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The restructuring process in the emerging markets is somewhat different from that in the developed world, particularly in countries with weak legal and regulatory environments. In the United States, United Kingdom, Japan, and many other countries, the process for recovering defaulted debt is known and, from the creditors’ point of view, reasonably reliable. Restructuring can be in-court or out-of-court, but the outcome mirrors the likely in-court result. In the emerging markets, outcomes depend on the relative negotiating strength of the counterparties, influenced by exogenous forces, such as government influence. The desire of the debtor to seek a reasonable result, so as to have continuing access to credit or capital markets, also is a major factor. 

My experience in the emerging markets has been principally in Mexico, after the peso crisis, and in Southeast Asia, in the period from 1997 to 2002, where I worked in several countries but notably in Indonesia. Based on my experience, I offer a number of observations.

Companies in the emerging markets successfully restructure their debts. Most companies reach consensual restructurings with their creditors in a reasonable period of time. The most difficult situations are those where value and debt are impaired and the existing owners and management are determined to maintain control of the debtor.

Creditor organization and leadership are critical to a successful outcome for both debtors and creditors. It is important for the creditors to be organized and to speak with a single voice to the debtor, even where they have different institutional structures and are lenders to different legal entities of the debtor. In the absence of strong leadership, both smaller creditor groups and the debtor can exploit the situation to their own advantage. Moreover, in times of turmoil, preserving the ongoing enterprise is of critical importance. Creditors may have to temper their normal instincts to take a strong stance against a debtor, even one that appears to be only minimally cooperative. In order to preserve the value of the business, it may be important for the debtor to appear to be in control. 

The presence of local creditors whose interests are aligned with those of foreign creditors is an important factor in achieving an orderly restructuring. Local creditors whose interests are aligned with those of foreign creditors can help to organize the local regulatory environment and the local community to put sufficient pressure on all sides to move forward in negotiations.

Laws passed at the time of crisis can have an unexpected and complicating effect on corporate restructurings. Laws passed in Indonesia just after the crisis gave the Indonesian Bank Restructuring Agency (IBRA) extraordinary powers to seize the assets of bank owners, and this worked to the disadvantage of creditors in a more senior structural position. 
Government involvement in the restructuring process, either formal or informal, can expedite the restructuring. In Mexico and Malaysia, government involvement was a key factor in resolving large complex restructurings. The experience in Indonesia was mixed. IBRA, in many cases, was focused on its own exposure.  Early after the crisis, the Indonesian government set up a process for debtors and creditors to meet and discuss their differences, but this process had no ability to pressure the parties to move forward in restructuring negotiations.

It is virtually impossible to discuss restructuring in the emerging markets without mentioning Thai Petrochemical Industries (TPI) or Asia Pulp and Paper (APP). Both of these cases have attracted press attention due to the various legal proceedings and the discontent of creditors, and both are still ongoing. I was not involved in TPI, although I have followed its progress. However, I was one of APP’s financial advisers during the first 18 months of its restructuring exercise (although I can only speak to what is available in the public domain and is generally known about APP and its progress). Because of its size and complexity, APP will serve as a benchmark against which other large emerging-market restructurings will be measured for many years. 

The Background 

Asia Pulp and Paper is the largest of the emerging-market restructurings. The parent company, controlled by the Wijaya family of Indonesia, was based in Singapore, and the company had substantial operations in Indonesia; at the beginning of the restructuring, it had just initiated major operations in China. The company was a true multinational. APP had a Singapore-based-parent holding company with myriad subsidiaries, including a few that were not consolidated for financial reporting. Total debt was approximately $13.9 billion, a large percentage denominated in U.S. dollars. 

The company had a small operation in Singapore. Its most significant assets were pulp mills and paper mills in Indonesia and four brand-new paper mills in China. Two of the four principal Indonesian subsidiaries were public companies. Both the Indonesian operations and the Chinese operations were held through intermediary holding companies. The Indonesian subholding company was an Indonesian legal entity. The Chinese holding company was a Bermuda company. Debt was issued at all levels. IBRA was the largest single creditor, holding the equivalent of $1 billion in debt acquired from the Wijaya family–controlled bank, Bank Internasional Indonesia (BII). IBRA debt consisted of debt at various Indonesian legal entities. 

In the fall of 1997, all of the banks in Indonesia experienced runs on their deposit base. The Indonesian central bank replaced these lost deposits with advances to maintain liquidity in the banking system. Subsequently, many of the banks were found to have exceeded the lending limits for family-controlled enterprises, and the owners were held personally liable for the advances. IBRA acquired the loans from the banks and negotiated with the families to repay.

APP Creditors

APP’s largest creditor group consisted of public debt holders, with notes denominated in U.S. dollars, holding approximately $6 billion in public securities. (Public debt was issued at the parent company, or finance subsidiaries of the parent company, at each of the four Indonesian mills, and at the Bermuda subholding company.) The remaining large groups of creditors were 12 government export credit agencies, a group of Japanese trading companies, which had close business ties to APP, and Chinese commercial banks, which lent to the Chinese mills. The export credit agency debt had been structured so that a certain percentage of each loan was held by a commercial bank.

As APP began to experience financial difficulty, the Chinese banks, the bondholders, and the export credit agencies together with the remaining commercial banks formed three creditor groups. Several creditors had large exposures. The non-Chinese creditors subsequently formed a combined steering committee that met frequently. The bondholders were represented on that committee but maintained separate legal counsel and a separate subcommittee. 

The Chinese banks, in the beginning, attended some of the meetings but rarely met with the other creditors. Some of the export credit agencies (ECAs), related banks, and Japanese trading companies had debt at the Chinese mill level pari passu with the Chinese banks. The banks related to the ECAs initially made a tactical error by insisting that the Chinese banks had to use the financial adviser selected by the combined steering committee. The representatives of the Chinese banks rightfully wanted to select their own adviser or at least to have a say in the choice of advisers. The Chinese banks thwarted the early efforts by foreign creditors to be active members of the Chinese creditors committee, instead insisting that they would develop a plan and share it with the non-Chinese creditors for approval. 

