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International Sovereign Bonds
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Abstract

Over the last ten years, organisations such abvtRehave launched several initiatives to changeketar
practice with respect to sovereign bond contraaftithg to ease restructuring after defaults. Thet ff
these, the universal adoption of collective act@auses, was embraced by the market after some
hesitation. Another proposal - the more widespragbintment of trustees to represent bondholders in
times of crisis, to centralise enforcement actigaimast the debtor and thus to facilitate debt felleas so

far failed to have the desired impact. Amongst ofiwential reasons for this failure, the arguniead
been made that to vest enforcement rights in th&tee, as opposed to individual bondholder rights,
would be to reduce the deterrence against oppsttardefaults and thus to exacerbate moral hazard.
Using a sample of secondary market bond spreadsnéthation on default status, this paper assesses
empirically whether sovereign bonds issued undeust structure indeed carry a higher default risk.
finds no systematic evidence of either a spreadhipma or higher actual default rates for bonds with
collective enforcement rights.
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1 — Introduction

At the turn of the century, sovereign bond markegse perceived by policy makers and scholars atike
be ripe with problems - and little has changed ssitw warrant a rethinking of that perception. The
problems revolved around the fact that these mankete ill equipped to deal with sovereign default
any satisfactory manner. A series of debt crisemduhe 1990s showed that sovereign bonds arestubj
to non-payment and rescheduling much like othessda of debt, but that they lack provisions and
procedures to cope with such situations in an iefficand orderly way. This lack of structure has a
number of consequences, the most important of wtachbe summarized under the heading of collective
action problems.

Until recently, the majority of sovereign bond aaats - all but those that are governed by the laws
of England, Japan or Luxembourg - required the umans approval of all bondholders if any of their
payment terms were to be amended. Thus, when aesgnalebtor approached its bond creditors to seek
a reduction of principal or interest, or a defewélrepayment, this could as a practical matter bt
achieved within the constraints of the existing dh@ontracts. The only viable route to debt reliefsw
therefore to offer the bondholders new securitigh wiore lenient payment terms in exchange for the
ones they currently held. Since - leaving aside i®®m@rcive strategies such as exit consents -
participation in a bond exchange is voluntary, ¢heschanges are vulnerable to various types dkgia
behaviour on the part of bondholders. There imaaritive for some creditors to hold out by rejegtine
exchange offer and hoping for full repayment unither original terms, thus free-riding on their more
cooperative peers who, by agreeing to debt reliefp restore the debtor’s ability to pay. As this
behaviour is widely anticipated, the bondholdersheral preparedness to participate in a proposed
exchange is reduced, which serves to prolong tisiscin the absence of a powerful coordination
mechanism, this discrepancy between what is indallgl rational and collectively desirable creates
outcomes that are inferior from the perspectiveufa few creditors, and unambiguously harmfulht t
debtor country and third parties.

To make matters worse, most bonds afford each lobdelh the right to largely unconstrained
individual and independent legal action againsivereign debtor in case of default. This litigatagption
increases the incentive to hold out and may résuwtrace to the courthouse, a well-known phenomeno
in which every creditor attempts to be the firsste for full repayment at the detriment of allesth

These collective action problems are aggravatettidyack of collective representation. Bondholders
usually have no reliable means of communicatiorhvaétich other or with the debtor country, no
systematic procedure of representatima visthe sovereign, for example in restructuring negiins,
and no binding rules that would allow them to cagak their strategies, e.g. to refrain from engggn
harmful individual action. For various reasons, d®are much more prone to these problems than other
types of sovereign debt, such as bank loans aadguvernment debt (Fisch and Gentile, 2004).

In light of these difficulties and to avoid largetput losses in the debtor countries following kagg
and agonizing restructuring processes, the intiemalt community in many instances felt compelled to
provide bail-outs. These subsidized loans shifitinelen of the crisis from investors to tax paysoth in
the donor countries and in the recipient countriyeyl are therefore an unsatisfactory solution on the
grounds of equity as well as efficiency becausthefresulting moral hazard on the part of the lendé
is against this background that three major prdpdsa changes in bond drafting practice emergethfr
public sector institutions, in particular the Imtational Monetary Fund (IMF), around the year 2002.

