitchener and Weidenmier (2004), p. 4.

3% The Corporation of Foreign Bondholders (1873-1987), Report of 1905, p. 186. Quote from the New
York Times, May 5, 1905.

391 The Corporation of Foreign Bondholders (1873-1987), Report of 1905, p. 173. Quote from the Daily
Mail, January 5, 1905.

120



Chapter 5

Pushing on a String? The Foreign Bondholders Protective Council
and Sovereign Debt Restructuring from the 1930s to the 1950s

When you men negotiate there in the [State] Department, you have not only the prestige of our government
behind you but you also have the potential power of the government to bring to bear measures of coercion
and force...We poor fellows sit here absolutely naked of prestige or potential coercive power...I wonder
whether or not you men in the Department...do realize what a helpless, unarmed, impotent organization
this Council is.

J.R. Clark
President of the Foreign Bondholders Protective Council
April 15, 1937

We have no clout unless we get some support from the State Department. The State Department looks at us
as an annoyance, and without them, it is like we are pushing on a string.

John Petty
President of the Foreign Bondholders Protective Council
June 27, 2006

5.1 The Foreign Bondholders Protective Council and the Four Faces of Power

Accounts of the sovereign debt restructuring regime of the late 19" century have
largely credited the institutional. innovation of the British Corporation of Foreign
Bondholders (“CFBH”) with enhancing the.efﬁciency of sovereign debt workouts and
improving bargaining outcomes for private bondholders. By contrast, accounts of the
intc_arwar and post-war regime of the 20™ century have delivered a different verdict: that
the U.S. Foreign Bondholders Protective Council (“FBPC”) was a failure.””> Among
other things, it has been charged with being ineffective, inappropriately staffed, resource-

constrained, and intractable, all of which served to produce poor results for private

392 Adamson (2002). See also Eichengreen (1991); Eichengreen and Lindert (1989); Eichengreen and
Portes (1986); Eichengreen and Portes (1989). Adamson argues that the FBPC failed and was supplanted
by the State Department before the onset of World War II. Eichengreen’s position is that the CFBH
produced better results for bondholders than the FBPC since it was a more experienced and capable
organization, operating under the auspices of a more activist government. It should be noted that secondary
accounts of the FBPC’s performance are limited.
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investors. These observations are even more significant since the FBPC was designed -
with the benefit of experience - to be institutionally identical to its British counterpart.

In Chapter 4, we chailenged the conventional wisdom about the British CFBH
and argued that its achievements were less a product of its institutional capabilities and
more the result of structural and compulsory regime elements that were external to the
institution and favoured private creditors. We concluded that bargaining outcomes
between private bondholders and defaulting states in the late 19 century were chiefly
driven by two things: the structural power of a centralized, hegemonic, British capital
market, and the willingness of the British government to use a wide array of coercive
actions - ranging from diplomatic moral suasion to outright military force - to benefit
bondholders.>*® In our view, the favourable historical judgments about the CFBH derived
from its ability to successfully reflect — and sometimes even take credit for - these other
forms of power.

This chapter will examine the FBPC using the same power-based analytical
framework. We intend to argue that just as the CFBH was not the institutional triumph
that it was portrayed to be, neither was the FBPC a picture of abject failure. We will
demonstrate that, once again, structural and compulsory factors were more relevant to
determining bargaining outcomes between sovereign states and private creditors.
However, in the interwar and post-war periods, they tended to work in the opposite
direction - to the detriment, not the benefit, of American creditor interests.

Since secondary source material concerning the FBPC is limited, our analysis has
relied heavily on archival research. The FBPC’s records, which were only’recently
donated to Stanford University, were an invaluable source. The archives remain
unprocessed and generally inaccessible to researchers, so much of the institutional

analysis which appears in our discussion is taken from records that have been opened for

the first time3**

3% 1t was often the case that these actions were not undertaken solely for the benefit of bondholders, but for
much of the 19™ and early 20" century, it seemed that British national interests coincided rather closely
with the interests of its bondholders. They were therefore the beneficiaries of coercive exercises of power
such as debt administrations and military action.

3%4 The author is grateful to the curators of the Green Library at Stanford University, Anthony Angiletta and
William O’Hanlon, for agreeing to open the unprocessed archives for the first time — and on an exceptional
basis - for the completion of this chapter. As the archives have yet to be processed, each citation includes as
much detail as possible about the document in question.
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These source materials have enabled us to demonstrate how the FBPC was
undermined, almost from the beginning, by its own government in ways that diminished
its credibility and virtually eliminated its funding base. In certain default cases, the U.S.
State Department even supplanted the FBPC as chief negotiator, forcing U.S.
bondholders to accept sub-standard settlements. In addition, the U.S. government and the
World Bank made decisions to offer bi-lateral and multi-lateral funding to Latin
American and Eastern European governments that remained in default to U.S.
bondholders, an undertaking that seriously compromised the negotiating leverage of the
FBPC.* In .short, the political expediencies of the interwar and post-war periods -
keeping fascism and communism in check - led the U.S. government to prioritize broader
national interests over the interests of private bondholders. With its bargaining leverage
so eroded and its institutional capacity under constant siege, it is surprising that the FBPC
managed to continue operating. In fact, we propose that the bargaining outcomes that
were achieved by the FBPC were delivered to bondholders despite the enormous weight
of structural and compulsory power arrayed against it.

This particular historical period of sovereign debt restructuring - from the 1930s
to the 1950s - provides fertile ground for research for several reasons. First, we see the
establishment of an institution — the FBPC — that was virtually identical in structure to the
CFBH, but which produced bargaining outcomes that were markedly different. As a
result, this epoch allows us to hold the institutional element constant while evaluating the
effect that structural and compulsory regime elements had on negotiation. Second, even
though the FBPC was responsible for handling the largest share of defaults during this
period, both the FBPC and the CFBH found themselves operating simultaneously in
certain default cases. Historical data reveal that even in the same negotiation, American
and British bondholders fared differently, with the latter achieving higher ex post returns.
This suggests that the CFBH continued to outperform the FBPC, an outcome which
merits further explanation. Whereas secondary accounts of the period tend to credit the

more capable and experienced CFBH with these results, we continue to dispute this view.

395 While the U.S. government was initially sensitive to any situations which required it to “lend into
arrears” it gradually softened this policy to the point that any government which showed that it was making
an effort to negotiate with the FBPC was eligible for Exim or World Bank financing.
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Instead, we maintain that British bondholders benefited once again from the non-

institutional sources of regime power in the 1930s and beyond.

5.2 The Performance of the FBPC: Default Cases and Bargaining Qutcomes

Before proceeding to our discussion of the key features of the 1930s sovereign
debt restructuring regime, it is important that we first establish the context within which
sovereign state/private creditor negotiations took place. Between World War I and the
stock market crash of 1929, the U.S. had effectively replaced Britain as the single largest
creditor nation. In fact, the six-fold increase in U.S. lending activity between the wars had
brought total American foreign investment levels within reach of those of Britain; by
1929, America’s total foreign investment was £3 billion and Britain’s was £3.8 billion.**®
Carr credits the rise of the U.S. as a political power “to [its] appearance in the market as a
large-scale lender, first of all to Latin America, and since 1914 to Europe.””’

Most of the consequential sovereign defaults occurred between the years 1931 to
1940 and totalled $7.039 billion, although more than half were concentrated in just
fourteen countries. Among these, the most significant were in Germany ($2.2 billion) and
Latin America ($2.5 billion).>*®

Also, we find a greater incidence of default on dollar — not sterling — bonds during
this period. Eichengreen and Portes (1989) argued that this was principally because the
London capital market was much more adept at discriminating between good and bad
credit risks. Moreover, London prioritized loans to Empire governments, including
Australia and Canada, which accounted for 75% of all British overseas government
issues, “not one of which slipped into arrears.”** This left American investors holding
the “lion’s share” of the German and South American bonds that lapsed into the most

serious defaults.*®® For these reasons, the overall bargaining outcomes during this period

3% Lipson (1985b), p. 66. As we recall from Chapter 4, the U.S. only had an 8% share in global foreign
investment in 1913, while Britain’s share was 44%. See also Fishlow (1986).