I worked on perhaps 40 large restructurings prior to APP, and strong leadership by the creditors, speaking in one voice, was a critical element of success. The Chinese banks were organized and well led. A single leader never emerged among the institutions forming the combined creditors committee. The ECA related commercial banks, in the beginning, were jockeying for control, but none had large exposure. I approached representatives of one of the largest creditors, a Japanese bank, and urged them to assume the role of chairman of the combined steering committee. They refused, saying that they did not have the language skills or experience. Lack of forceful leadership of the creditors became a serious problem early in the restructuring. 

My Role as Advisor 

In mid-1999 APP focused on a possible exchange offer for APP’s maturing debt, but the exchange was never launched. After the exchange offer was abandoned, I met with APP’s management in January 2001, amid press reports of APP’s mounting financial problems. I had been the most active foreign adviser in Indonesian restructurings and had just completed the complex restructuring and sale of a controlling interest in Indocement, where IBRA had been deeply involved. At the beginning of the restructuring, my colleagues and I played a key role in convincing the creditors to keep APP out of the Singapore court system and to pursue an out-of-court consensual restructuring, similar to many I had accomplished in Mexico, Indonesia, and Malaysia. We obtained an informal standstill among the creditors and developed and presented the first plan, which set the overall framework for the restructuring. 

As time progressed, our role diminished. APP’s senior management and accounting advisers became more guarded after class action lawsuits were filed following APP’s disclosure of financial irregularities in prior-year financial reports. The situation worsened when APP wrote off substantial receivables at the Indonesian mills owed by private Singapore-based trading companies, which the Wall Street Journal suggested were controlled by APP management. The investigative arm of the Singapore Monetary Authority launched an inquiry into these merchant companies, and APP senior management stopped meeting with creditors in Singapore. We became less involved in discussions with the Chinese banks. 

I had been pressing both sides for more than 18 months to move forward on a consensual plan. Maintaining an ongoing dialog with the creditors had led APP’s management to believe that I was too close to the creditors. While on vacation in August 2002, I received word that APP no longer wanted me to be part of its advisory team. 

Management Changes and Cash Controls

Shortly before I was dismissed, APP fired Hendrik Tee, the chief financial officer. Hendrik had been proposing a structure in which the family would remain in control of operations and independent parties would control the Indonesian sales, marketing, and cash disbursement. Hendrik understood, from discussions with creditors, that no consensual restructuring agreement would likely be reached without controls on cash. Indeed, APP’s Chinese banks had installed financial representatives in each of APP’s Chinese mills and controlled even relatively small cash disbursements.

Members of the creditor group saw cash controls as a critical element of the restructuring. The year 2000 financial statements, issued by the Indonesian mills, disclosed, among other items, that cash balances at Pindo Deli, one of the Indonesian subsidiaries, were actually deposits in a private, Cook Island–based, single-purpose bank controlled by the Wijaya family. The asset side of the private bank balance sheet consisted of illiquid, undeveloped real estate, adjacent to the Pindo Deli paper mill. The prior-year consolidated financial statements, audited by the local Arthur Anderson affiliate, had mischaracterized the deposits as being in a branch of BII, a large public bank with a similar name, also controlled by the Wijaja family.

On September 11, 2001, at the creditor meeting in Shanghai, APP management promised the creditors that they would agree to and actively pursue some form of controls on APP cash. We arranged for a subsequent meeting, in Hong Kong (China), with the bondholder’s representative to discuss this topic. He was to invite one or two other creditors. APP’s chief executive officer expected to attend a small meeting where he could have a frank discussion. He was concerned how this structure would affect his decisionmaking and control. Instead, all of the steering committee showed up, with some 40 people present. He felt ambushed, and from that moment forward he was suspicious of the creditors’ motives. 

Strong leadership of the creditors could have imposed some discipline and kept that critical meeting small and effective. Despite concerns about their motives, creditors made no attempt to replace management, either in the case of APP or in any of the Indonesian restructurings where I was involved. 

In Indonesia, most of the defaults were caused by the currency collapse. The companies borrowed in dollars, and when the Rupiah fell, dollar revenues to service the debt fell, in some cases to 20 percent of previous levels. In almost every case, existing management was the proper group to continue operating the companies.

As in many restructurings, in APP’s case, the creditors insisted on controls over cash. In an attempt to address the creditors’ concerns, IBRA announced that it had installed financial controllers in APP’s Indonesian operations. Foreign creditors continued to press for a structure in which independent parties controlled the cash until IBRA categorically rejected that concept.

Contrast between APP and Consensual Restructurings in Mexico, Malaysia, and Indonesia

In contrast to Indonesia, Mexican creditors were active in replacing management after the peso crisis. For example, Grupo Sidek, a family-controlled company, was the largest of the Mexican companies to be restructured after the 1995 Mexican peso crisis, with $2.7 billion dollars of debt. At the insistence of the Mexican government, Mexican banks, including government-owned Nacional Financiera (Nafinsa), had lent some $220 million to Sidek in early 1995 to stabilize the company during rescue discussions with the U.S. Treasury. Proceeds of this loan were used to pay off maturing debt, over the next many months, mostly owed to foreign institutions. As a result, most of Sidek’s debt was to Mexican banks and to FOBAPROA, the government entity holding the bad debts of Mexican banks. A small amount of subsidiary debt and debt backed by the securitization of receivables from Sidek’s sale of real estate properties was held outside of Mexico. Grupo Sidek’s original management asserted that the asset value exceeded Sidek’s debt. We found that this was not true during an appraisal of Sidek’s assets.

The restructuring of Grupo Sidek ended quite differently than the restructuring of the Indonesian companies. The creditors forced the family to resign from management after 18 months of negotiation proved fruitless. A new chief executive officer was selected, some financial irregularities were discovered, senior officials, including one family member, were arrested for fraud, and Lehman Brothers, my employer at the time, was appointed as financial adviser. We reached an agreement with creditors 13 months later.