The most ambitious of these proposals, which lat@me to be called the Sovereign Debt
Restructuring Mechanism (SDRM), was initiated bg thS Treasury in 2001 and then developed by the
IMF (Gelpern and Gulati, 2007). The SDRM was knoamthe statutory approach to sovereign debt
restructuring because it envisaged a legal frametat would give troubled debtor countries thei@pt
of subjecting themselves to an international analimgChapter 11 of the US Bankruptcy Code. The
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proposal was greeted with formidable resistancepamticular from market participants, and in
consequence was quietly dropped in 2003. Pointsitidism included the strong role of the IMF ansl i
potential conflict of interest as both a major lendnd a facilitator of the process, the enormalisiqal
efforts required to create the necessary legal dveonk, and the potential for debtor moral hazard
because the SDRM was perceived as being soft omvwers. A number of authors have, however,
voiced the suspicion that the SDRM was never irgdnals a viable solution in the first place, but tha
instead its purpose was always that of a threathwhias to be carried out in case the market did not
accept the proposal that was actually favoured $ypblicy makers (see, for example, Portes, 2003).

This second proposal called for the universal dadopbf collective action clauses (CACs) in
sovereign bond contracts. CACs break with unanitityenabling a qualified majority of bondholders,
typically 75%, to agree with the debtor countryamending the payment terms of the bonds to provide
debt relief. That amendment then becomes bindirsp &br non-participating bondholders. These
provisions had already featured in bonds governethé laws of England, Japan, and Luxembourg, but
their effectiveness was limited by the fact that@dt all countries continued to issue bonds thaired
unanimous consent, such as those governed by tte d& Germany and the state of New York.
Beginning in the mid-1990s, a growing body of reskaarticles, policy papers and statements by
academics and officials emphasized the benefiGALEs and called for their inclusion in all new bond
issues. The calls were eventualheard when Mexico made the first publicly nStesbue with CACs
under New York law in March 2003. Almost all issuesthat jurisdiction have followed Mexico’'s
precedent. German law, however, remains the lasighold of unanimous conseht.

Once all outstanding bonds with unanimous consenvigions have matured or have been
exchanged, CACs promise to effectively put a stopdldout behaviour — but only after a restructgirin
agreement has been reached. From the moment tter tiels defaulted until the resolution of the erisi
a period that may span years — bondholders tygicathain unconstrained in exercising their indiabu
legal rights. Moreover, once they have exercisedelrights, bondholders are not required to shere t
proceeds of litigation with their peers, even thotige use of sharing clauses was endorsed repgated|
institutions such as the IMF. CACs in their predentn therefore fail to solve collective action plems
during a crucial stage of the restructuring proc€ssthermore, despite several initiatives, redsorid
issues with CACs have made no progress towardsessidg the collective representation problem
(Drage and Hovaguimian, 2004). This is where tlirel tteform proposal comes in.

It has long been the custom in US corporate bamsigell as in a minority of international sovereign
bonds, to appoint a trustee who will representitherests of bondholders in their relations witle th
debtor country. Though market practice is not unifothe trustee typically has powers to monitor the
debtor’'s compliance with the terms of the bondsadcelerate the debt in the event of default, ittate
legal action on behalf of, and instead of, theviittlial bondholders, and to share the proceedsmo a
rata basis. The appointment of a trustee thus conssitaih obvious complement to the use of CACs and a
feasible and suitable solution to the remainindective action problems.

The benefits of channelling bondholder action amthmunication through a trustee have been stated
repeatedly for almost 30 years (Smart, 1982; Gdoil@B3; Herbert, 1987; as well as numerous more
recent publications by the IMF, the Bank of Englaadd practitioners such as Lee Buchheit). The
increased use of trustees first appeared on theypafjenda in a report by the G10 Working Group
(Group of Ten, 1996), and was picked up and regdrdy the IMF staff (IMF, 2002, 2003), amongst
others. Meanwhile, as will be shown in more debailow, new bond issues have not relied on trust
structures to the extent that their proponents aké to see.