37 Carr (1964 [1981]), p. 114.

%8 Suter (1992), p. 69. The major countries in default (or involved in debt reschedulings) were Germany
$2.2 billion; Brazil, $1.267 billion; Romania, $580 billion; Mexico, $500 million; Greece, $380 million;
Chile, $376 million; Austria, $325 million; Yugoslavia, $320 million; Poland, $300 million; Hungary, $250
million; Colombia, $151 million; Turkey, $140 million; Uruguay, $130 million; and, Peru, $120 million.
3% Ejchengreen and Portes (1989), p. 38.

4% Eichengreen and Portes (1989), p. 39.
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are more attributable to the regime anchored by the American FBPC than by the British
CFBH, although both institutions were operating simultaneously.

Table 5A: Bargaining Outcomes (1871-1975)*"!

Time Period Dominant Duration | Capitalization of | Reduction in Reduction in
Creditor of Interest Arrears | Interest Rates Principal
Representative Defaults
Body
1871-1925 Corporation of 6.3 years 71.6% 16.3% 12.0%
Foreign
Bondholders ‘
1926-1975 Foreign 10.1 years 35.2% 34.5% 23.2%
Bondholders
Protective Council

Source: Suter (1992)

This table illustrates the very different results produced under the British CFBH as
opposed to the American FBPC. In the late 19" and early 20™ centuries, defaults were
settled by the CFBH 37% faster than they were by the FBPC. In addition, the CFBH
regime offered bondholders a greater recapture of interest arrears and principal, while
requiring them to take a much smaller haircut on interest rates. Overall, the record
éuggests much better bargaining outcomes for creditors during the 19" and early 20®
centuries than during the interwar and post-war periods.

Several scholars have ventured explanations for these results. As we discussed
earlier, Suter (1992) ties the results of default settlements to the balance of power in the
international system. He maintains that creditors achieved better results in debt
negotiations during periods of uncontested hegemony than they did during periods of
core conflict. In other words, since the post-1930s settlements “coincided with the
[uneasy] transition from British to U.S. hegemony,” the situation favoured the debtor
states because they could offer poorer terms to the “old and decaying hegemonic power
(i.e., Britain).” In addition, Suter argued that the United States did not prioritize British

interests, but instead preferred to “integrate debtor countries at the periphery into its own

! Suter (1992), p. 94. Although the period of measurement extends to 1976, the bulk of settlements were
reached by the early 1950s. The cut-off date of 1976 is relevant because it signifies the creation of the
London Club, the successor regime for private creditor-sovereign state negotiations.
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hegemonic -power system by granting substantial concessions at the expense of

Britain.”*%

While we agree with Suter’s premise that power matters in sovereign debt
negotiations, we take issue with his contention that American action undercut British
bargaining positions. In fact, in work undertaken by Eichengreen (1991) and Eichengreen
and Portes (1986, 1989) we find that the “old and decaying hegemon” did a remarkable
job in holding its own against the rising power of America, delivering returns to British

bondholders that were ultimately superior to those achieved by the American investors.

Table: SB: Internal Rates of Return for Dollar and Sterling Bonds Issued 1923-

1930*”
Internal Rates of Return Government Bonds Only All Bonds
Dollar Bonds 3.25% 0.72%
Sterling Bonds 531% 531%

Source: Eichengreen and Portes (1986)

Table: SC: Internal Rates of Return for Dollar and Sterling Bonds Issued 1920-

1929%
Internal Rates of Return Government Bonds Only All Bonds
Dollar Bonds 4.64% 3.99%
Sterling Bonds 5.18% 5.18%

Source: Eichengreen and Portes (1989)

The tables above illustrate the results of two separate studies on the comparative ex post
returns achieved by British and American bondholders. In the first table, the internal rate
of return on sterling issues surpasses that of dollar issues and, in fact, is quite close to the

statutory rate under the original sterling bond covenants. By contrast, the smaller return

2 Suter (1992), p. 96.

43 Eichengreen and Portes (1986). The bond sample includes 50 dollar bonds for foreign issuers floated in
the U.S. in the period 1924-1930, and 31 colonial and foreign government bonds offered in the UK. in the
period 1923-1930. Note that the sample for the U.K. includes government bonds only. '

44 Eichengreen and Portes (1989), pp. 26-29. This updated sample includes 250 dollar bonds and 125
sterling bonds issued during the period 1920-1929. Once again, in the British sample, no corporate issues
were listed; we find government obligations only.
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on the full sample of dollar issues is only around 10% of the average contractual rate for
the period, a decidedly substandard result for the American regime.*%’

However, in the second, updated study, a larger bond sample was used and we
find that the realized returns of 4.64% and 5.18% on dollar and sterling bonds
respectively were, although closer, still much lower that those promised ex ante, which
were in the range of 7% - 8%. Even though the gap is smaller, British bondholders still
fared better.’® U.S. investors lost an average of 75% of interest while British investors
lost only 30% - 50%.*7 As a result, the overall returns to U.S. investors during this
period tend to pull down the average. And, even if we single out the largest sovereign

default case of the period — Germany - the same pattern emerges. British bondholders still

manage to achieve better returns than their American counterparts.

Table 5D: Bargaining Outcomes for FBPC vs. CFBH on German Government
Bonds*®

Nominal Rate of Return on U.S. Dollar Bonds 1.1%

Nominal Rate of Return on U.K. Sterling Bonds 3.5%

Source: Eichengreen (1991)

To sum up, this chapter will examine the four aspects of the sovereign debt
restructuring regime of the interwar and post-war periods — institutional, structural,
compulsory and productive - and explain not only the observed differences in inter-period
bargaining outcomes but intra-period differences as well. Why did the FBPC produce
inferior outcomes for American bondholders when compared to the CFBH in the 19"
century? Moreover, why did the CFBH continue to outperform the FBPC in the interwar
and post-war periods? Before moving on to our institutional analysis of the FBPC, it is

important that we first explain the political impetus behind the organization.

4% Eichengreen and Portes (1986), p. 626.

4% Eichengreen and Portes (1989), p. 27. See also Lindert (1989). This is in part because this sample also
captures the 1920 — 1923 period, when nominal rates were higher. It is also interesting to note that these
IRR’s are very close to the returns that would have been achieved on US and UK government bonds over
the same period (1920-1929). UK consuls, for example, would have yielded 4.5% during the same
timeframe but would have carried virtually no default risk.

497 Eichengreen and Portes (1989), p. 40.

4% Eichengreen (1991), p. 164.
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5.3 The American Debate: A Government or Private Institution for Bondholders?

While the British CFBH was founded as a private, not-for-profit institution, U.S.
policymakers had a serious internal debate about whether the new U.S. bondholder
representative body should be private or public. In the age of the New Deal, as opposed -
to the laissez-faire 19" century, state involvement was seen as an important corrective to
the market failures of the 1920s. As a result, a special provision had already been made
under Title II of the Securities Act of 1933 for the creation of a Corporation of Foreign
Security Holders under U.S. government auspices. However, this institution did not
automatically come into existence with the passage of the Securities Act. Instead, the
President was empowered to bring it into existence at any time by a separate
proclamation.*”® |

If it were not for the persuasive powers of Raymond Stevens, Chairman of the
Federal Trade Commission, the FBPC might never have existed. Stevens met privately
with President Franklin Roosevelt at Hyde Park on August 3, 1933 and convinced him of
the dangers of establishing a governmental organization under Title II of the Securities
Act to negotiate on behalf of bondholders. Stevens cautioned him that it might be better
for the U.S. government to distance itself from the process of sovereign debt negotiation,
lest U.S. bondholders look at their own government as a debt collector and have overly
optimistic expectations. In addition, a Title II corporation would create conflicts of
interest for the U.S. government. As a creditor in its own right, the government would be
negotiating its own claims along side those of private bondholders. And, if the U.S.
government were the principal negotiating party for private creditors, sovereign states
might look to get political concessions as part of a deal, concessions that would never be
on the table if a private creditor body controlled the negotiations.*'® Finally, it was
believed that a private organization could relieve the State Department of burdens and
responsibilities which could arise at inconvenient times “when other national interests
preventfed] the exercise of a legitimate influence on behalf of...bondholders.”!!
Roosevelt agreed with Stevens that a private, non-governmental organization seemed the

better alternative and penned a note to him:

49 EBPC Archives (1933), File M1287 029.
419 EBPC Archives (1937). File M1287 030. S.E.C. Report on FBPC dated May 14, 1937.
“11 EBPC Archives (1933). File M1287 029. White House press release dated October 20, 1933.
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R.S., It is my thought that if an adequate Bondholders Committee is set up
quickly I will hold in abeyance the setting up of the quasi-government board.