At my final meeting with Grupo Sidek’s board of directors, the board asked for the resignation of Jorge Martínez Guitrón from the position of non-executive chairman of Sidek’s steel subsidiary, Grupo Simec, a title he had sought to retain. Jorge had not been involved in running the company’s real estate development group, Grupo Situr, where the irregularities had occurred. Nevertheless, the board no longer wanted the family to be associated with the company in any way.

Grupo Sidek was a hotel management, property developer, and steel company. Its corporate structure was almost as complex as that of APP, although all of its assets were in Mexico. Under the old Mexican bankruptcy law, there was no provision for consolidated cases, so each subsidiary could have filed a separate bankruptcy case. Like the situation of Indonesia, creditors distrusted the courts. The only viable solution was to reach an out-of-court consensual agreement.

The restructuring mirrored the rights of creditors under Mexican law. The proceeds of the sale of assets were shared between unsecured and secured creditors. The relative share was based on value of the underlying assets, with secured creditors receiving a relatively larger share based on the value of their security. FOBAPROA debt was treated exactly like the other debt. Mexican banks attempted to assert that the $220 million “rescue loan” be treated as a priority loan similar to debtor-in-possession loans under U.S. Chapter 11 bankruptcy law. We rejected that approach because there was no basis for such treatment under Mexican law.

In Mexico, following the peso crisis, there were numerous successful out-of court restructurings of large companies. An important distinction in Mexico, in 1995, was that Mexican banks were the largest creditor group of the failed companies. Among the most notable were the restructurings of the airlines, Aeroméxico and Mexicana, where again Mexican banks forced the chief executive officer to resign. Out of approximately $1.2 billion of debt, $1.1 billion was lent by Mexican banks. The balance was $135 million of commercial paper and bonds. In the restructuring, all of this bank debt was converted to equity, leaving original holders with 2 percent of the equity of the combined companies. The restructuring of Mexico’s airlines paralleled the expected result of a U.S. or U.K. out-of-court consensual restructuring. 

We used the threat of a Mexican bankruptcy filing for Aeroméxico. If the required majority of bondholders refused to accept our proposed restructuring plan or if a U.S. bankruptcy court rejected jurisdiction, we threatened to file in Mexico. We were the first foreign firm to consider bringing a prepackaged plan to a U.S. bankruptcy court, and we did not know if the U.S. court would accept the filing. The threat worked, and we had 97 percent acceptance of the plan, avoiding the need for a U.S. filing, much less a Mexican one. 

Most of the Mexican restructurings, after the Peso crisis, took up to two to three years to complete.  The largest restructuring from the earlier 1982 crisis, Grupo Alpha, took seven years.

Unlike the experience in the earlier Latin American crisis in 1982, where foreign commercial banks were large lenders to failing Mexican companies, foreign commercial banks had little exposure to failing corporates in 1995. Tight credit controls imposed following the 1982 crisis were effective.

Wall Street firms held some of the largest foreign exposures to the failing Mexican corporates. My then employer, Lehman Brothers, together with Salomon Brothers, had significant exposure to Grupo Tribasa in Mexico through bonds underwritten just before the crisis, but not yet sold to investors. The controlling shareholder, exhibiting perfect timing, sold shares just before the peso collapse. At the insistence of the Mexican government, those balances were used to redeem our debt at a significant discount. Tribasa had few assets at the parent legal entity where our debt was issued. Even a successful bankruptcy filing would not have returned as good a result. 

Direct involvement of the Mexican government in pushing for an acceptable result was a feature of most of the restructurings just after the peso crisis. Although in most cases the government itself, through FOBAPROA, held large exposure, Mexican banks and a few foreign creditors benefited from the government’s actions.

Mexico recently passed a new bankruptcy law correcting shortcomings in the older law. To date, there have been few major cases involving foreign creditors under the new law.

Malaysia was quite different from Mexico in that creditors viewed the court system as generally reliable. Nonetheless, we sought to restructure, where possible, out of court. Most notable was the case of Renong Berhad and its affiliate UEM, the largest of the Malaysian restructurings, with a total of approximately 25 billion Ringitt ($6.1 billion) combined debt at all levels. Approximately one-third of this debt was at the Renong and UEM parent-company levels, which were the subject of the restructuring.

Like Mexico, the Malaysian government took a significant and proactive approach to finding an attractive solution for this high-profile case involving a large number of foreign creditors, both direct lenders and bondholders. Renong, which subsequently faced restructuring again, relied on the credit of its toll road subsidiary, Plus, to rescue the parent company. Plus issued new zero-coupon debt, which was to pay cash once the bank debt of the toll roads matured. This debt was sold to Malaysian institutions and issued to unsecured creditors. Secured creditors were paid in full from the proceeds of the securities sold. Malaysia allowed this debt to have certain features that made it attractive for institutions to hold, including satisfying requirements imposed on banks to encourage new lending.

The Corporate Debt Restructuring Committee (CDRC), a Malaysian government entity set up to facilitate restructurings, played the most critical role in creating the final solution. The CDRC chairman, Chellappah Rajandram, participated in creditor meetings. Issuing new debt to repay creditors left the company highly leveraged, but it avoided the conversion of debt to equity and left management temporarily in place. Renong soon faced a second restructuring, and the chief executive officer was forced to resign. As was the case in Mexico, local Malaysian institutions were significant lenders to Renong Behard and UEM. 

APP is an anomaly in Indonesian restructurings as well. Most large Indonesian corporations, that required restructuring, finished negotiations within a reasonable time frame. The more complex cases took three to four years. However, APP’s size, mix of international creditors, multinational legal jurisdictions, and asset base make it distinct and place it in a class separate from other Indonesian cases.  APP’s restructuring has been ongoing for three years and will go on for some time.

