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Abstract

Ten years ago, sovereign bond markets almost universally
adopted so-called collective action clauses after years of
public sector pressure for more efficient procedures to
cope with sovereign default and restructuring. A second
policy initiative, the standard appointment of a trustee to
centralise enforcement of the bondholders’ claims against
the debtor, has however remained largely fruitless. Yet,
in light of the current European debt crisis, the need for
market-based restructuring procedures is greater than
ever.

This short article provides a non-technical summary
of earlier research on individual versus collective enforce-
ment rights regimes. It evaluates theoretical arguments
made in the literature and elsewhere and briefly presents
the results of two empirical studies on market sentiment.
We conclude that a collective rights regime, as found
under a trust structure, is more likely to promote efficient
crisis resolution procedures that do not depend on third
party assistance. The necessary legislative steps appear
to be straightforward.
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1. Introduction*

Sovereign bonds are notoriously hard to enforceylddahat is exactly why bond holders often guard
what little rights they have so fiercely. Among therceived threats is the apparent inclinationaicy
institutions to vest these rights collectively etthan with individual bond holders.

This chapter examines alternative creditor riglggimes in the most relevant jurisdictions. We
discuss the enforcement of bond contracts alongsitendment of their terms because these two aspects
are almost inseparable in the event of defaliie main focus of this chapter, however, is ongiestion
as to whether having the option of individually andependently enforcing a sovereign bond contract
will indeed be in the investor's best interest. 8times the perspective will shift to that of thébube
country and third parties. The discussion centreshe incentives for the parties’ behaviour credigd
different structures of creditor rights. The analyssts on economic theory as well as on bond ehark
evidence to arrive at the recommendation to emhraltective rights structures.

These issues may be of interest to prospectivesinke that wish to know which allocation of
enforcement rights is likely to effect the largespayment from a faltering sovereign debtor. The
implications become much wider, however, once vedige that the structure of enforcement rights can
affect the course of a sovereign debt crisis asttueturing, thus determining not only the disttibn of
repayment, but also how much value is lost in tteegss. Given that these effects will be anticighdute
the market, the question of individual enforcenrggtits (IERs) can ultimately influence the amouantgl
the terms at which, a country can borrow — andefioee that state’s prospects for economic developme
The structure of enforcement rights thus becomewmadter of interest also for policymakers and
academics.

2. Individual enforcement

2.1 Collective action clauses and governance structures

At the turn of the century, sovereign bond marketse perceived to be ripe with problems — ancklittl
has changed since to improve that impression. Toblgms revolve around the fact that these markets
are ill-equipped to deal with sovereign defaultimy satisfactory manner. A series of debt crisesgu
the 1990s showed that sovereign bonds are sulgjembri-payment and rescheduling much like other
classes of debt, but that they lack provisions prmodedures to cope with such situations in an ieffic
and orderly way. “At present the only available heatism requires the international community to bail
out the private creditors” said Anne O KruegersFiDeputy Managing Director of the IMF, in November

* Centre for a Sustainable University and Institui®@ Law and Economics, University of Hamburg.

Soenke.Haeseler@gmail.com. This short article casitaxcerpts from earlier work, including Hasel2012)
“Trustees versus Fiscal Agents and Default Riskiarnational Sovereign Bond€uropean Journal of Law and
Economics,34(3):425-448, copyright Springer. Acknowledgemetiterein apply. Thanks for comments to
Jasmine Benndghr.

! Our analysis is restricted to the payment termsowkreign bonds, ie, those that bond holderstwillo enforce in
a default situation. For a discussion of individuafsus collective enforcement of non-payment bienohs, see
Kahan, M (2002) “Rethinking Corporate Bonds: Thade-Off between Individual and Collective RightsYU
Law Reviewr7(4):1040-87.
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20017 More than 10 years later, we are again witnessiagries of bail-outs, this time in response to the
ongoing European debt crisis.

We must not forget, however, that not all countdas hope to be ‘rescued’ from their debt problems
through cheap additional loans from other countoiegiternational financial institutions. Statesitlare
not considered relevant to any economic systenhatrdre not at the focus of geopolitical interegits
often be left to their own devices to develop ad pmcedures for a debt restructuring or to relynat
little guidance the bond contracts have to offand A is precisely the structure of enforcementtsghat
can make the difference between a smooth debt edathg and one that drags on for years,
unnecessarily damaging the debtor’'s economy ancedgipg bond values.