! For potential reasons for the delayed market imacsee Gelpern and Gulati (2007) and HaselerqR00

2 Gugiatti and Richards (2004) and Gelpern and G(2808) document a number of sovereign bond cotsrisom before 2003
that include CACs despite being governed by NewkYan.

% To erase the doubts about the admissibility of €A@der German law (Haseler, 2009), a reform oSittauldverschreibungs-
gesetzindenture law) was enacted on Augu8t 3009. Whether or not there will be any impaciearket practice is difficult to
say because only a single bond has been issued @ed®an law since 2004, according to the datassd in this study.
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Haseler (2008) discusses several potential reafwnthis lack of progress. Among them is the
perception that bondholders’ individual enforcemeights provide an essential deterrent against
opportunistic sovereign defaults, and that thel@eation of enforcement rights to a trustee would i
consequence destroy this deterrent and thus caleteoration of market discipline. This view Heeen
expressed both by academics (Fisch and Gentilel; B$dford, 2005) and by practitioners (Chamberlin,
2002)* While Haseler (2008) examines the market reaatigr time to an event that reveals investor’s
attitudes towards collective enforcement rights engenerally, this paper focuses specifically on the
question as to whether bonds with collective erdorent rights — those governed by trust structurase—
perceived as being in greater risk of default. Thisstion is addressed for the first time througlimber
of tests based on a cross-section of internatismatreign bonds. Using the literature on borrovaosts
effects of collective action clauses as a stantioimt, this paper applies that literature’s metodyp to
trustees and expands on it by presenting additiemglirical approaches. While Fisch and Gentile 4200
propose a similar research agenda, this is, tbekeof our knowledge, the first implementation.

The paper proceeds as follows: The next sectios set more clearly the implications for
enforcement rights of trust structures as compardkleir alternative, fiscal agency agreementsti@e8
describes the dataset and presents some descupditistics on sovereign bond issuing practice whic
supplement the earlier literature on collectivdaactlauses and trustees. Section 4 is dedicatedeto
empirical methodology and results. Section 5 cahestu

2 — Trustees versus Fiscal Agents

Governance Structure and Enforcement Rights

This section introduces the term 'governance stratto denote the way a sovereign debtor's reistio
with its creditors are organised. The governaneaettre of a bond can take three forms - trust deast
indenture, or fiscal agency agreement only - antbrdenes certain aspects of the communication
between debtor and bondholders, the representatibandholders, and the set of rights that bondirsid
enjoy, either individually or collectively, in dead) with the debtor country. We will show that tteee
governance structures provide a menu of choicedmrithe extremes of individual and collective axtio
the latter having important advantages both dudngrisis and in times of normal debt service. The
exposition will be brief since the differences beén trust structures and fiscal agency agreements h
been covered in depth elsewhere.

Most sovereign bonds are subject to a fiscal agagegement. When issuing the bond, the debtor
appoints a fiscal agent, typically a bank, to penfa set of largely administrative functions, intjmalar
to receive payments of interest and principal fittin debtor for distribution to the creditors, blg#oato
distribute and register the bonds themselves anelay information from the debtor country to the
bondholders. The fiscal agent serves solely theersand bears no obligation towards the bondhaqlders
except that all monies received from the debtorhele in trust for them. Importantly, under a fisca
agency agreement each bondholder retains thetagiuntractual remedies in the event of a defdiliis
includes the right to accelerate their claims urmatain conditions, such as a missed interest pagm
and to initiate legal proceedings against the delmosome cases, however, acceleration requinegea
by the holders of a certain proportion of the ppat

4In correspondence with the author, Michael ChalimhdExecutive Director of the Emerging Markets dess Association, said,
"My personal view is that market discipline andiuidual rights of action are important protectidonsinvestors."