FDR*™

A White House press release later confirmed Roosevelt’s assessment that the job of
negotiating for private bondholders was “primarily for private initiative and interests.”
The White House was also careful to point out that when the new organization was
brought into being, it would be “entirely independent of any special private interests,”
which, in New Deal parlance, meant that it would have no éonnections of any kind with
the banks and issue houses. In order to put some distance between itself and the new
institution, the government announced that it would have no intention of seeking “control |
of the organization,” nor would it “assume responsibility for its actions.”*"* However,
internal State Department correspondence revealed that the government saw the FBPC as
a useful political compromise insofar as it would allow the administration to escape

major responsibility for the conduct of negotiations, while at the same time, permit some

degree of interference.*'*

5.4 The Creation of the FBPC and Institutional Power

How was the FBPC brought into existence? Cordell Hull, Secretary of State, and
Raymond Stevens, Chairman of the Federal Trade Commission, invited a group of
distinguished citizens to join them in Washington on October 13, 1933 for the purposes
of discussing “the creation of an adequate and disinterested organization for the
protection of American holders of foreign securities.” Hull and Stevens considered the
sovereign defaults to be of such importance and significance to American investors as to

“make its proper handling a public service.”*"’

“12 EBPC Archives (1933), File M1287 029. FDR note attached to letter from Pierre Jay (Fiduciary Trust
Company of New York ) to Clark (President of FBPC) dated January 23, 1934. Jay thought that this note
from FDR was of historical significance and should be retained by the FBPC.

13 EBPC Archives (1933). File M1287 029. White House press release dated October 20, 1933.

1% Borchard and Wynne (1951a), p. 193. See also U.S. Department of State (1933), p. 934. ...it was hoped
that the existence of the Council would perhaps lessen the necessity under which the Department of State
might have to take cognizance of default situations.”

413 FBPC Archives (1933). File M1287 029. Letter from Cordell Hull (Secretary of State) and the Chairman
of the Federal Trade Commission to J. C. Traphagen (President of the Bank of New York and Trust
Company) dated October 13, 1933. Identical letters were sent to other invitees.
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According to a White House press release, only two of the eighteen citizens
invited to the initial meeting were from the banking community - Mills B. Lane of The
Citizens and Southern National Bank, and J.C. Traphagen of The Bank of New York and
Trust Company. The only other financial concern represented was Chubb and Son
Marine Insurance. Of the remaining fifteen invitees, three were academics and nine had
U.S. government affiliations; rounding out the list was a lawyer, a publisher and a cotton
company representative.*'® This was in marked contrast to the original meeting of the
CFBH, which was dominated by banking and City of London government interests.*'” In
fact, the CFBH boasted of its banking alliances, announcing at its founding that it was
“vitally connected” with these interests and enjoyed the support of “the heads of so many
eminent banking and financial houses.”*'® The proclivity on the part of the Roosevelt
administration to exclude bankers reflects the low esteem in which issue houses were
held by the administration in the 1930s. In many ways, they blamed the banks’ greed and
poor underwriting practices for the extensive defaults experienced by U.S. bondholders.
They were also deeply suspicious of the banks’ motives, as evidenced by the State
Department claim that the American banking community was neither “as...closely knit as

the British, nor were its members as trustful.”*!°

5.4.1 Institutional Form and Operating Rules of the FBPC

The organizing committee of the FBPC firmly believed in the efficacy of such an
institution for a number of reasons. From an international relations perspective, they saw
the FBPC as a centrally authoritative mechanism that could reduce the friction between
the U.S. and other creditor nations when dealing with a sovereign bond default. They also
believed that the FBPC could help to surmount the collective action problems among
bondholders, since the FBPC’s records indicated that U.S. holdings of foreign debt issues
were widely scattered throughout the United States, with most issues averaging only

three bonds per person.

416 EBPC Archives (1933). File M1287 029. White House press release dated October 20, 1933.

17 CFBH Archives (1869). File Ms34827. Clipping from the Times, February 3, 1869.

1% The Corporation of Foreign Bondholders (1873-1987), Report of 1876, p. 9. CFBH Archives (1868).
File Ms34827. Clipping from the Morning Post, November 12, 1868.

419 Sessions (1974), p. 49.
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The FBPC was ultimately organized as a not-for-profit organization under the
laws of the State of Maryland and incorporated under the name the Foreign Bondholders
~ Protective Council, Inc. in 1933. Among its main objectives were the protection of
bondholder rights, the collection and preservation of reports and data with respect to
public securities, and the negotiation of settlement arrangements with foreign government
repfesentatives. The FBPC saw its mandate as a fiduciary one insofar as it was to act on
behalf of the bondholders who had entrusted the representation of their interests to the
.Council.m In these matters, the FBPC shared many institutional design characteristics
with its British counterpart. In fact, the organizers maintained that the “rough model
before everyone’s eyes was the British Council of Foreign Bondholders.”**!

It is not surprising that the organizing committee of the FBPC looked at the best
practices and precedents established by the CFBH and other European bondholder
committees when setting up the new U.S. organization. They agreed that, like the CFBH,
the FBPC would be a central organization which would coordinate the work of a number
of autonomous committees, each of which would be charged with carrying on the day-to-
day negotiations with a specific defaulting country. With this in miﬁd, the FBPC agreed
that it should form appropriate special negotiating committees, “cooperating wherever
practicable with the houses which issued the defaulted bonds.”*?> While this seemed to
contradict the administration’s desire to limit the involvement of the issue houses, in fact,
the organizers were not so much giving management control to the bankers as they were
recognizing the need to work with them. After all, the banks had a distinct advantage
over the FBPC from a negotiating standpoint. First, they acted as fiscal and paying agents
for the bonds, which meant they had longstanding contacts with the treasury ministries of
the defaulted governments. And, second, as fiscal and paying agents, they maintained a
registry of bondholders, making it possible for them to easily identify and communicate
with bondholders across the U.S.

A more refined policy regarding the composition of specific negotiating
committees was developed by the FBPC in 1937. It indicated a strong desire to have

these committees composed as far as possible of “those purchasing bonds at or near the

42 EBPC Archives (1933). File M 1287 029. Certificate of Incorporation.
421 U.S. Department of State (1933), p. 934.
422 EBPC Archives (1933-1934). File M1287 069. Minutes of Executive Committee, 1933-1934.
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original issue price;” this would create a bias towards protecting the original investment
of the smaller bondholders and not the investments made by speculators in depreciated
bonds. It also felt that it was essential to exclude from such committees persons “engaged
in the active buying and selling of bonds,” either for personal profit or on behalf of
customers, since they would be able to trade on insider information.*?

At inception, the FBPC outlined a negotiating strategy which would ultimately
bring it into direct conflict with the U.S. Government. The Council observed that “in
view of the depression and the disorganization of world trade...there is little that can be
done towards bringing about prompt resumption of interest and sinking fund payments.”
It maintained that the creation of the FBPC should not been seen by debtor states as “an _
indication that American bondholders are ready to negotiate permanent settlements on the
basis of the present impaired capacity of debtors to pay.” The organizers counselled

patience on both sides since they saw the recovery of world trade as a necessary

precondition for final settlements.***

Given the FBPC’s posture, all sovereign default situations were approached in the
same way. The Council never recommended a settlement which called for any reduction
of the principal of the bond; it also required that the defaulting sovereign recognize an
acceptable portion of interest arrears. Finally, for even a temporary settlement to be
recommended, the FBPC insisted that payments of current interest be resumed at the
stated contractual rate.*”” Meetings of the FBPC’s board took place anywhere from twice
to four times a month in the 1930s and the minutes cover the details of the progress of
negotiations as well as the administrative issues related to the running of the organization.
The minutes also offer a sense for how slow, tedious, and expensive the actual
negotiations were with Latin American states as well as the importance — and necessity —
of frequent communication between the State Department and the Council.**®

Unlike the CFBH, the FBPC could not hold regular meetings for individual

bondholders. This was principally for two reasons: their sizable number and their wide

2 Foreign Bondholders Protective Council (1936-1977), Report of 1937, p. 5.

24 FBPC Archives (1933), File M1287 029. Report of the Organizing Committee dated December 18,
1933. While it seemed like a reasonable approach at the time, and was in fact the same tactic later adopted
by the Bank Advisory Committees in the 1980s, the U.S. government found that it didn’t share the patience
of the Council in the years leading up to World War II.