Crisis resolution mechanisms need to improve, nbt for the benefit of such ‘neglected’ countries
but also in the event that the current generositly vespect to bail-outs ends when the politicdl amnd
economic resources for rescue packages are extalsehaps one day politicians will even heed the
economic advice that bail-outs are inefficient heseathey create the wrong incentives for both lende
and borrowers, and unfair because they shift thddyuof the debt problem to third-country taxpayers

Some progress towards reforming creditor right®and contracts for smoother restructurings has
already been made. In the late 1990s, policy @altsimulated for the universal adoption of collextiv
action clauses (CACs). The clauses allow a qudlifi@jority of bond holders (typically 75%), to agre
with the debtor on debt relief through amendmenhefbond’s payment terms — eg, a lower interést ra
reduction of principal, or a rescheduling of paytseThe amendment then becomes binding also for
non-participating bond holders. These provisiond &laeady featured in bonds governed by the laws of
England, Japan and Luxembourg, but their effecdgsrwas limited by the fact that almost all coestri
continued to issue bonds that required unanimousserd, such as those governed by the laws of
Germany and the State of New York. In March 200@xido yielded to political pressure and made the
first publicly noted bond issue with CACs under N¥wrk law, where this issuing practice has since
become the norm. Yet the many bonds still outstanthiat require unanimous consent may continue to
impede sovereign debt restructurings for some tRestructuring such bonds can only be done through
voluntary bond exchanges, in which some investmrsalmost certain not to participate. Such ‘holdbut
present the debtor with the unpleasant choice tbeeipaying the dissenters in full according to the
original terms (which is unfair to those creditevho did tender their bonds), or refusing to senttee
left-over bonds, which means risking litigation rfrothe holdouts, with dire consequences for the
restructuring process.

When all sovereign bonds are eventually equippel @dllective amendment rights, CACs promise
to effectively put a stop to holdout behaviour + doly after a restructuring agreement has beerhesh
From the moment the debtor has defaulted untitékselution of the crisis — a period that may speary
— bond holders typically remain unconstrained iareising their enforcement rights. The extent efsth
rights, and in particular the question whether theg vested in the individual bond holders or in a
representative of a majority, depends on what vedl $érm the governance structure of a bond. Three
types of governance structures can be distinguished

» Fiscal agents- first, the simplest arrangement has the deldantry issuing bonds under a fiscal
agency agreement. The fiscal agent, typically ekpperforms a set of largely administrative
functions. In particular it receives payments oferast and principal from the debtor for
distribution to the creditors, but it also distriesi and registers the bonds themselves and relays
information from the debtor country to the bonddsok. The fiscal agent acts only for the issuer
and bears no obligation towards the bond holdempottantly, under a fiscal agency agreement
each bond holder retains the right to contracteadedies in the event of a default. This includes

2 Krueger, A (2001) “International Financial Architae for 2002: A New Approach to Sovereign Debt
Restructuring”, speech at www.imf.org/external/ppgisches/2001/112601.htm.
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the right to accelerate the claims — that is, tdate them repayable immediately, under certain
conditions, such as a missed interest paymentorimescases, however, acceleration requires a
vote by the holders of a certain proportion of ghimcipal. Importantly, every individual bond
holder is free to initiate legal action againstedadilting debtor. There is no obligation to share
any proceeds from such litigation.

Instead of, or in addition to the fiscal agent, it@ier may appoint a trustee to represent anegirtite
interests of the bond holders. The trustee wilktaker most enforcement powers from the bond hslder
the details depending on whether the trust is edeahder English law (in which case there will Heuat
deed) or US law (trust indenture). The trust cohéepot recognised or used in most other jurisolist.

» Trust deed - the trust deed under English law is a contrattvben the issuer and the trustee
which specifies the extensive ways in which thestera is obliged to serve the interests of the
bond holders. The trustee has both the power amditty to monitor the debtor's compliance
with the terms of the instrument, and to take raaladeasures in case the debtor country fails to
meet its obligations. The trustee may act eitheit®own initiative or when instructed to do so
by the required proportion of bond holders. Thétrig accelerate the bond and to initiate legal
proceedings rests exclusively with the trustedherathan with the individual bond holders, and
the proceeds from litigation will be shared amdmg lbond holders. An exception lies in the case
where the trustee fails to take action despitedopiompted to do so by the bond holders. Only
then will the individual bond holders redeem thghtito accelerate and enforce their claims as
they would under a fiscal agency agreement.