In the four years preceding my departure from the APP case, I worked on many successful Indonesian restructurings. Bimantara, Danareksa, Gajah Tunggal, GT Petrochem, Indocement, Kalbe Farma, Sampoerna, and Satelindo were all clients that successfully restructured their debt. Astra, where we represented an unsuccessful bidder, restructured successfully twice—the second time under new ownership.  Almost all of these Indonesian cases ended in reasonably acceptable results for the creditors. The debtors typically maintained a constant and generally open dialog with creditors and ultimately reached a consensual agreement. Although they understood the weakness of the legal system, most were motivated to treat creditors fairly. The Salim Group, for example, continued to top up the required shares pledged as collateral for their Polymax issue, which had Indocement shares pledged as collateral. They continued to contribute the shares even after Indocement defaulted on its debt.

In many of the Indonesian restructurings, there was no conversion of debt to equity. In most cases, debt was rescheduled over a longer term.  In one case, we negotiated a swap where Bimantara gave IBRA an interest in a shopping and hotel complex, Plaza Indonesia, in exchange for some of its debt.  In the case of Danareksa, some of the debt was reduced through a reverse Dutch auction, which used Danareksa’s cash balances to retire debt at 35 cents, restructuring the remaining debt. Sampoerna and Satelindo both rescheduled the existing debt. No banks or capital markets were available when their debt came due. Rescheduling was the only option. 

In the Indocement case, we negotiated two parallel restructurings. The Salim Group and Heidelberg Cement were in discussions about a strategic alliance. The stand-alone restructuring case left all of Indocement’s $1.1 billion of debt intact, to be partially reduced over an eight-year maturity. The Heidelberg case involved the purchase of $150 million of debt by Heidelberg and its conversion to equity. Indocement had positive equity value, but almost all of its debt was in dollars and, when the Rupiah collapsed, domestic cement prices fell in dollar terms from almost $80 per ton to approximately $20 per ton.

One difference between APP and some of the earlier Indonesian cases was the level of impairment. Many of the companies that successfully restructured were over-leveraged, but the value of the company roughly equaled or slightly exceeded the debt. Initial valuations based on the existing and projected cash flow indicated that the enterprise value of APP (the potential value of restructured debt plus equity) was potentially significantly less than the aggregate debt. A conventional restructuring would have converted a large amount of debt to equity. Unless this equity was carefully structured, the Wijaya family would lose control.

For one of our clients, Gajah Tunggal, the debt possibly slightly exceeded the overall value of the company. However, with the tacit agreement of the creditors, the company slowly and privately bought back its debt at a significant discount to par value, until cash flow coverage reached acceptable levels. Once that occurred, the remaining debt was restructured in a consensual agreement with creditors. Gajah Tunggal’s debt was owed principally to banks and did not include U.S. registered public debt, as was the case of APP. 

A second client, Tripolyta, a manufacturer of polyethylene, had debt that was deeply impaired. Tripolyta had only one class of creditors—bondholders—with debt secured by the company’s assets. The company’s bonds were placed in a single issue, and two large holders owned a significant amount of it. As part of an overall plan, we tried to arrange new financing for the debt to take out the bonds at a steep discount. We found a funding source, but the shareholders could not agree to the level of discount that we knew could be sold to the bondholders.

Indonesian Courts

Most observers point to the lack of a dependable court system in Indonesia as the principal factor contributing to the lack of progress with APP’s restructuring. One client of mine owned a bank in the United States and a bank in Indonesia. The U.S. bank prospered and was sold at a substantial profit. The Indonesian bank was shut down by the government after the crisis. The reason given was that the vast majority of the loans were to his businesses, relatives, and business counterparties. When I asked how this came to be, he told me that these were the only people he could rely on to repay their debts. Other than personal relationships, there was no enforcement mechanism.

Dato Param Cumaraswamy, UN special investigator on the judiciary, was quoted in mid-2002 as saying that Indonesia was the worse situation he had seen, comparable only to Mexico. The difference, in my experience, is that in Mexico, after the peso crisis, creditors, principally Mexican banks, avoided the courts. In Indonesia, after the Asian monetary crisis, some practitioners went straight to the courts when debtors were initially uncooperative.

Creditors’ found that the Indonesian courts could be worse than useless. They could even be dangerous. Manulife learned that lesson when a 5.1 billion Rupiah bankruptcy suit was filed in an Indonesian court because of a disputed 50 million Rupiah life policy. In a second case, a commercial court found Manulife’s Indonesian subsidiary bankrupt, and its local manager was jailed. The reason given was that the company did not pay dividends, although the board had voted to skip the dividend payment and the company was solvent. The second case was reversed, but only after direct intervention of the Canadian government.

Tactics that would get a lawyer in the developed world sanctioned or disbarred are frequently used in Indonesia. I met a local litigator in Indonesia at the beginning of the Asian crisis. He told me that there had been only one large bankruptcy case involving foreign creditors. He represented the company in defending against the creditors’ bankruptcy filing. His approach relied on two techniques. The first was to confuse the judge by using legal documents out of context, and the second was to buy a barbequed chicken and share it with the judge prior to each hearing. The creditors lost the case.

Not long after this meeting, Indonesia passed a new bankruptcy law at the insistence of the International Monetary Fund (IMF). Based on Dutch law, the new law improved the legal framework, but the court system was not changed. Problems for foreign creditors in the courts persist today. A recent case filed by the foreign creditors of Danareksa Jakarta International, the company owning the Jakarta Stock Exchange building, turned the tables on them through a lawsuit claiming that the owners were owed $75 million in damages and an additional $100 million for depression and pressure caused by the creditors’ demands for repayment of the $240 million owed. Foreign creditors were not alone in their frustration with the courts. On many occasions, IBRA sought to refer cases to the prosecutors, or their lawyers sought judgments against debtors, and failed.