425 Foreign Bondholders Protective Council (1936-1977), Report of 1958-1961, p. vii.

426 FBPC Archives (1936). File M1287 069. Minute Books of 1936 and 1937.
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geographic dispersion throughout the United States. In fact, while the FBPC initially
registered over 100,000 U.S. bondholders, by 1961, this had grown to over 300,000, all

of whom expected to receive regular communication from the Council.**’

This contrasts
sharply with the British CFBH that had the ability to hold meetings at 25 Moorgate in
London for small investor groups that numbered anywhere between 70 and 200.** Given
that U.S. bondholder meetings were impractical, investors who wished to avail
themselves of the FBPC’s services were asked to register in writing with the Codncil'by
proving their contact details and the face amount and description of their bonds. Small
bondholders were assured that there would be no fee for registration and no obligation or

commitment incurred to the Council by registering.**’

5.4.2 Staffing of FBPC

Although 'Raymond Stevens of the Federal Trade Commission was Roosevelt’s

choice to head the FBPC, by February, 1934, Stevens requested an extended leave of
absence due to poor health, and J. Reuben Clark, the institution’s chief counsel, was
elected acting President.

Clark’s personality figures prominently in the accounts of Adamson (2002) and
Sessions (1974) as an explanation for the early friction between the Council and the State
Department.**® For this reason, it is worthwhile examining Clark’s record. On paper, he
certainly seemed like a solid choice to run the fledgling FBPC. Educated at Columbia
Law School, he was an international lawyer, State Department solicitor, and former
Ambassador to Mexico. He was also a prominent leader of the Mormon Church in Salt
Lake City.*’! His resume seemed well-suited to a role in which he would be called upon
to negotiate the settlement of debt contracts with foreign governments. However, there
was one problem: Clark had a rigid and moralistic view about debt obligations, seeing
fiscal probity, at both the individual and national level, as an ethical virtue. While

Sessions (1974) attributes this in part to his religious beliefs, it seems that it could be just

21 Foreign Bondholders Protective Council (1936-1977), Report of 1937, p. 7; See also Foreign
Bondholders Protective Council (1936-1977), Report of 1958-1961, p. viii.

2 CFBH Archives (1880). Files Ms15806; Ms15801; Ms15779.

2 EBPC Archives (1936). File M1287 069. Minute Books of 1936 and 1937.

430 Adamson (2002); Sessions (1974).

1 Sessions (1974), pp. 76-77.
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as easily attributable to the fact that Clark was an attorney and an ardent Republican
functionary. Even his successor, the Hooverite Francis White, shared Clark’s views on
the sanctity of debt contracts without sharing his religious fervour. Clark took a decidedly

firm, legalistic view about a government’s capacity to pay:

Few, if any, governments have borrowed beyond their capacity to pay if they
really had a will to make the necessary levy upon the property of their
nationals...Under the theory of international law...the whole wealth of the
nation, including the private wealth of all the nationals of that nation, is
subject to tax up to extinction for the debts of the sovereign. No nation has
any right to invoke its lack of ‘capacity to pay’...until it has fully exhausted
its taxing powers and no debtor sovereign now in default, insofar as the

Council is advised, has even approached a condition of exhausting its taxing

powers.**?

As time progressed, Clark’s legalistic and unyielding approach to debt negotiations made
him “draw the line between necessity and luxury...far into what [sovereign] debtors
would usually regard as the necessity side of the fiscal spectrum.”®® Clark firmly
believed that a debt was a sacred obligation and that the only thing that should stand in its
way was virtual survival.

What was behind this attitude? First, Clark very much believed that he was
working in the best interests of the small investor. He maintained throughout his tenure
that there were no important concentrations of foreign bondholdings in the U.S., and he
argued that the t'ypical investor had at most one or two thousand dollars of family savings
at stake. The many letters which the FBPC received indicated to Clark that the majority
of small investors had been impoverished in the wake of the Great Depression and
desperately needed the return of their capital. In the 1935 case of Costa Rica, for
example, the FBPC cited “instances of hardship among holders of bonds who were in
rather indigent circumstances, to whom it was a real hardship to have the service cut

down.”*** Since there were hundreds of thousands of these cases across the U.S., Clark

42 Foreign Bondholders Protective Council (1936-1977), Report of 1936, pp. 6-11.
33 Sessions (1974), pp. 106-107.
43 EBPC Archives (1935). File M1287 055. Memorandum to file from White (FBPC) dated June 12, 1935.
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felt that the Council could “by its watchfulness and influence, contribute to the security
of their savings.”**’

Second, Clark understood the phrase “capacity to pay” to have originated in a
discussion “between sovereigns with reference to obligations running between them.” In
this legalistic rendering, Clark believed that if sovereign states sought to make
adjustments to those debts “they were dealing as equals about their own debts, and could,
with reference thereto, be generous or otherwise as suited their sovereign interests.”**¢
This same generosity could not be expected from private bondholders, who were not the
equals of sovereigns, and were therefore not in a position to trade political advantages for
debt forgiveness.

While the FBPC’s board was intended to be as free from the influence of banking
interests as possible, the risks of this position were soon becoming apparent. Clark’s

knowledge of the financial markets was rudimentary at best. He even openly admitted:

I am not a financier, and I am not a banker...I never bought a bond, I never
owned a bond, and I regret to say, I was never a member of one of those
preferential lists for underwriting securities.**’
One FBPC board member went so far as to confide the following to the State
Department: “I live in fear...that somebody will presently ask me some questions about
the [default] situation and I can think of practically no question that I could answer.”*®
| Clark’s successor as FBPC President, Francis White, unfortunately shared Clark’s
views about a debtor’s “capacity to pay” as well as his lack of experience in financial
matters; however, it was most unfortunate that these qualities were packaged in a much
more aggressive personality. White had been Assistant Secretary of State during the
Coolidge and Hoover administrations and had apparently offended Europeans and Latin

Americans during his tenure by making statements which “smacked of the old American

5 Foreign Bondholders Protective Council (1936-1977), Report of 1946-1949, p. viii. Even by 1942, this
picture had not changed. The FBPC has records of Dominican and Chilean holdings in 48 states and some
20 odd foreign countries and dependencies with the majority still held by their original purchasers. See
FBPC Archives (1942). Memorandum from White (FBPC) dated February 5, 1942.

38 Foreign Bondholders Protective Council (1936-1977), Report of 1936, p. 7.

7 Sessions (1974), p. 76.

48 Sessions (1974), p. 64.
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hegemony doctrines” of Monroe and Theodore Roosevelt.**’

He was described in the
New York Press as a “dyed-in-the-wool Tory, hater of Roosevelt policies...[and] on a
crusade to squeeze the last penny of interest and amortization from Latin American
governments.”**" In fact, it could have been that the Roosevelt Administration gradually
began to see the FBPC through partisan eyes. After all, Clark and White may have been
characterized as dangerous relics from the failed policies of the Hoover administration.**!
And, since the FBPC’s main contact at the State Department, Herbert Feis, was another
Hoover appointee, the Council may have been shielded from the opinions of the larger
Roosevelt administration by interacting so narrowly with Feis. This made it possible for
the FBPC to maintain its rigid policies in the face of mounting frustration and impatience
on the part of the U.S. government. In a rather impertinent letter dated October, 1939,
Senator Rust Madison recounts his experience to Roosevelt of visiting the Council’s

offices earlier that summer:

You can’t expect anything else from an organization run by nice old

women...and college professors...I really believe something can be done if

the problem is approached from a practical standpoint rather than from the

standpoint of an economics...professor and an old maid.***
The FBPC was certainly a convenient target for Roosevelt loyalists but the question
remains: Was the Council pursuing an irrational settlement strategy? Was it advisable to
focus so narrowly on temporary settlements and refuse to consider principal forgiveness
until such time as the global economy had recovered? We would argue that while the
administration saw this as intransigence, it was not an imprudent stance for the FBPC to
take. After all, the Council saw itself as having a fiduciary responsibility to hundreds of
thousands of small bondholders and wanted to maximize the recovery of their capital.
And, with the global economy in such disarray, any attempt to make early, final

settlements would have been highly unfavourable to private investors. So, pursuing a

9 Sessions (1974), pp. 115-116. '

440 EBPC Archives (1937). File M1287 030. Clipping from the New York Post, July 25, 1937.

“41 CFBH Archives (1942). File Ms34620, Documents 391/2 and 391/5. In a letter from Butler (CFBH) to
Bewley (British Embassy, Washington, DC), the CFBH proposes that the FBPC might have fallen afoul of
the State Department because of the personality of Francis White. In a letter from Wade (H. M. Treasury)
the point is made that the Republican sympathies of White may be responsible for the difficulties between
the FBPC and the State Department. '

42 Sessions (1974), pp. 183-184.
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strategy that involved temporary settlements and long-term patience was not irrational.
Ironically, this was precisely the strategy that the London Club employed in the 1980s
when it pushed Latin American debtor states into seven years of debt rescheduling before
agreeing to any principal forgiveness. Far from being criticized for its approach, the
London Club enjoyed broad support from the G-5 and the IMF. The major difference was
that the London Club’s actions were helping to preserve the solvency of the global
banking system, a goal which was enthusiastically championed by major creditor-country
governments. By contrast, the FBPC’s bondholders did not present a systemic risk to the
global financial system; so, all the FBPC managed to achieve by its strategy was to
frustrate the larger political and strategic objectives of its home government. While it
may not have been part of the FBPC’s mandate to help achieve these objectives, it was
nevertheless in the administration’s interests to intervene and paint the FBPC as

impractical, intransigent, and even incompetent.

35.4.3 CFBH Impression of FBPC Staff

It is very interesting to note how the FBPC’s British counterpart, the CFBH, viewed
the management team of the new American Council. Archival sources reveal a decidedly

negative assessment from the CFBH about the suitability of the men chosen to run the
FBPC:

There has been in our point of view a progressive decline in the combination
of character and capacity of three successive Presidents of the American
Council. The first, Mr. J. Reuben Clark [Feb. 1934], was Treasurer of the
Mormon Society, had some understanding of business, was by no means
unfriendly and gave a general impression of honesty and intention. The
second, Mr. Frances White [April, 1938], was an ex-Minister to Cuba, was a
rather aggressive personality, viewed debt matters from a pronounced
legalistic angle, and made one feel that one was dealing with a clever but
rather unfriendly solicitor, who might fulfil the strict letter of his bond, but
who did not intend to reveal his intentions and would not inevitably be above
using truth as a means of deception. The third, Dr. Dana Munro, was a former
chief of the Latin American section of the State Department and is now a
professor at Princeton University. We have not yet met him, but his actions
and our correspondence with him seem to show that he has little beyond an
academic understanding of the problems with which we have to deal, and that
he...is largely in the pocket of the State Department.***

“? CFBH Archives (1944). Guildhall Library, City of London. File Ms34620, Document 391/26.
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In fact, the British were so unsure of the Council’s viability in 1937 that they contacted
Herbert Feis at the State Department to find out if they should even make the time to
meet with the FBPC. The British Council pointedly asked Feis whether “they should talk
with the Foreign Bondholders Protective Council, Inc. or somebody else.”*** It appears
that the FBPC not only had an image problem with its own government, but with its
counterparts in Europe as well. However, the British Treasury ultimately advised the
CFBH to continue its dialogue with the FBPC because they believed that the' American

Council would “emerge more powerfully outside the present administration.”**’

5.4.4 Institutional Funding of the FBPC

One of the first challenges of the organizers of the FBPC was to find a way to
fund their operations. There was wide agreement among the original board members that
“to get the organization up and running quickly” they would ask the banks and issue
houses in New York and other large cities to agree to advance them money; The FBPC’s
objective was to repay them over time, in a fashion almost identical to the British CFBH.
The FBPC anticipated that it needed about $60,000 to cover staff salaries, rent and travel,
but aimed to raise $100,000 initially.*® The Council’s inclination was to ask those to
contribute who would reap the greatest benefits from the FBPC’s existence: the issuing
banks, banks engaged in trade finance, manufacturers engaged in import/export
businesses, and holders of foreign bonds.**’ In December, 1933, Raymond Stevens
arranged for twenty bankers to meet at the New York Federal Reserve to discuss potential
funding; Pierre Jay, an FBPC board member, spoke on the same day at the Investment
Bankers Associations. Both men were successful in getting funding commitments from
the banks.**®

By April 10, 1934, the FBPC had put together membership forms for banks which

would systematize their annual dues payments by tying them to their level of deposits.

“4 EBPC Archives (1937). File M1287 030. Memo from Clark (FBPC) to file dated January 18, 1937.
445 CFBH Archives (1942). File Ms34620, Document 391/5. Memorandum from Wade (Official in H.M.
‘Treasury). :

446 FBPC Archives (1933). File M1287 029. Memorandum titled “Plan for Organization of Foreign
Bondholders Corporation.”

47 EBPC Archives (1933). File M1287 029. Report of the Organizing Committee dated December 18,
1933.

448 Sessions (1974), p. 66.
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The level of dues ranged anywhere from $10 to $250 per year; however, the larger banks
and issue houses were encouraged to commit up to $5,000 per year. It was an amount that
Reuben Clark considered to be meaningful, but not large enough to draw attention or
criticism. The minutes of meetings during 1934 show that there were concerted efforts on
the part of the FBPC to sign up banks in a pyramid-like way. Larger banks who signed on
as members were encouraged to bring in smaller regional banks. The various offices of
the Federal Reserve system throughout the U.S. were used as meeting points to put extra
pressure on banks, and the FBPC even underwrote the expenses of senior bank officers
who took the time to recruit new members to the organization. In its initial phases, the
FBPC was funded almost entirely by the banking community with each meeting of the
Executive Board presenting new banks to be considered as members.*’

In fact, early records indicate that the FBPC obtained commitments for funding
from the financial community in New York, Chicago and Philadelphia, with $35,800
raised in 1934 from 24 issue houses and $25,030 raised from 18 banks, for a total of
$60,830.4°° By the end of 1934, membership had grown to 151 banks and issue houses
(or 75% of the total) with annual contributions of $86,253, very close to the original

fundraising target.**!

However, this early success provoked the first attack by the U.S.
~ government on the FBPC: an S.E.C. investigation. The newly established regulatory
body, charged with looking out for the interests of the small investor, became highly
suspect of the involvement of banks in the FBPC’s funding and wanted to ensure that the

Council was not being unduly influenced in its decisions by members of the financial

community.

3.4.5 The S.E.C. Investigation
Before the FBPC had managed to establish itself as a viable institution in the

minds of U.S. bondholders, sovereign debtors, and the CFBH, its energies were diverted
to an S.E.C. investigation. Reuben Clark was informed about the investigation in 1935,

although it formally began on February 25, 1936. He saw the investigators at the S.E.C.

“9 FBPC Archives (1934). File M1287 069. Minutes of Executive Committee, 1933-1934. See also FBPC
Archives (1933). File M1287 029. Minutes of the First Meeting of Members dated December 18, 1933.
459 EBPC Archives (1934). File M1287 029. List of Annual Membership Contributions, 1934. See also
Borchard and Wynne (1951a), pp. 196-197.