» Trust indenture - by contrast, New York-style trust indentureseyatly follow the requirements
of the US Trust Indenture Act of 1939, even thotlghact applies only to corporate bonds. The
act stipulates that “each bond holder has an uiigghlight to bring an individual enforcement
action to recover her share of any amounts of rith@nd interest not paid on their respective
due dates. Apart from this individual right to reeo overdue amounts, however, only the trustee
has the right to pursue other remedies, includimg important right to sue for accelerated
amounts™ Unlike the trust deed, the trust indenture doesimply a sharing requirement. In
terms of enforcement rights, trust indentures tbasastitute a middle ground between the
extremes of fiscal agency agreements and trusisdeed

Below we shall discuss, from the bond holders’ &l ws from a general welfare perspective, the
potential advantages of trust structures over puiradividual enforcement rights. Many of these
benefits have been stressed in the literature sircearly 19805 Policy circles joined in the support
for the standard appointment of a trustee in the 1890s. Yet, market practice with respect to
governance structure has been changing only sloifvigt all. In 2009, only 24% and 28% of
outstanding bond issues under English and New Yauk respectively, named a trustee. The data
suggests a very slight upward trend for trusteeoimpment in new bond issues over the past few
years. Another development may have been initibyjedonds issued by Grenada (2005), Belize and
the Republic of the Congo (both 2087Jhese countries assigned trustees to their newrites
under New York law; however, the trustees werergiudl enforcement rights of the type they would
traditionally have only under English law. In tls#nse, we may be witnessing a convergence of the
two traditions of bond holder representation.

% Buchheit, LC and GM Gulati (2002) “Sovereign Borasl the Collective WillEmory Law Journab1, pp 15.
* For more details, see Haseler (2012)
® Buchheit, LC (2007) “Supermajority Control Wins Dinternational Financial Law Revie@6(4): 2.
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2.2 Individual enforcement rights

Before attempting to evaluate their desirabilitye first need to find a comprehensive definition of
individual enforcement rights . The presence afiatee, with its implications for individual accelgon,
initiation of litigation, and sharing, is too nawoCACs clearly also play an important role. Fdrai
country manages to negotiate, through the use d€<A restructuring agreement with the required
majority of its bond holders without defaulting,etk is never any scope for legal action. Only a
restructuring without CACs — ie through an excharafer — will almost certainly leave non-
participating, dissatisfied bond holders, some hbm may be tempted to try their luck in court. e t
future, as CACs are expected to become ubiquitmc,if debtor countries are able to use the claimses
such a way as to avoid default, the governancetstei of a bond and the implied modes of legalbacti
will lose much of their relevance.

For the time being, however, IERs must be defindith wespect to both CACs and governance
structureTable 1 lists the four possible combinations othewo characteristics in a bond contfact.

Scope for individual

enfoF;cement? CACs no CACs
essentially nor severely restricte

Trustee (21% / 2%) (6% / 12%)
severely restricte mostly unlimitec

ho Trustee (46% / 29%) (27% I 57%)

Table 1: The scope for individual enforcement waitld without CACs and trustees,
and relative frequencies under New York/English law

The scope for individual legal action by bond hatdis at best ‘severely restricted’ whenever thatremt
contains CACs. When we add central enforcemenugira trustee, independent action is possible only
under fairly rare circumstances. Where both CAGs tamst structures are absent — a situation we tmigh
characterise as ‘full individual enforcement rights bond holders are free to pursue independent
remedies, unless acceleration requires a collegtite

Looking at the information on market practice irbleal, we see that the proportion of English law
bonds with strong IERs (no CACs, no trustee) isigethan the proportion of New York law bonds in
the same category. The reverse holds true for buwiitisthe opposite features, ie those with thetleas
scope for individual enforcement. This pattern raognter to a picture sometimes drawn in the liteeg
according to which the US market has traditionsdiyded towards individual action and unconstrained
enforceability of bond contracts.

3. Desirability of individual enforcement

We have depicted the issuer’s decision on the aontal details of a bond as a menu of choice albeg
individual-to-collective scale of enforcement righBut should there really be a choice? Or is gErha
one type of creditor rights’ regime preferable enfr the bond holders’ and from an economist’'s or
policymaker’'s perspective, respectively? At a sfigiat level, one might think that the bond holders
interests are best served in the case where theyuaconstrained in the exercise of what little

® Estimates of relative frequencies are based amfdain Haseler (2012), accurate for 2009.
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enforcement rights they have. Voices from the ntacketainly suggest so. Next, we provide a surviey o
theoretical arguments as to why, quite to the eoptrcollective enforcement might be beneficial reve
from an investor’s point of view, and even mordrsm a policymaker’s.