5 See, for example, Horn (1972), Smart (1982), Gb¢dias3), Pergam (1985b,c), Herbert (1987), Buihiaed Gulati (2002),
Haseler (2008, 2009).



Instead of, or in addition to, the fiscal agent ibsuer may appoint a trustee to represent aridqbro
the interests of the bondhold&rEhe trustee will take over most enforcement povirens the individual
bondholders, the details depending on whetherrtrst is created under English law (trust deed) 8r U
law (trust indenture). The trust concept is nobggtsed or used in most other jurisdictions.

The English-style trust deed is a contract betwdsenissuer and the trustee which specifies the
extensive ways in which the trustee is obligedeive the interests of the bondholders. The trusése
both the power and the duty to monitor the debtoosipliance with the terms of the instrument, and t
take remedial measures in case the debtor faifseet its contractual obligations. The trustee maty a
either on its own initiative or when instructeddo so by the required proportion of bondholderse Th
right to accelerate the debt and to initiate lggakeedings against the debtor rests exclusively thie
trustee, rather than with the individual bondhaddeand the proceeds from litigation will be shared
among the bondholders on a pro rata basis. An &rcefies in the case where the trustee fails ke ta
action despite being prompted to do so by a cenpairtentage of bondholders. Only then will the
individual bondholders redeem the right to acceééeamd enforce their own claims as they would urader
fiscal agency agreement.

New York-style trust indentures generally follovetlrequirements of the US Trust Indenture Act of
1939, even though the act applies only to corpdoatels. The Act stipulates that “each bondholder ha
an unqualified right to bring an individual enfonoent action to recover her share of any amounts of
principal and interest not paid on their respective dates. Apart from this individual right to oger
overdue amounts, however, only the trustee hasritiieé to pursue other remedies, including the
important right to sue for accelerated amounts’cfieit and Gulati, 2002, pp. 15). Unlike the trdsed,
the trust indenture does not imply a sharing resmént. Thus, trust indentures constitute a middle
ground in terms of enforcement rights between #teemes of fiscal agency agreements and trust deeds

Despite the differences, trust structures of eitthescription share a set of advantages over fiscal
agency agreements. Herbert (1987) stresses theegfesibility of trustees in dealing with changin
circumstances. The trustee may consent to minargedsain the debt instrument and even waive breaches
of the contract terms, which might otherwise triggeceleration or legal action, as long as theésts of
the bondholders are not ‘materially prejudiced’rg@en (1985c) highlights the trustee’s ability tdl ga
meeting of bondholders, something which the fisgént cannot typically do. Not least in this sense,
trust structures complement collective action a@sugccording to Goodall (1983), an additional Hiéne
lies in the fact that all funds received by thestee from the debtor are held in trust for the hahders,
whereas funds held by a fiscal agent for the saimgase can be used to settle any debts of therissue

Arguably the greatest advantage, however, is tistde’s ability to restrain individual bondholder
action. And it is here where, according to Buchhaitd Karpinski (2006, p. 230), US-style trust
indentures fall dramatically short of their Englisbunterparts: “[I]f individual holders are free loing
their own lawsuits to recover their share of mispagments, then a Hobbesian state of nature isectea
among the bondholders.” Only a trust structure ating to the English pattern can completely elingna
the well-documented risk of a ‘race to the courf®uwhere bondholders use whatever individual
enforcement rights they possess to satisfy thaimd while the efficient approach to crisis resolut
clearly demands coordination both among the bomtdsl as well as with the debtor country. By
suppressing selfish and premature individual eefment of the bonds, trust deeds provide greater
protection both for investors, but also for theuess who will be spared a multiplicity of actions.

These benefits of bond enforcement through a wussgurally refer to a trustee who does not
hesitate to make use of the powers vested in hih,véhose powers are properly specified in the first
place. Buchheit and Gulati (2009) point out thedrty of bond drafters to dilute the standard o€ ca
that the trustee must exercise in representingbthredholders and the dire consequences for debt
enforcement.