3! EBPC Archives (1935). File M1287 069. Minutes of Executive Committee, 1935.
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as “very young in their experience of governmental matters” who did not realize “that
there is honesty outside government as well as in it.”*? He believed that many of the
New Dealers who were in positions of power at the S.E.C. wanted to close down the
FBPC and replace it with the Title II governmental organization originally contemplated

by Roosevelt.**

Meanwhile, at the State Department, the FBPC’s main contact, Herbert
Feis, said that the Department was hoping the final S.E.C. report would fully back up the
Council, since the last thing the State Department (or the President) wanted was to “have
this whole debt problem back in [our] laps the way it was three years ago.” Clark and his
board were instructed to redouble their efforts and cooperate fully with the S.E.C.***

The S.E.C. report following its investigation was notable in many respects, the
most important — and expected - being the sharp criticism levied at the financial support
which banks and issuing houses provided the FBPC. The S.E.C. required that banks and
bankers be disqualified from any negotiating committees, and even that former officers,
directors and partners of banks and issuing houses be disqualified from sitting on a
committee, at least until a reasonable amount of time had lapsed. It unequivocally
mandated that the FBPC should receive no financial support from any person or firm in
the banking community. As Sessions (1974) observed, “in their anxiety to gather a group
devoid of connections with the investment banking establishment, the organizers had
failed to recognize that the Council members would be largely unable to do much besides
lend their names and file letters.”*>* Finally, the S.E.C. compelled the FBPC to submit to
regular 6versight by the Commission and the State Department.456 The hope was that this
new level of transparency would enhance the credibility of the FBPC in the eyes of
bondholders and sovereigns. _

The S.E.C. argued in favour of banning banks and issue houses from FBPC

membership on the following grounds:

42 EBPC Archives (1935). File M1287 069. Minutes of Executive Committee, 1935.

453 The S.E.C. did conclude that it was a prudent decision not to enact the Title II organization, since it
would have been funded by the Reconstruction Finance Corporation as an agency of the U.S. government,
creating awkward conflicts for the U.S.

434 FBPC Archives (1937). File M1287 030. Transcript of phone conversation between Clark (FBPC) and
Feis (State Department) dated April 16, 1937. There were hundreds of letters that arrived at the State

Department each day from aggrieved bondholders, and State wanted to be able to turn those over to the
FBPC.

43 Sessions (1974), p. 64.
436 FBPC Archives (1937). File M1287 030. S.E.C. Report on FBPC dated May 14, 1937.
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. Issue houses were often called upon to act as fiscal and paying agents for
sovereign bond issues. Under these arrangements, the banks’ allegiance was to the
debtor state. If the banks then also took on the role of bondholder representatives,
their loyalties were necessarily divided.
. Banks and issue houses often had their own claims against debtor states, and these
claims generally took the form of short term or trade credits. The S.E.C. believed
that this was the most egregious conflict, since the banks generally asserted that
their short-term credits had priority over longer-term bonds. In the grab race for
limited foreign exchange, the bankers could privilege their own interests at the
expense of the bondholders.
. Where American banks had local offices or business interests in defaulted Latin
American stafes, the banks’ interests might have been better served by cultivating
and preserving friendly relationships with the sovereign, and not by vigorously
advocating the bondholders’ cause.
. In certain cases, bankers had been accused of fraud by the debtor-sovereign based
~on circumstances surrounding the original bond issuance. The S.E.C. argued that
this fraud often arose in no small part due to the “utter recklessness with which
the investment banks vied with one another to bring out a constant succession of
foreign bond issues.” Where such antipathy existed between a debtor state and a

banker, that banker would be an ineffective negotiator for the cause of private

bondholders.*”’

Although the S.E.C. raised valid concéms, the fact is that the first three objections could

have also delivered some benefits to bondholders. For instance, a bank that had

developed a longstanding relationship with a sovereign as its fiscal and paying agent

could have contributed some measure of trust to the negotiation process, something

which the FBPC sorely lacked. In addition, the fact that banks were capable of providing

trade financing also endowed them with some bargaining leverage. They could have used

that leverage to push recalcitrant debtors in need of short-term credit to the negotiating

table. And, finally, banks that had a physical presence in a debtor state also had an

57 FBPC Archives (1937). File M1287 039. S.E.C. Report dated June 21, 1937.
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interest in seeing that debtor states recover. So, while the potential for conflicts of interest
were present, the S.E.C. never considered how they might also improve outcomes for
small investors.

Clark was unhappy with the S.E.C. Report and told Cordéll Hull, Secretary of
State, that it was a “trial of the Council.” The report attacked the integrity of three of the
men who initially served on the board — Chubb, Traphagen and Thacher — given their ties
to the financial industry, and then levied criticism against the FBPC for relying heavily
on the banks and the issue houses for funding. This was not entirely surprising to Clark,
who understood the New Dealers’ general hostility toward banking and finance.
However, Clark took specific issue with the idea that banks were getting preferential
treatment on their short term trade credits to sovereign defaulters, putting small
bondholders at a disadvantage. More specifically, he objected to the S.E.C. insinuation
that the FBPC was not fighting the banks more forcefully on this issue, since the banks
were funding the Council’s operations. Clark responded by saying that short term bank
credits were the lifeblood of trade and that he did not view it in the best long-term
interests of bondholders to “make war” on trade finance. He wondered how else the Latin
American countries would obtain the foreign exchange to repay the bondholders.**®

The S.E.C. report had done great harm to the FBPC, first among bondholders,
who were no longer sure what position the FBPC had in the eyes of the U.S.
Government, and second, among sovereign debtors, where FBPC negotiators were
finding “quite a different [less cooperative] atmosphere” from what they had found
before. The report had clearly undermined the Council’s authority. In his discussion with
Cordell Hull, Clark said:

the whole S.E.C. report seemed to be dominated by a very bitter complex
certainly against Wall Street and everyone in it, and...I was not sure that it
did not indicate a hostility against our whole economic system — the Secretary
interposed to say ‘against capitalism’ — and I said: ‘Yes, just that — against
capitalism;’ and the reading of the Report left me wondering whether that was
not the real intention of the report, namely to make war upon the whole
system.“9

4% FEBPC Archives (1937). File M1287 030. Memorandum from Clark (FPBC) on meeting with Hull
(Secretary of State) dated June 2, 1937.

459 FBPC Archives (1937). File M1287 030. Memorandum of meeting between Clark (FBPC) and Hull
(Secretary of State) dated June 2, 1937.
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Herbert Feis of fhe State Department told Clark that if he thought the report was bad, he
“should have seen it before we got at it.”**° Apparently, the original, unedited version
was much more damaging to the Council. Feis confided to Clark that despite the
criticisms, one thing was abundantly clear: the State Department wanted the Council to
continue its work, “and so [did] the S.E.C.”*! Despite Clark’s negative reaction to the
report, the State Department saw this as a victory. The S.E.C. concluded that “the
Council was the more appropriate agency for the protection of the holders of defaulted
foréign government bonds” when assessed against the possibility of a U.S. government-
funded, Title II organization.*¢

However, from an operating perspective, the S.E.C. had severely damaged the
FBPC’s ability to finance itself. In order to save the Council, Clark agreed to look for
new ways of fund raising that did not include the banks or the issue houses, although he
said “the outlook was not too promising.”*** He was forced to immediately cut down on
the number of directors to reduce the Council’s overhead expenditures. And, while the
State Department offered government financing, Clark refused on the grounds that “it
would subject us to all sorts of political pressure and endless Congressional
investigations,” a prospect he was unwilling to face.***

In July, 1937, the New York press took the view that the FBPC was nearing its
final days, not only because it was now deprived of its main source of funding, but also
because the objectives of the FBPC seemed to be at odds with those of the U.S.
government. The FBPC was demanding that every cent of defaulted debt be repaid, while

4% FBPC Archives (1937). File M1287 030. Memorandum from Clark (FBPC) responding to S.E.C. report
sent to Feis and Livesey (State Department) dated June 2, 1937.

6! FBPC Archives (1937). File M1287 030. Memorandum from Clark (FBPC) responding to S.E.C. report
sent to Feis and Livesey (State Department) dated June 2, 1937.

“% Foreign Bondholders Protective Council (1936-1977), Report of 1937, pp. 12-13.

4¢3 FBPC Archives (1937). File M1287 030. Memorandum of meeting between Clark (FBPC) and Hull
(Secretary of State) dated June 2, 1937. .