3.1 Debtors’ incentives — opportunistic defaults and restrcturing offers

In the absence of a legal and institutional framévakin to corporate bankruptcy, the very existeote
sovereign bond markets depends on some mechan&mwithinduce the debtor country to honour its
obligations. The more frequently debtors defatle more reluctant investors will be to lend, theref
the higher the spreads and the lower the amoubhbwbwing. Mutually beneficial trade is lost to bot
borrowers and lenders in consequence. Acting agtarrent against default, legal enforcement of
sovereign bonds may help to reduce the borrowatigrent temptation not to repay (moral hazard).
Whether one believes that deterrent to be effectemends on one’s view of sovereign default. Whethe
any such deterrent is stronger with individual -has been maintainéé or with collective enforcement
rights is equally unclear. Each question is adeeas turn below.

The plausibility of any deterrence effect crucialgpends on our view of sovereign default. Figure 1
maps the most important perspective on defauludsed in the literature. Fundamentally, if the dhief
enforcement is to have any effect on borrower bielay borrowers must have a choice between
servicing and not servicing their debt. The questi® whether defaults are better described as the
consequence of a country’s inability to repay, imicki case we might speak of distress defaults;sor a
resulting from an unwillingness to repay, in whazse defaults are considered strategic or oppsticini

Which of these two descriptions better fits a giwaefault episode will depend on the specific
circumstances. It has been said that “there ik lgvidence [...] of strategic sovereign defaulgre
occurring® and that “sovereigns as a practical matter onfaude under identifiably bad conditions.”
This was, however, written before Ecuador’'s defau008. The country set a precedent when it asked
its bond holders to forgive 65% of their claims e¥kough it enjoyed an “enviably manageable externa
debt profile”™ In this striking example of unwillingness to rep&cuador did not even cite financial
necessity to legitimise the default. At the othetreame, one of the clearest cases of inabilityefoay is
Grenada in 200%. Hurricane Ivar had altogether wrecked the coustoapacity for debt service. No
enforcement regime could have deterred this default

" See, eg, Fisch, JE and CM Gentile (2004) “Vultures/anguards? The Role of Litigation in Soverelgebt
Restructuring” Emory Law Journab3(1043):1047-116.

8 Inter-American Development Bank (200Bfonomic and Social Progress Report 20@ivw.iadb.org/res/ipes/
2007, p 236.

°Bratton, WW and GM Gulati (2003) “Sovereign DebesRucturing and the Best Interest of Creditors”
Georgetown University Law Centre, Working Paper383880, p 17.

19 Buchheit, LC and GM Gulati (2009) “The Coronersjliest’International Financial Law Revie@9(9), p 22.

1 Buchheit, LC and E Karpinski (2006) “Grenada’sduations”Journal of International Banking and Regulation
4:227-31.
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Why do countries default?

VRN

Unwillingness to pa Inability to pay
— what are the costs? — end of story
/N
Economic cosl Political cost:
VRN
Enforcemer Sanctions/output losses/
/N
Bond holder Other creditor

Figure 1: Various views of sovereign default

In instances where a country does have a choigeebeatdefaulting and honouring its debt obligatidns,
will decide on the basis of a cost-benefit analydsich has been written about the elusive costs of
default, without which sovereign bond markets contit exist. The debtor country will experience
substantial political costs, both domestically -hgiag to political unrest and revolution — and
internationally, including partial loss of soveneig. In any event, there is a significant prob#pidf top
politicians losing office in the course of the etgen

Additionally, the country will experience a numbft different economic costs, depending on the
specific default episode. Default will always htine debtor’s reputation with the markets, produce a
sharp increase in borrowing costs, and may ultilpaigsult in a temporary loss of market accesseOth
sources of costs are: exclusion from internatidraale; possibly direct sanctions; damage to theestim
banking sector; a decline in foreign direct investitp and, more generally, loss of economic growth.

Since the demise of sovereign immunity in the 195t a series of creditor-friendly court decisions
in the 1980s and 1990s, a potential defaulter misstincreasingly consider the costs to be expdobea
its creditors’ attempts to enforce their claimscistenforcement costs’ may arise in at least figptexts:

* The debtor will have to mount a legal defence agjdhre creditors.

» Creditor litigation may trigger hostilities frombar parties.

» The debtor will have to incur expenses to safegitarassets from attachment by the creditors.
» The debtor may nevertheless lose such assetslie,forced to settle with the creditors.