Like the case of war, issuing threats in emerging-market restructurings are often more effective than taking action. Unfortunately, early on in Indonesia, American Express Bank found its bankruptcy petition for Ometraco, a defaulted debtor, rejected by the court. The International Finance Corporation also felt it necessary to file a bankruptcy petition for Dharmala Agrifoods in a Jakarta court. The court, once again, rejected this petition, demonstrating to all foreign creditors their lack of leverage in negotiations. Given the uncertainty for both sides, a court outcome was an ineffective tool for bringing together debtors and creditors. 

Treatment of Secured Creditors

Laws in most jurisdictions give secured creditors the right to seize their security through a simple court process. (Indonesia’s new bankruptcy law actually weakened to some degree the rights of secured creditors, allowing their claims to be stayed for 90 days from the filing of a bankruptcy petition.) In Indonesia, local practitioners distinguished between types of securities. If a security consisted of shares of a public company, the holder could ask the stock exchange to cross the shares. Land pledged as security could, in theory, be realized by going through the local land registry office. Security in the form of plant and equipment would need to be realized through a court process. The difficulty of realizing corporate assets in court led to less differentiation between secured and unsecured creditors in restructurings involving foreign creditors.

In most of the Indonesian cases where I was involved, the creditors were unsecured and received, in return, unsecured restructured debt. In Indocement’s case, we treated secured and unsecured creditors alike. Indocement provided a security package, consisting of some assets to be shared equally among all of the creditors. 

In APP’s case, the initial plan gave secured creditors the same economic treatment as unsecured creditors. APP’s secured creditors challenged this treatment and the overall plan. They filed lawsuits in New York and Sumatera, where the security is located. Similar to the case of the Indonesian Stock Exchange building, APP launched a countersuit against the secured creditors, arguing that the debt was invalid and seeking $850 million in damages against the secured creditors for bringing their petition. The secured creditors obtained a temporary restraining order and sought to have a New York court issue a permanent injunction, enjoining APP from pursuing the Indonesian lawsuits, but the court rejected their petition. 

Although US creditors of foreign companies can readily obtain judgments for payment against foreign debtors, they have had less success in seeking US courts to order foreign companies, governed by US law documents, to behave according to the creditors’ wishes. In two of the Mexican restructurings—Grupo México de Desarrollo (GMD) and Grupo Sidek—creditors also tried unsuccessfully to get a U.S. court to enjoin the debtor.  In the case of GMD, they sought to block the company from using assets for working capital.  The lower courts granted the creditors’ petition but the US Supreme Court overturned the lower courts. In the case of Grupo Sidek, a small group of dissident creditors tried unsuccessfully to have a New York court block the plan.
Government Participation 

Creditors of APP that, based on the experience in Mexico or Malaysia, expected government pressure to reach a comprehensive solution have been disappointed. Early in the Asian crisis, the government of Indonesia established a forum, called the Jakarta Initiative, mandated to facilitate out-of-court restructurings in recognition of the lack of reliability of the court system. This was to be modeled on the London rules, which were informal guidelines that the Bank of England used to facilitate out-of-court restructurings in the United Kingdom. Unfortunately, Indonesia never empowered the Jakarta Initiative in a way that enabled the government to force debtors and creditors to compromise. The Jakarta Initiative was relatively ineffective in larger, complex cases.

IBRA focused principally on its own exposure. IBRA played an extremely proactive role in the case of Indocement, not as a creditor but as a shareholder. As part of the settlement over central bank advances to the Salim Group’s bank—BCA—IBRA received shares of Indocement. The Indonesian government also held 25 percent of Indocement’s shares separately, unrelated to IBRA or the crisis.

At that time, the stated goal of IBRA personnel was to recover IBRA’s assets. In creditor meetings and in private conversations, they also said that they were mindful of the need to bring orderly solutions to the largest restructurings to reassure future creditors of Indonesian companies. The original agreement with Heidelberg Cement had Salim Group and Heidelberg Cement sharing control of Indocement. The Indonesian government, through IBRA, insisted that Salim Group relinquish control. 

Throughout APP’s restructuring, IBRA senior management was actively involved in creditor meetings. The head of IBRA constantly chastised me for going too slowly. However, IBRA management changed, and the situation took on additional complexity.

A complicating factor for APP was the settlement negotiated by the Wijaya family with IBRA. Under the agreement, the Indonesian mills assumed liability for payment of monies owed by the Wijaya family to IBRA. Under laws passed at the IMF’s insistence after the crisis, IBRA had the right to seize assets of any company controlled by a debtor owing IBRA. This law allowed IBRA to seize and sell unsecured assets ahead of other creditors at either the parent or the subsidiary level. This was apparently true even where non-IBRA debt at a subsidiary level was structurally senior to IBRA’s claims against the family. They could also seize and sell secured assets but were required to recognize and deal with the secured claim.  This law was reflected in the settlement agreement and resulted in IBRA demanding and receiving better treatment than the other creditors.

Creditor Frustration

Following the Hong Kong (China) meeting, some of the bondholders reported that large purchases of publicly traded APP parent-company and Indonesian mill debt were being made by Indonesian-based brokerage firms. The creditors strongly believed that the family was using cash flow from the Indonesian operations to purchase the companies’ debt, including U.S. registered publicly traded debt. APP management vehemently denied that the family was buying the debt. 

Three months passed after we presented our initial plan to the creditors on February 1, 2002. Although the creditors immediately rejected the proposal, they did not reject the framework for the plan. They were waiting for their financial advisor’s review of the cash flow and debt sustainability of the Indonesian mills. Once they determined how much debt the Indonesian mills could service, they would negotiate debt levels and the required annual debt service.

APP suddenly made a major issue of the size of the creditors’ financial advisory bill. With no leadership of the creditors, no single creditor oversaw the interaction between APP and the creditors’ advisor. They had assigned a large team to review APP, and were sometimes  required to wait for data to be provided, lessening their efficiency and causing costs to mount. APP also insisted that all requests for information be submitted in writing, adding to the cost.