4 FBPC Archives (1937). File M1287 030. Memorandum from Clark (FBPC) responding to S.E.C. report
sent to Feis and Livesey (State Department) dated June 2, 1937. Clark believed that the State Department
made the offer because they were trying to remove the appearance that they were backing a group that was

financed by the “interests which the bondholders feel somehow took advantage of them or defrauded
them.” '
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the U.S. government sought to keep Latin American friendship by extending “easy
credits which [would] develop Latin America’s vast wealth.”**® |

In a fight for its own survival, the FBPC advanced several new capital-raising
options. White suggested that the FBPC adopt a plan similar to the one endorsed by the
CFBH in 1936. Although the CFBH began the funding of its operations in 1868 by
collecting money from individual investors and issue houses, by the 1930s, the British
institution was “more or less dead on its feet” from a financial perspective. To keep the
CFBH viable, the Bank of England took on the responsibility of collecting funds from
issue houses and paying them over to the CFBH to cover expenses. The advantage of this
arrangement was that the funds were delivered more or less “blind” to the CFBH by the
Bank of England; therefore, it was not possible to trace the source of the funds,
forestalling any accusations that the CFBH was doing the bidding of a particular issue
house. This idea never gained traction in the U.S. and White’s other effort — to raise
money from foundations - was largely unsuccessful.*® Ultimately, the FBPC agreed to
charge a fee of 1/8 of 1% on the principal amount of each bond, with this fee

incorporated into successful debt settlements.*’

This mechanism was instituted in
February, 1936 and ultimately sanctioned by the S.E.C. in 1939; however, the fees it
.generated were not sufficient to keep the CFBH solvent, mainly because the FBPC was
not effecting settlements quickly enough.

Signs of severe financial distress begin to show as early as May 1936, when
Bankers Trust informed the FBPC that it had reviewed its financial statements and did
not think it would be in a position to repay the bank’s advances. Clark did not even try to
dispute the bank’s dire assessment. As a result, we see the FBPC forced to redirect its
attention to recover even the smallest expense - like challenging First Boston over a
telephone bill and demanding reimbursement.*®® And, from that point on, the FBPC

would never again find itself on entirely sound financial footing. In fact, archival sources

465 FBPC Archives (1937). File M1287 030. Clipping from the New York Post, July 25, 1937.

%6 FBPC Archives (1939). File M1287 030. Letter from White (FBPC) to Feis (State Department) dated
February 11, 1939. Even the Rockefeller Foundation refuses funding to the FBPC. See also Sessions
(1974), p. 66.

7 FBPC Archives (1955). File M1287 037. Letter from Spang (FBPC) to Robinson (State Department)
dated December 12, 1955. At this point, the correspondence files with the State Department are much more
concerned with financial and administrative matters, as most of the debt settlement work had been finished.
468 EBPC Archives (1936). File M1287 069. Minutes of Executive Committee, May 26, 1936.
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reveal that fiscal uncertainty would follow the Council for decades. In 1943, Dana Munro
had to decline a State Department request to send a representative to Peru for negotiations
on the grounds that “there was the expense involved which could not be justified at
present.”*® By the time it published its Annual Report of 1958-1961, the FBPC
announced that it could no longer survive on its current income and needed to dip into its
small reserve fund.*”® And, in 1974, George Woods, FBPC President, alerted the S.E.C.
that the State Department “should be informed of the precarious financial situation of the
Foreign Bondholders Protective Council” where expenses had been “cut to the bone.™”!
In the same year, the Wall Street Journal reported that the prime years of the Council
were plainly past. At that point, it had only one full-time employee — a secretary — and it
was housed in a modest three rooms in lower Manhattan. “We exist on a shoestring,” said

Alice Popp, the FBPC’s secretary.*™

3.4.6 The Accomplishments of the FBPC

In the face of these numerous challenges, the mere survival of the FBPC is
commendable. Moreover, what it was able to achieve with such limited resources
deserves to be recounted. There is no question that the work before the FBPC in 1937
was daunting. In the course of the year, this resource-constrained institution dealt with 27
different default situations in 20 countries involving 254 separate bond issues totalling
$1.8 billion. In addition, it had to operate in a global environment where virtually all
intergovernmental debts owed to the U.S. by European nations were in default, creating a
difficult backdrop against which private creditors could press their claims. Great Britain
alone was in arrears to the U.S. government on loans in excess of $5 billion.*"”

By 1939, the FBPC announced that of the $2.5 billion of foreign bonds in default
($1.2 billion in Latin America and $1.3 billion in Europe) the Council had negotiated the
resumption, continuation or increase in service on over $1.77 billion at the cost to

bondholders of a mere .0034% of the amount of interest paid.*’*

9 EBPC Archives (1943). File M1287 070. Minutes of Executive Committee, June 2, 1943.

47° Foreign Bondholders Protective Council (1936-1977), Report of 1958-1961, p. ix.

471 FBPC Archives (1974). File M1287 087. Letters between Woods (FBPC) and Garrett (SEC) dated May
17, 1974 and October 11, 1974.

472 EBPC Archives (1974). File M1287 037. Clipping from The Wall Street Journal dated July 24, 1974.
43 Foreign Bondholders Protective Council (1936-1977), Report of 1937, pp. 17-18.

47 Foreign Bondholders Protective Council (1936-1977), Report of 1939, pp. 6-7.
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By 1951, a more positive public perception of the FBPC’s work began to emerge.
The New York Herald Tribune article credited the Council with doing “an admirable
job™*" The institution’s success continued in 1952, when agreements were reached on
Germany, Japan, Austria and a number of previously intransigent Latiﬁ American cases.
At this point, Bolivia was the sole dollar-bonded indebtedness in all of Latin America on
which no action had been taken, meaning that much of the work of the FBPC was now
behind it.*"®

By July 1958, Kenneth Spang, acting President of the FBPC, notified the State
Department of the elimination of the Bolivian default. The Department congratulated
Spang saying that “this is indeed a significant development and the Council is to be
complimentéd for the contribution it has made over the past 25 years in dealing with
these default situations.””” In a press release, the FBPC announced that in the course of
its operations, it had “concluded negotiations and made favourable recommendations to
bondholders on 32 debt adjustment plans of 20 foreign countries, involving obligations
having a principal of over $3.5 billion.”*”®

In fact, by 1966, Elliot Butler of the CFBH joked with his U.S. FBPC counterpart:
“I hope you feel as we do that we have almost worked ourselvgs out of our jobs by
settling so many of the outstanding debt problems.”*"

Although the British CFBH was dissolved in 1988, the FBPC’s operations
continued, and in 1988, it named a new President - John Petty, Former Assistant
Secretary of the Treasury for International Affairs. In a June 2006 interview, Mr. Petty
~ confirmed that while the FBPC was still in existence, it was, for all intents and purposes,
dormant. There were only three default cases which remained on its books: one for the

former East Germany where no settlement is believed possible; a $30 million Cuban

bond where a settlement remains a possibility; and a 1913 sterling/gold loan to China

73 CFBH Archives (1951). File Ms34603, Vol. 2, Document 327/1149.

*78 Foreign Bondholders Protective Council (1936-1977), Report of 1951-1953, p. v. The major
accomplishment was the “Agreement on German External Debts” reached in August 8, 1952 which was
seen as the foundation stone for the restoration of German public credit.

477 FBPC Archives (1958). File M1287 037. Letter from Beale (State Department) to Spang (FBPC) dated
July 13, 1958.

478 FBPC Archives (1954). File M1287 037. Press release from FBPC dated November 30, 1954. -

7 CFBH Archives (1966). File Ms34603, Vol. 7, Document 327/1584R. Letter from Butler (CFBH) to
Munro (FBPC).
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which persists principally because it is a political “hot potato.” Mr. Petty said that since
the State Department viewed the FBPC’s requests on these matters to be an “annoyance,”
his advances to the Department have largely been rebuffed. Therefore, he has chosen to
get involved with a private group called the American Bondholders Foundation, LLC,
through which he is working on the 1913 Chinese bond defaults. Frustrated by the lack of
State Department cooperation, the American Bondholders Foundation turned to Elliot
Spitzer, acting New York Attorney General, for help.**® Historically, Petty said that the
only way to get a debtor country’s attention on a bond default matter was for the FBPC to
successfully enlist the help of the U.S. ambassador to that country. This, in turn, required
the blessing of the State Department. According to Petty: “We have no clout unless we
get some support from the State Department. The State Department looks at us as an

annoyance, and without them, it is like we are pushing on a string.”*®!