* Most importantly, creditor litigation may result ithe borrower’s exclusion from additional

funding, eg, because new investors will hesitatienal given the risk of the fresh funds being
attached by the creditors.

http://www.bepress.com/gwp/default/vol2012/iss1/art3
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To the extent that countries tend to default omiathost of their obligations simultaneously, theected
size of enforcement costs will depend on the atnecof enforcement rights in each type of debt.eGiv
all these other potential influences, how plausiblé then that the shape of bond holders’ enforeet
rights will have a noticeable impact on the coustdecision — if a decision it is — to default? Asiych
effect must obviously be small.

Assuming for the sake of the argument that a dates effect does exist, we turn to the second
guestion: does it matter for a potential defautterknow whether it will have to face the wrath of
individual bond holders, rather than a trustee?efdenhce in this context can be formulated as the
probability of legal action occurring, multiplied the costs that such action would impose on ttxode

The second factor is easily evaluated. When legidra does arise, it is almost certainly a greater
nuisance to the debtor coming from a trustee tlwamirog from an individual bond holder. A suit brotigh
by a trustee will typically be backed by at leds¥%®0of the bond’s outstanding principal. It is notranon
for such a large share of a bond issue to be ihdhes of an individual creditor.

As to the first factor, conflicting influences cortee mind. At first glance, it must be that trustees
stifle enforcement action. This is their statedpmse. Under a fiscal agency agreement, any borttéiol
can initiate legal proceedings, and there is a-Wwsdwn temptation to ‘race to the court house’,
suggesting that the debtor must fear immediate manltiple lawsuits. At a second glance though, the
answer likely depends on the dispersion of bondesship and the nature of the creditors. Take a bond
issue that is entirely held by small retail investd_itigation involves returns to scale. It maythat a
sufficiently large group of bond holders would favdegal action, but only if it could be channelled
through a trustee. Individually, none of them havarge enough claim to make litigation worthwhile.

If deterrence has failed, it can be argued thastape of bond holders’ enforcement rights alsaahas
role to playex post Once the difficult decision to default has beeamdmand the associated costs have
materialised, there may be no compelling reasorthferdebtor country to approach its creditors and t
negotiate a restructuring deal so long as it hagsrmmediate need for additional capital (as mayhme t
case with a truly opportunistic default). In soniteaions, the threat of litigation can be the odévice
available for bond holders to force the debtor ¢uto the negotiating table. If nothing else, fespect
of legal battles with hundreds of bond holders #thgqoersuade the defaulting country to make a
restructuring offer. For example following the Angime default, the court used the threat of grantin
attachment orders to ensure that the defaultertiatgo in good faith with its creditof$.

Not only the timing of a restructuring offer, budually its quality may depend on the enforcement
regime. “Litigation may also operate as a checktlom terms of the proposed restructuring, giving
creditors recourse against a restructuring thaviges insufficient value..™ Clearly, the better the
exchange offer, the lower the risk that the dehiifirhave to face creditor suits. A lower threshdédu
individual litigation thus translates into greabargaining power for creditors. Accordingly, “thedat of
litigation may be an obvious candidate to explaim large recovery values obtained by creditoromes
recent debt restructurings ..t may of course be questioned why a diligentteesould not be just as
effective as individual bond holders in elicitingimely and valuable restructuring offer.

12 Miller, M and D Thomas (2006) “Sovereign Debt Resturing: the Judge, the Vultures and CreditorhiRiy
The World Econom$0(10).

13 Fisch and Gentile, 2004, p 1055.

14 Sturzenegger, F and J Zettelmeyer (2006) “Had éul Threat to Sovereign Debt Restructuring Bec&aal?”
working paper, http://econpapers.repec.org/papevfulasdt/legalthreat.htm, p 3.
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3.2 Trustees’ incentives: due diligence

We have so far assumed, at least implicitly, thatttustee’s incentives to take action are aligmigial the
bond holders’. Of course they are not. This isiagipal-agent relationship in which the trustedfedent
from US corporate trust indentures, owes no fidycauties to the bond holders (Buchheit and Gulati,
2009). It has no incentives to please the bonddmsldther than to avoid liability (Kahan, 2002) and
perhaps, to maintain at least a decent reputafiarstee passivity is widely lamented by academius a
practitioners aliké® Ideally, the trustee will use its discretionarymen to pursue remedies against the
defaulter without instruction from the bond holddg&sven its lack of incentives, however, the tresie
more likely to grudgingly follow the bond holderstders, which clearly diminishes the chances of
success in court. Accordingly, the number of lawgsiiy trustees against defaulting sovereigns is far
exceeded by the number of suits from bond holdgesnat the trustee for failing to take action. The
shortcomings of trust structures were observedactiwe following the 2008 Ecuadorian default, veher
the lack of initiative by a “bovinely passive trest cost the bond holders dealySuch events are
facilitated by the noted tendency of bond drafterslilute the standard of care that the trusteet mus
exercise in representing the bond holders and dierse consequences for debt enforcertiehtustee
passivity reduces deterrence against default amgajelizes the bond holders’ hopes of repayment if
default has occurred. Tighter, internationally amfi contractual standards are needed.