Creditor frustration mounted at what were perceived to be delaying tactics. IBRA added to the creditors’ anxiety by demanding payment from the Indonesian subsidiaries. The first installment of $100 million was due under their settlement agreement with the Wijaya family.

Fed up with the delay, two of the creditors broke ranks and filed a judicial management petition in Singapore. The remaining members of the combined creditors committee studied what action they could take to pressure APP to move forward with the restructuring. Export insurance claims filed against Nippon Export Insurance focused the Japanese government on the first large insurance claim paid in many years, and NEXI officials became impatient with the progress of the discussions. NEXI began to assume a more proactive role among the export credit agencies. The U.S., German, and Japanese governments each sent letters to the government of Indonesia, asking that it intercede and force IBRA to work jointly with the other governments. At APP’s request, I visited the U.S. embassy to provide my perspective on the situation. This was apparently the first time a group of governments had joined together to intercede at the highest levels in a purely commercial issue.

The newly appointed chief financial officer, Mr. Tadano, and I met with the NEXI representative to encourage the export credit agencies to allow the IBRA payment to be made. Our approach was adopted. IBRA would receive a one-time payment and thereafter be treated exactly like the other creditors. I used an approach suggested 10 years earlier by one of my former colleagues: “In restructurings, little pigs get fat. Big pigs get slaughtered.” “Let IBRA be a little pig,” I urged. IBRA received even better treatment than we envisioned at that meeting. In the restructuring agreement, currently pending, IBRA’s debt at the intermediate holding company is treated as if it were pari passu to debt at the Indonesian operating level.

Under pressure from the government, IBRA and a group of ECAs entered a memorandum of understanding to act as a team in bringing the APP settlement to a conclusion. I was encouraged by this direct government involvement and urged the bondholders to allow the ECAs to lead the negotiations. 

Although I was no longer involved, just ahead of one of the final deadlines to reach an agreement with APP, IBRA officials reportedly conducted separate private negotiations with APP, breaking the spirit of their pact with the ECAs.  IBRA then tried to persuade the export credit agencies to accept the terms they had negotiated separately. IBRA apparently was motivated to accelerate the pace of the restructuring to meet its deadline to sell the IBRA debt prior to IBRA’s dissolution.

The term sheet presented by IBRA reportedly had extremely favorable repayment terms and limited the ability of the creditors to accelerate their debt and realize their claims in the event of a future default. This tactic forced the ECAs to negotiate from a very weak position. The ECAs regained some ground but apparently agreed to a term sheet with liberal repayment terms and very weak creditor enforcement provisions. The creditors sought to have cash controls, as discussed earlier, and shares of the Indonesian mills placed in trust as protection against future defaults. 

Bapepam, the Indonesian securities regulator, raised concerns that this was not in the interest of minority shareholders and that the cash control mechanism raised monopoly concerns.  IBRA rejected the creditor’s proposals as “commercially and legally wrong.”  The ECAs ultimately agreed to oversight rather than control.  The U.S. Exim Bank rejected the agreement negotiated by the rest of the ECAs, stating its belief that APP could meet better repayment terms than those negotiated, and filed a lawsuit in the United States to recover its debt. 

IBRA recently sold its debt to a single purchaser for an average price of 24 cents on the dollar and is in the process of disbanding.

Legal Jurisdiction

One of the lessons that credit officers, in the future, will note in the APP case is the absence of a strong hand, by any legal jurisdiction, in the face of admitted accounting lapses, severe impairment, and ongoing dissatisfaction of many creditors. In purchasing APP’s parent-company and subsidiary debt, U.S. bondholders relied on the fact that APP was listed on the New York Stock Exchange, had debt registered with the U.S. Securities and Exchange Commission, and had a parent company incorporated in Singapore. 

The financial authorities in Indonesia investigated the Indonesian subsidiaries, after disclosure of their financial statements for 2000.  Each of the four Indonesia subsidiary companies paid fines, but no sanctions were levied against officers or directors. The Singapore-based parent company never published consolidated statements after 1999. No regulator has apparently demanded that the parent company publish subsequent consolidated financial statements or correct prior-year statements.

After Mark Mobius, senior executive of Franklin Templeton, voiced his concerns following publication of the Indonesian subsidiary’s financial reports for 2000, the Singapore Monetary Authority launched an investigation. It reportedly interviewed employees of the Singapore companies where the large write-offs had taken place. It recently announced that it had completed the investigation and was considering what actions to take. 

One of the possible major factors in the treatment by local regulators is the lack of any local financial institution, apart from IBRA, with a large exposure at risk. No Singapore bank was a major creditor of APP. Singapore Power was an investor, but with an interest in the co-generation plants adjacent to the paper mills in Indonesia and China.

Apart from IBRA, local creditors consisted of small commercial banks with drawn lines of working capital and public debt in the form of Rupiah bonds issued by the Indonesian subsidiaries. The Rupiah bondholders were well organized and insisted from the outset that they be paid in full. They would agree to extend maturities but demanded current interest. I attended some of the meetings of Rupiah bondholders and put forth the foreign creditors’ position that all pari passu creditors be treated the same. At my last meeting at the Dusit Mangga Dua Hotel in Jakarta, the bondholders vehemently asserted that they be treated differently because the trees harvested to supply APP’s mills were a national asset. That meeting was particularly memorable. After being forcefully ejected, I went for a walk in the adjacent mall to cool off and lost my mobile phone to a pickpocket. 

After that meeting, APP’s management worried that the Rupiah bondholders might organize and seek to damage the local mills if they did not receive current interest. The foreign creditors effectively acquiesced. IBRA became the only Indonesian creditor with nonperforming debt.

Judicial Management in Weak Legal Regimes

I provided testimony in both of the attempts by individual creditors to petition the courts in Singapore. The first case was an action, brought by an individual small creditor, seeking to receive favorable treatment ahead of the other creditors. The second case was entered by two institutions, out of frustration, breaking ranks with the combined creditor committee when APP was viewed as deliberately delaying progress.