6 See Horn (1972) and Herbert (1987) on the nomeanelaf, and interaction between, fiscal agent tmstee when both are
present in a sovereign bond issue.



The added services of a trustee naturally comecasf which is borne by the issuer. Yet, at “a few
thousand dollars a year” (Lee Buchheit) or “a basist or two” (Smart, 1982, p. 18), the difference
relative to a fiscal agent is rather moderate. Barowers who are most unlikely ever to defaulttlfzt
needs to be done is to distribute payments ofésteand principal, and that is achieved more clydaph
fiscal agent (Smart, 1982; Goodall, 1983). As sasrdefault becomes a real possibility, however,tmos
scholars would agree that a country is well advigedéssue new bonds under a trust structure, and in
particular one with collective enforcement rightdyo And in fact there are signs that market practi
may begin to move in that direction. Following tdvice of Lee Buchheit on behalf of Cleary Gottlieb
Steen & Hamilton LLP, “Grenada (in 2005) and Belf@e2007) have issued New York-law bonds under
US-style trust indentures that lodge all enforceinpenvers in the trustee, similar to an Englishttdeed.
This represents a significant convergence of Engliast deed and US trust indenture documentation
practices” (Buchheit, 2007, p. 2). The RepublicGaingo also issued bonds under a trust indenture but
with full collective enforcement rights in DecemI2007.

Deterrence

As noted before, it has been argued that bondisldetividual enforcement rights provide an essanti
check on the borrowers’ inherent ability to diséoue debt service as they see fit. An English-stylst
deed, by contrast, is the governance structure hwisiqperceived as being the least likely to produce
creditor litigation. The trustee may elect not &agt upon a breach of the bond contract, and devera
authors have in fact noted a certain tendencyrémtées to move against the debtor only when ablige
do so’ A trustee is also much easier for the debtor aguntdeal with in the case of default, making the
prospect of creditor reaction to default yet moeardable, as compared to individual creditor rights.
section four, this paper thus tests the hypoth@sissystematic relationship between governancetstre
and default. According to the hypothesis, trustaas,in particular those of the English variety aot as
effective as individual bondholder action in ddtegrdefault.

This deterrence view of enforcement rights is descepticism. It appears to rest on a set of fipeci
assumptions about the debtor’'s motives to defiliiséler, 2008). First, deterrence can play a nolg ib
the debtor has some discretion over the continnatfalebt service. If most defaults arise out afugee
distress, then there little scope for deterrengegt perhaps in the policies that lead up to ibtebs
Second, even if the debtor has a choice, the haxfacdeditor litigation is only one of many looming
costs of default, which also include loss of repataand consequently higher borrowing costs, rnegat
effects on economic growth, political or trade s&ms, and so on. Third, debtors often default @resal
classes of debt at once (Pergam, 1985a), whichdureduces the importance of the threat of leciaba
from one particular class of creditors.

Moreover, assuming for the sake of the argumentthigaprospect of bondholder action does tend to
deter defaults, it is by no means clear that ammegif individual enforcement rights will give risemore
of such action. Given returns to scale and extiieslin litigation, it may well be that a trustesl|
initiate legal proceedings when no individual booldler would. This is because for smaller claims the
costs of going to court will outweigh the potentiglins and because the costs of legal action uader
fiscal agency agreement are purely private whetleadenefits in terms of disciplining the debtoe ar
partly public in naturé. Evidently, theoretical considerations on the detare effect of individual
enforcement rights are inconclusive, which is wheytarn to empirical data in the next two sections.

" As Michael Chamberlin said in correspondence \tiga author: “Trustees are notable for their caytmtasional incompe-
tence and being subject to institutional constgaiimeed indemnities, may have conflicts of inteasbe subject to political
suasion) that make them less effective as litigdmas individual holders.” See also Goodall (19832): “[llnvestors often
complain that trustees do not act positively endu@uchheit and Gulati (2009) document the case dbovinely passive
trustee” who failed to safeguard creditor right&guador’s recent default in 2008.