3.3 Bond holders’ incentives: excessive litigation

From a welfare perspective, IERs entail the riskexafessive litigation by bond holders, which givies
to three types of inefficiencies:

e multiplicity of action;

* maverick litigation; and

* holdout litigation.

This section shows how the welfare perspectiveslgrgligns with the bond holders’ best interests.
Consider first a situation in which most if not &bnd holders would agree that a defaulting
sovereign should be sued (perhaps Ecuador in Zi08&)at there is no conflict of interest among bond
holders. And yet even in this situation enforcenmtenbugh a — sufficiently diligent — trustee shoblel
the preferred option for bond holders and all otperties: IERs would potentially open the door to
thousands of lawsuits, all of which are based ensidime type of claim, are accompanied by the same
circumstantial facts, and should therefore have stime merits in court. Such multiplicity of action
unnecessarily burdens the creditors, the debtat,tha courts. Either a class action or enforcement
through a trustee can achieve a better outcomeiet fower social costs.
Yet, such a uniform appetite for action will raregcur. In the more likely event, the majority of
bond holders will realise that their best bet ihtpe for an acceptable restructuring offer, whilemall
number of creditors may be tempted to use theisIERch such ‘maverick’ creditor will strive to the

15 eg, see Goodall, CP (1983) “Eurobonds Issued thithBenefits of Trust Deedsliternational Financial Law
Review2, p 2: “[llnvestors often complain that trusteds not act positively enough.” On the practicalesid
Michael Chamberlin, Executive Director of the Tradessociation for the Emerging Markets, said in
correspondence with the author: “Trustees are fetfly their caution, occasional incompetence apthd
subject to institutional constraints (need inderesjt may have conflicts of interest or be subjecpolitical
suasion) that make them less effective as litighras individual holders.”

18 Bychheit and Gulati, 2009.
Yibid.

http://www.bepress.com/gwp/default/vol2012/iss1/art3
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first to initiate legal action since any hesitatimight enable other potential mavericks to layrtiinds
on the debtor’'s sparse assets or give the debtertth shield the assets from the creditors’ reActace

to the courthouse can be the result. Maverickditan is almost surely socially inefficient as the
individual creditor’s gains are dwarfed by the kEsshat accrue to the majority of creditors andht®
debtor and third parties.

Finally, ‘holdout’ litigation refers to the stratge@f not accepting a restructuring offer in the aaf
achieving a better outcome later. IERs form thdsbat any such hope. Holdouts will typically retain
their old bonds until a restructuring has goneubto When the sovereign is once again solventkthem
the debt relief granted by the majority of bonddeos, the holdouts will press for full repayment by
threatening or initiating legal action. Holdout bgtour is individually rational but socially detrental:
IERs can create a prisoners’ dilemma situation armnd holders. The danger of preferential treatmen
for holdouts will reduce the mainstream creditarillingness to participate in a restructuring, whio
turn aggravates the crisis, with negative consegpgerior all parties concerned. This problem will,
however, disappear if and when all restructurirrgsdene through the use of CACs, rather than exgghan
offers.

If we leave behind the welfare perspective and idendor a moment exclusively the bond holders’
primary objective to retrieve their investment, mast note the discrepancy betweknjureandde facto
enforcement rights. The costs and efforts requicedbtain a judgment against a defaulted sovereign
imply that individual bond enforcement is not wavttile for small retail investors. To turn a judgrhen
into cash by locating attachable funds or purswitgr, more innovative legal strategies is moréatift
still and utterly beyond the capacity of all butetimost professional and specialised investors.
Accordingly, in all of the major cases against défag sovereigns, the claimants were fairly large
companies, institutional investors, specialisedurel funds, or all thre®.With IERs, retail investors with
small stakes are paradoxically cut off from meafihgccess to enforcement measures. The Argentine
default of 2002 was an exception in that it prowblevsuits from a number of retail investors. Hoerv
four years later, none of the judgments that coeslitvere awarded had paid off.