5.4.7 Assessing Institutional Power Against Structural and Compulsory Power

It appears that the FBPC was “pushing on a string” for most of its existence.
However, we would maintain that its weakness was not institution-specific, but rather the
result of powerful structural and compulsory regime elements that were external to the
Council and undermined its effectiveness. As we saw in the preceding section, the
S.E.C.’s insistence that the FBPC eliminate all banking affiliations had the effect of
crippling its funding activities and limiting its staffing options. So, it was government
power in the form of regulation that helped, in part, to erode the effectiveness of the
FBPC. However, we would argue that even if the FBPC had enjoyed a healthy funding
base and no staffing restrictions, it still would have struggled to achieve better bargaining
outcomes for private bondholders. Why? Because neither money nor staff would have
been able to overcome the collapse of the 1930s capital markets and the larger aspirations
of the U.S. government. In other words, the institutional capacity of the FBPC was
eclipsed by structure and condition of the 1930s capital markets, the capital export
monopoly of the U.S. government, and the political priorities of American officials in the

pre- and post-war periods. These structural and compulsory forces trumped the FBPC and

480 Spitzer was New York Attorney General at the time of this interview. He was subsequently elected New
York State Governor.
81 Author Interview L.
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were principally responsible for producing less favourable bargaining outcomes for U.S.
investors. By contrast, Britain’s dire post-war financial position motivated it to boost
national income by improving bondholder recoveries. Since Britain could not afford to
have its bondholders accept sub-standard settlements from foreign debtors, compulsory
and structural power were pressed into service to meet the national interest, and by
default, the private interests of bondholders. These factors — and not the institutional
differences between the CFBH and FBPC — help to explain the relative out-performance
of sterling bonds during the interwar and post-war periods. In the following sections, we
will examine the various manifestations of structural and compulsory power in the U.S.
and Britain and explain how they helped produce different bargaining outcomes, both

between and within historical periods.

5.5 Structural Power

While structural power accrued principally to the private capital markets in the
19" century, these markets had largely collapsed in the wake of the Great Depression. As
a result, structural power in the interwar period reverted mainly to the U.S. government
and its agencies - like the Export-Import Bank and the Reconstruction Finance
Corporation - the only parties with the ability to undertake large-scale foreign lending
programs. After World War II, structural power was also exercised by the multilateral
economic institutions (the World Bank and the IMF). It did not return in any magnitude
to the private markets until the 1970s. |

How did the elements of structural power affect the position of private
bondholders in the interwar and post-war years? We intend to show how the FBPC and
U.S. bondholders were chiefly undermined by the following structural forces: i) the lack
of cooperation between the FBPC and the NY Stock Exchange, whereby defaulted
sovereigns were not prohibited from launching unilateral bond exchanges in opposition to
the FBPC’s recommendations; and, ii) the lending into arrears policy of the U.S.
government and the World Bank, which permitted the extension of fresh credit to debtor
states that remained .in default to their private bondholders. Finally, we will look at how

the continued disciplined cooperation | between the CFBH, the British banking
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community, and the London Stock Exchange served mainly to strengthen the position of

British bondholders during this period.

3.5.1 The Collapse of the Private Capital Markets in the 1930s

In the 19™ and early 20™ centurieé, the ability of the CFBH to successfully restrict
market access to defaulting sovereigns offered a key incentive for those states to seek
mutually agreeable settlements with their creditors. Why? Because as soon as investors
had accepted a settlement, the sovereign would be able to issue new bonds in the
marketplace. However, following the defaults of the 1930s, this incentive had largely
disappeared, and with it, a powerful bargaining chip on the part of the newly established
FBPC. As Jorgenson and Sachs (1989) have observed:

In the absence of the lure of future capital flows (and the threat of their
blockage) the power of the U.S. Bondholders Protective Council was nil.**?
So, the global macroeconomic crisis of the 1930s had removed one of the principal
enticements for debtor states to negotiate settlements and suffer large capital transfers
back to foreign creditors.*®® Adamson (2002) agrees, and adds that, at the time, it was the -
U.S. government that “enjoyed a virtual monopoly in capital export,” a position it used
not to further the narrow interests of private investors, but to advance a higher, national

interest. After all, its main concerns were impeding the spread of fascism, and later,

communism.*%*

Wallich (1943) observed the same pattern and advanced similar arguments. At the
time, he believed that Latin American countries remained in default on their private
bonds principally because the bondholders were not offering new money as a reward for
settlement, and the U.S. government began dispensing new credit regardless of the status
of defaults.*®®> According to Wallich:

Negotiations between the debtor countries and the bondholders...seem to
offer very little promise to the latter, because of the holders’ weak bargaining
position. This weakness derives from the fact that the bondholders cannot

“82 yorgenson and Sachs (1989), p. 69. Quote from Albert Fishlow.

“83 Bichengreen and Lindert (1989), p. 6. See also Diaz-Alejandro (1983), p. 39; Wallich (1943), p. 334.
48 Adamson (2002), p. 495.
85 Wallich (1943).
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hold out to the debtors any immediate prospects of further loans in return for

a satisfactory settlement, and from the further fact that debtors at present are

not particularly interested in such prospects, since they can borrow freely

* from the United States government.**®

As we discussed earlier, post-hoc analysis reveals that the decision on the part of Latin
American debtors to default did not necessarily damage their ability to return to the
restored private capital markets in the 1950s and beyond. According to Jorgenson and
Sachs (1989), although Argentina, the only faithful repayer during the 1930s, did re-
access the capital markets in a limited way in the 1930s for a refunding issue, it received
“no special treatment after this episode.” And, when the defaulting Latin American states
returned to these markets in the 1950s “no apparent systematic differences between the
defaulters and the non-defaulters” emerged.”*®” Cardoso and Dornbusch (1989)
reinforced these findings and showed that from the 1930s to the 1960s, Brazil, the
defaulter, had no more trouble borrowing than the faithful repayer, Argentina.*®®
Eichengreen (1991) argued in a similar vein that countries that faithfully serviced their
debts in the 1930s “did not enjoy superior credit access subsequently.” He observed that
virtually no country had the ability to borrow material levels of new capital abroad “in
the 1930s or in the decades following World War IL.”** Lindert and Morton (1989)
agreed, claiming that “almost no governments in the less developed countries got fresh
loans, whether they were repaying ones or not.”*%

However, the Latin American debtor states of the 1930s could not foresee how the
capital markets of the future would judge their decisions. They were relying on the past
for instruction, and had to weigh the 19™ century admonitions against sovereign default
as “uncivilized” and “punishable” against a new and uncharted world, one of
macroeconomic collapse and the promise of official U.S. lending, regardless of default
status.

%6 Wallich (1943), p. 334.

87 Jorgenson and Sachs (1989), pp. 75-79. Apart from unilateral debt exchanges, only Argentina was able
to accomplish a refunding in the capital markets in this period. See also Foreign Bondholders Protective
Council (1936-1977), Report of 1937, pp. 17-18.

88 Cardoso and Dornbusch (1989).

48 Bichengreen (1991), p. 160.

40 Lindert and Morton (1989), pp. 231-234. Jtalics mine.
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3.5.2 Lack of Disciplined Cooperation between the FBPC and NY Stock Exchange.
As we discussed in Chapter 4, the ability of the CFBH, in concert with the

London Stock Exchange, to deny market access to defaulting sovereigns was one of the
regime’s chief weapons against defaulters. However, while the Committee of the London
Stock -exchange had the power to deny market access to defaulting governments by
refusing a listing under Rule 63 of the Exchange, “neither the Securities and Exchange
Act of 1934 nor the New York Stock Exchange Regulation [had] any provision similar to
London Rule 63.7*"

It may have been that no rule was ever promulgated because of the near
impossibility for defaulters — and for that matter, non-defaulters - to access fresh capital
~ given the state of the markets. However, in a 1937 report, the S.E.C. uncovered what it
called a “vicious” and “unconscionable” practice of distressed sovereigns: the making of
unilateral offers to bondholders “without having attempted to negotiate the terms of a
readjustment with representatives of the creditors.”**?

So, while many believe that the unilateral bond exchange is unique to today’s
markets, there were in fact several examples of this activity in the 1930s. And, it hinged
on the ability of a debtor state to list the newly offered bonds on a U.S. exchange, free
from restrictions. Chile was the pioneer of the unilateral exchange offer in the 1930s,
making