Singapore law allows the creditors of an insolvent company to petition the courts to appoint a judicial manager to take control of the reorganization or disposition of assets. I strongly believed that APP did not belong in a Singapore court. I had doubts that a Singapore court-appointed judicial manager could control the Indonesian and Chinese operations or that, if the subsidiaries filed in Indonesia, an Indonesian court-appointed administrator would coordinate with the Singapore judicial manager. The mill managers would most likely not have taken instructions from a Singapore-based court appointee, resulting in chaos. I was also worried about the potential for destruction of the Indonesian operations if the Wijaya family were not seen as firmly in control. I was concerned that APP’s pulp mills, located in Sumatera, would become another Dipasena.

A major structural factor in APP is ownership of the rights to harvest the trees to make pulp. The Wijaya family owned the concession to the forests in Sumatera and had agreed under their credit documents to sell the harvested trees to APP’s Indonesian mills at cost. Sumatra has been a troubled location for many foreign companies including Grupo Cemex, which purchased control of the Cement Gresik but was never able to gain control of Gresik’s Sumatra subsidiary.

Early after the onset of the financial crisis, I represented the Nursalim family in their preliminary negotiations with IBRA to settle claims of their closed bank. Samsjul Nursalim controlled a large shrimp farm—Dipasena—in Sumatra that became a factor in the settlement of the central bank advances. Under the preliminary terms, he agreed to relinquish control of the shrimp farm to IBRA.

Perceiving Nursalim’s weakness, labor organizers stirred up emotions among the farmers, who were angry over loans they owed in dollars (frozen shrimp were exported and sold in dollars), which had grown fivefold following the collapse of the Rupiah. The farmers attacked him when he went to discuss the loans and first wounded and later dragged his bodyguards from the local infirmary and killed them. I was particularly saddened by the brutal killing. I had traveled with Samsjul and his bodyguards in a small boat from Jakarta to Sumatra to visit the farm and had gotten to know them well. The shrimp export operations at Dipasena never restarted. 

Soon after local press reports of APP and the Wijaya family’s problems circulated in Indonesia in early 2001, problems started in the Sumatra forests controlled by the family. Perceiving the family’s weakness, rogue traders set up a well-equipped large camp, deep in the forest, and were stealing wood and selling it to competitors. APP management reported that the robbers had the tacit support of a local military commander who was subsequently removed. The press speculation on the weakness of the family subsided, and the problems in the forest died down. 

My concerns about the potential for chaos and destruction of value were reflected in my testimony to the Singapore court. The second judicial management case was a more serious challenge to the consensual restructuring. Apart from the bondholders, the remaining members of the creditors committee did not support the dissident creditors. The judge pointed to my testimony and my experience, among other elements, as critical factors in letting APP’s management continue to pursue an unsupervised restructuring. My usefulness to APP had peaked, and shortly after I was dismissed as an adviser.

In a typical out-of-court restructuring, both the debtor and the creditors have advisers who are paid by the debtor. This was the norm in Indonesia for the larger, more complex cases. For a significant period prior to the second judicial management case, APP did not pay the advisers’ monthly fees.  APP ignored the bondholders repeated requests for payment. Possibly feeling that they were not being treated in good faith, the bondholders reluctantly supported the dissident creditors. This marked a turning point in the restructuring. From that moment on APP minimized communication with the bondholders.

Debt Issued under the U.S. Trust Indenture Act

APP’s public debt was very different from Renong’s debt or the Polymax debt that was repaid as part of the Indocement restructuring. In each of those cases, the debt had a typical eurobond-style trust deed issued pursuant to English law. Under those trust deeds, a supermajority vote of those present and voting could bind all of the bondholders. A typical trust deed requires a 75 percent positive vote at a meeting to alter the economic terms of the notes. A quorum of 66.7 percent of noteholders is required, but quorum requirements drop to 33.3 percent at an adjourned meeting. If exactly 33.3 percent submitted proxies to attend the adjourned meeting, as few as 28 percent of the creditors could approve the plan. The vote is binding on all of the note holders of that issue. No court involvement is necessary. 

APP’s public dollar-denominated debt is structured like debt issued by U.S. companies. Some of the debt is registered with the U.S. Securities and Exchange Commission, making it subject to restrictions of U.S. securities laws, such as insider trading. All of APP’s U.S. dollar-denominated public debt is issued under the U.S. Trust Indenture Act. The act gives each creditor the right to be repaid unless a court orders otherwise. To be absolutely certain, most lawyers will say unless a U.S. court so orders. The most recent transaction I worked on in the United Kingdom—the sale of Aquila’s interest in Midlands Power—had a U.K. debtor with this type of debt and also U.S.-style bonds. Our plan involved having the U.K. bondholders vote under their trust deed. The U.S. debt was to be compromised by submitting a scheme of arrangement to a U.K. court and then submitting that court’s approval to a U.S. bankruptcy court, under an ancillary proceeding, to obtain approval. 

U.S. bankruptcy law is specific in that only foreign courts recognized as providing creditor protections similar to those provided by the United States are eligible for this purely administrative blessing by the U.S. courts. Unless the foreign court is recognized, creditors can only be compromised through a full Chapter 11 proceeding, such as a prepackaged Chapter 11. However, from a practical point of view, if APP restructured in a foreign court, without the U.S. ancillary proceeding, a disgruntled creditor would still need to obtain a judgment and get that judgment enforced somewhere where a court recognizes the judgment and the debtor has assets.

For any emerging-market debtor, unless there is broad agreement among the creditors and no significant objection to the plan, submitting to the jurisdiction of a U.S. court leaves the debtor open to challenges on disclosure or even fraud, even if the required 66.7 percent of creditors approve a plan. Although a number of Latin American companies have used this approach, no Asian debtor, to my knowledge, has filed a prepackaged U.S. plan.