This scenario, in which IERs seem to strengthenpibsition of specialised investment funds but
leave mainstream bond holders empty-handed, is atibh® with the willingness-to-pay view of
sovereign default, where enforcement actually shiflue from the debtor to (a few) creditors. Untier
ability-to-pay perspective, by contrast, the amoamnailable for debt service is fixed and litigation
therefore yields only a costly reallocation of fenbetween different types of creditors. A shiftnfro
collective to individual enforcement would thusuiésiot in a shift of power from the debtor to dtecs,
but rather away from an equal distribution of povaenong bond holders towards a situation where
essentially only vultures may enjoy meaningful ecéonent rights. Taken one step further, the akidity
pay view also implies that any expenses the sayergicurs in the defence against enforcement action
are funds that then become unavailable for debicgermaking enforcement a negative sum gameidf th
is an accurate description of reality, individuatian must be suppressed. It is both sufficient arwle
efficient to vest enforcement rights in the trusfigeuse in the rare case that legal action isenkiond
holders’ common interest.

18 See Table 3.1 in Sturzenegger, F and J Zetteln{289€6b)Debt Defaults and Lessons from a Decade of Crises,
Cambridge, MA: MIT Press.
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4. Market views

Having presented and evaluated various theoretigalments on the merits or otherwise of IERs, we no
turn to some empirical evidence of investor opinitihbond holders take a stance on IERs this
information should be reflected in bond prices. SMenmarise two studies that try to elicit such views

4.1 Case study

In 2000, a settlement following the decision ofoairt in Brussels in favour of a vulture fund andiagt

the Republic of Peru appeared to set a precedahimis regarded as highly controversial in academic
and policy circles and as a reason to celebrateatbyeast some representatives of the investor
community™® If bond holders indeed prefer individual over eotive enforcement rights, we should
expect ;Oo see an appreciation of bond prices @hortly after the settlement date. The case evahged
follows.

In October 1995, the Republic of Peru announcedhtention to restructure officially guaranteed
bank loans into Brady bonds. Three months lateg, vhlture fund Elliott Associates purchased
$20.7million in face value of the debt at just o cents on the dollar. As the Brady exchange
progressed, Elliott refused to participate andeiad} in October 1996 filed suit against Peru. Afgear
legal battle ensued, in the course of which Elligd#d a range of strategies but was unsuccessitill u
September 2000, when the fund was able to perghadmmmercial court of Brussels of a rather unusua
interpretation of theari passuclause contained in the debt contract. The caumd that Peru must not
disburse interest payments to its regular Bradyddwoiders without simultaneously satisfying tharoka
of Elliott at least on a rateable basis. Perurdepnot to be forced into default on its huge lstoicBrady
debt, settled on September 29 for $58.45million.

Elliott is easily the most influential and widely-cited ead sovereign debt enforcement in recent
history. Commentators have variously interpretedsitat the same time heralding the end of, and also
rescuing sovereign bond markets. To see whethétanparticipants felt equally strong about the ¢sen
we need to look at the price movements of Perubiamds for abnormal returns during the relevant
period.

The analysis is complicated by a historical coianitke. In September 2000, just before the events in
Brussels, Peru experienced the most serious @blititsis in a decade. Late on September 14, aovide
was broadcast on Peruvian national television shatved the Head of the national intelligence servic
handing over $15,000 to an opposition congressmoatié defection to President Alberto Fujimori's
party. The resulting public outrage forced Fujimmriannounce on September 16 elections for the next
year in which he would not stand again. How doesithpact of the political scandal on bond prices
compare to any effect of the settlement and, byligagon, the strengthening of IERs?

The solid line in Figure 2 shows the developmend®fMorgan’s Emerging Markets Bond Index
Global for Peru over the relevant period, normalise a value of 100 for September 1. The political
events, marked by the two bars in dark grey, asecated with a sharp decline in the index. By sit
the various stages of the legal battle with Elligight grey bars) do not appear to have affecteddb
prices. The only exception is a rating downgradé&eptember 19 which is unexpectedly followed by an
appreciation of the index. Notably, the index lisdélat on the settlement day.

9 The precedent was in fact reversed already in 2804n the same Brussels court ruled the oppasigesimilar
case. The following year, new legislation in Belgiput a definite end to enforcement strategiesheftype
employed by the vulture fund.

20 For a full exposition of the case, setup, dataces) and results, see Haseler, S (2008) “IndiViBiuéorcement
Rights in International Sovereign Bonds”, workirgper, www.bepress.com/gwp/default/vol2008/iss1rartl

http://www.bepress.com/gwp/default/vol2012/iss1/art3
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The dotted line represents an attempt to rendeirdluence ofElliott more visible. Its values were
calculated by ‘removing’ from the index a numbelirdfuences reflecting changing market and politica
conditions: movements in the interest rate, inratex of financial market volatility, in global saeégn
bond markets and the Peruvian exchange rate; améhtlices of the number of daily news items in the
global press containing search terms intendedptuoathe political mood in the country. As a réstlile
movements in the index are less pronounced. Theslino visible reaction to the settlement.
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Figure 2: Peruvian bond index before and after ‘maimg’ the influence of political and market

Figure 2 is essentially just a graphical represamtaof the slightly more formal statistical anatys
conducted in the study. Time-series regressionitosfthe optical impression that the Peruvian bond
index exhibits no abnormal returns on or immedyatdter the settlement day. The same goes for the
indices of several other countries that were attifme also likely targets of vulture funds: Ecuador
Uruguay, Russia and Argentina. We interpret theltedo mean that investors, on average, do n& car
for IERs quite as much as some commentators haygested.

4.2 Cross-section study

In addition to looking at the movement of a sinblend or index in response to an important event,
insights into investors’ attitudes may be gained domparing the values of bonds with different

enforcement terms at one point in time. Such cses$ion studies were instrumental in convincingdon

issuers that investors think no less of securitvéh collective amendment, ie CACs. However, in the
parallel debate on collective enforcement, ie bamitls trustees, such evidence was entirely lacking.

Produced by bepress.com, 2013
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Haseler (2012), replicating the methodology of ¢#mepirical literature on CACs, analysed a large
sample of bonds to test whether markets perceigerifes with collective enforcement as riskierr fo
example because of the arguably lower deterrerfeeteff that were the case, then the added risldavo
translate into higher yields, ie higher borrowingsts for debtor countries, which might explain thei
reluctance to appoint trustees for new bond isslieg. results indicate, however, that bonds with
collective enforcement rights neither carry a systc yield premium, nor are they more likely toibhe
default at any given moment. The same hold truddmds with CACs.

5. Conclusion

This chapter has presented the contractual conditimder which sovereign bond holders can exeirt the

wills individually and independently of other bohdlders in an event of default, as opposed to being
bound to a majority in the amendment (CACs) andreeiment (trust structures) of the bond’s payment
terms. We have sketched out the policy debatesdigpthe universal adoption of CACs, where much

progress has been made, and the universal appointhe trustee, which sovereign borrowers seem
slower to embrace.

A review of theoretical arguments yields the faidgund conclusion that collective enforcement
rights regimes are to be preferred from a socidfane perspective, given the large external co$ts o
individual legal action which accrue to the debtther bond holders and third parties. The onlyomaj
argument against collective rights — the potentiiver deterrence against opportunistic defaulsrot
overly convincing, given the complexity of the dats decision whether or not to default.

Theory gives us less guidance on the desirabilityedRs from an investor's perspective. It is
therefore fitting that the evidence of two empifictudies summarised here shows no significant
abnormal returns in response to the creditor-fligdtcome of theElliott case and no significant yield
premium for bonds with trustees, respectively.

While the type of enforcement regime may indeedenidtte difference to bond holders on average,
we have argued that there are strong distributieffatts between different types of bond holdetse T
extraordinary difficulties of de facto enforcemeagainst a sovereign debtor imply that IERs will dfén
if at all, only specialised investment funds, wigrenost retail bond holders are probably betteesky
a trustee.

What is a policymaker to do, given that collectesgforcement appears to be the way forward for
anyone concerned with social welfare and smootkreign debt restructurings? So far, sovereign issue
in all major jurisdictions are free to choose tlwearnance structure of their bonds. They hesitatedak
with established market practice, which favoursdisagents in most segments, for fear of beingghau
by investors and they want to save the moderatea €res for a trustee so as not to be put at a
disadvantage in the competition for funds.

If the appointment of a trustee were required by, laoth concerns — market practice and competitive
disadvantage — would disappear. Issuers would beanse off than before, nor would, as the evidence
suggests, the bond holders. The necessary legeslair regulatory steps appear to be quite
straightforward. The US Trust Indenture Act coudddxtended to sovereign bonds. The New York Stock
Exchange could follow the example of London and endake appointment of a trustee a listing
requirement. Whatever the best policy responsernational coordination is paramount to achieve a
uniform issuing practice.

http://www.bepress.com/gwp/default/vol2012/iss1/art3