APP may use an approach similar to that of Grupo Simec, the Mexican steel subsidiary of Grupo Sidek. This was an out-of-court exchange offer. Creditors who agreed to exchange their debt started to receive interest. Creditors who did not or could not participate were left to deal with the old company that had defaulted on the original debt. In Simec’s case, the first exchange offer was closed, with only 80 percent of the creditors participating. Some of the remaining creditors, for technical reasons, could not participate and were left to be approached in the future. This approach requires a high acceptance rate by creditors to avoid financial problems created by future claims of creditors who do not participate.

The irony is that, in such cases, U.S. bondholders, who are apparently better protected by the Trust Indenture Act, create a very high hurdle to having their debt compromised, causing debtors to consider other alternatives. In the future, creditors might be better served in emerging markets by having their documents governed by euro-style trust deeds. The better protection of the Trust Indenture Act perhaps made U.S. investors more comfortable in initially purchasing that debt rather than debt with euro-style trust deeds. However, this protection should be weighed against the challenges that can legally compromise the U.S.-style debt.

APP China

APP’s outlook and business planning in China was based on a simple premise: annual consumption of paper in China is 35 kilograms per capita in contrast to the 340 kilograms of consumption in the United States. The demand will grow toward the levels of the developed world, and the demand will be there to meet any capacity APP could build. 

At the time of the standstill in March 2001, there was heated debate about whether to include the Chinese mills in the standstill. They had just started up and were not generating sufficient operating cash flow to make current interest payments in the first months. I was told that APP had no choice but to keep paying for two reasons. The first reason was that, if interest was not paid, the Chinese banks would seize the mills. The second reason was more personal. If the individual Chinese bankers who had supported APP were to end up with nonperforming loans, they might be executed. 

Demand for paper was strong in China. All of the output was sold, and, when I parted with APP, the company was planning to expand the Ningbo board mill, building a second mill at a new location, and taking steps to complete a pulp mill. Expanding capacity in the midst of creditor negotiations is against all of the conventional rules of restructuring. This is what caused the Thai banks and foreign creditors of Thai Petrochemical Industries (TPI) to seek to oust the founder and chief executive officer.   However, from APP China’s Chinese bank creditors’ perspective, APP has only had to reschedule its debts.  They apparently do not see APP as a seriously impaired company, which would prohibit new expansion.

APP’s efforts in China have benefited the creditors of the Chinese holding company, which is the new equity owner of the Chinese operations. After substantial trading in APP China’s holding-company debt, with the final trades as low as 11 to 12 cents, the holders of that debt plan to convert the debt to equity, severing APP China from the rest of APP. The Wijaya family disclosed that they owned 23 percent of APP China debt.

At this writing APP’s parent-company debt has not been resolved. Progress seems to have been made on the Indonesian debt, with a number of unsecured bondholders signaling their willingness to participate in the restructuring. Franklin Templeton has ongoing litigation against APP, its officers and directors, and the estate of Arthur Anderson, its former accountants. The U.S. Exim Bank suit against APP is ongoing. I assume the secured creditors are continuing to pursue their claims in Indonesia.

The Three Cs of Credit

Basic creditor protections, such as covenants, have little meaning where courts or regulators do not enforce creditors’ rights. One of the early deputy directors of IBRA questioned us about a company we were offering to IBRA as part of a settlement. There was a covenant against a change of control without the banks’ consent. The company had already busted a bigger covenant: timely payment of interest. We told the deputy director that it was only a covenant, giving the banks the right to accelerate, not a prohibition. Covenants are like traffic lights: if the enforcers are not watching or can be co-opted, they only have meaning to people who agree voluntarily to observe them. Future lenders in Indonesia may insist on protective structures, such as some form of agreement not to break covenants where assets such as the owner’s shares are held in an outside jurisdiction as security against a breach of covenant.

When I was a teacher of finance, fledgling credit officers were taught the three Cs of credit. In considering a loan approval, take into account Character, Capacity, and Collateral. The same approach applies to investing in distressed debt or obtaining the approval of a bank credit officer of a restructuring plan. Can management be trusted to repay, or do the creditors need to install cash controls, lockboxes, or cash sweep mechanisms? Is the restructured loan properly matched to the cash flow of the business? What are the assets or their cash flow worth, and where do you stand in the priority of claims? 

In the emerging markets, collateral considerations include another C, Court. Is there a valid mechanism for realizing your claims, if a consensual process fails? Absent a reliable court system, the principal recourse is the goodwill of the debtor—the first and most important of the Cs in the emerging markets, where creditor enforcement and regulatory systems are weak. Government pressure can also partially substitute for lack of a reliable court system. 

My experience in Mexico and Indonesia is that most large companies achieve consensual restructurings. There is a genuine desire of the debtor’s management to repay its bills. The one caveat is that management always wants to maintain control. In Mexico and Malaysia, in certain cases, management was not always successful.

Human nature is such that individuals will attempt to achieve whatever the system will allow. There are no formal or informal legal protocols to dictate creditor behavior between Chinese and non-Chinese creditors. The absence of a local institution at risk, apart from IBRA, the involvement of government representatives trying to meet their own timetable, the appearance of regulators siding with the local constituency in dealing with foreigners, the presence of a weak creditors committee, and APP’s ambition to build Asia’s largest pulp and paper company interplayed to produce the result to date for APP. 

I had pressed APP management to move forward quickly, in part because I felt that conditions were favorable for a good result. I was also concerned that the political environment might change and that APP could be held up in the future as the symbolic cause of the lack of foreign investment in Indonesia. I probably pushed too hard, resulting in my dismissal.

APP will eventually successfully restructure. A tried-and-true method of dealing with creditors, where they have weak recourse, is to wear them down. Recent press reports suggest that unsecured bondholders are unhappy but realize that they have no alternatives.  APP management always expressed the desire to repay their debts, particularly to the export credit agencies and banks, but not at the expense of APP’s agenda. According to APP’s chief executive officer, the restructuring must be “win-win.” That may have to change a little to complete the restructuring and settle all litigation. My experience is that consensual restructurings occur when all parties are unhappy but willing to compromise.
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