8 Buchheit and Gulati (2009) provide an account@idtior's said default, which was clearly not of disress type.

® These arguments are developed more fully in HAE2098).



3 — Data

Sources

The basis of this study is the universe of intéomatf° sovereign bonds whose information was available
for download from the Bloombethdatabase on MarcH'52009, including matured and recalled bonds.
In contrast to most of the existing literature, ttaa is not restricted to emerging market econgniibe
advantage of including the whole range of credings is - besides the greater sample size - et t
resulting increase in variation in some of the afalieés will produce better estimates.

Figure 1 shows the rating composition of a typisaiple used in the regressions below. While,
relative to earlier studig€dthe rating range is extended on the left by abaetthird, less than 15% of the
bonds in the sample fall in that part of the speautr

Number of Bonds
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40
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10

0 - Rating
AAA AA+ AA AA- A+ A A- BBB+BBB BBB- BB+ BB BB- B+ B B- CCC+

Figure 1: Rating composition of a typical sample

The download encompasses a total of 3941 bondsiskosvever, depending on the subject of analysis,
only a few hundred bonds feature all the requirefbrimation. The download information was
supplemented with details from the prospectuseeravavailable, in order to increase the samplefsize
bonds with rare characteristics, in particular ditéd bonds that were issued under trust deedanpke

of the data comprising 20 bonds was checked fouracy with respect to governance structure by
comparing the downloaded information with the pextpses. No deviations were found. Issue sizes were
converted into dollar amounts using exchange fab@s www.oanda.com. Relying primarily on Standard
and Poor’s figures, ratings were converted to aarigal scale, where a high value corresponds tb hig
default risk. Blanks were filled with the help ofdddy’s ratings or on the basis of the fact thabalhd
issues by a particular country almost always rectie same rating.

10 Bloomberg's definition of “international” refers the bonds that are issued on non-domestic mafketshe purpose of this
study and throughout the literature, “internatidrmakans that the bonds are governed by laws otigr those of the issuing
country. Adjustments were made to account for ifferénce in definitions.

11 Besides Bondware, Bloomberg is the standard safrt®nd information in the literature. Becker &(2001) and Gugiatti
and Richards (2003) obtain details such as govegitaiw and ratings from Bloomberg. All data is aable upon request.

12 For example, Becker et al (2001) use only bonuis frountries rated A1/A+ or below.
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Before turning to the analysis proper, some deteestatistics will be derived from this sample to
expand on the figures that are available in théiezditerature on governance structure and cdaliect

action clauses, respectively.

Governance Structure

The literature contains fairly detailed figurestbe use of collective action clauses both over tjemg.,
Bradley et al, 2008) and across jurisdictions (INB0P3). Comparable figures on governance structure
are, however, difficult to find. Any informationgrided is usually of a rather vague nature, suctrast
structures are common under English law”. The data®llected for this study provides a good
opportunity to close that gap. It must be notedugh, that the statistics below cover only abo@t 4§

all bond issues during the respective period dutheolimited availability of information, in partitar
with respect to governance structure and goveriawwg
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Figure 2: Number of bond issues per quarter witd arthout trustees

Figure 2 shows the number of bond issues per quarter the last eight years and the associated
governance structures. “no_T" refers to bonds teate issued under fiscal agency agreements only;
“T_NY” means trustee and New York governing law;_ B means English-style trust deed; “T_?"
means trust structure but unknown governing lawo Things should be noted at this point. First,
throughout the analysis, a bond that is labellethagng a trust structure may or may not also have
fiscal agent. It is the presence of a trustee,erathan the fiscal agent, that determines the eabfir
enforcement rights. Second, a number of bondssiegllas T_E even though they are in fact govebyed
the laws of New York. This applies to two bondsiess by each of Belize and the Congo, and threeshond
issued by Grenada, all of which concentrate enfoerd rights in the trustee to the same extent e th
would under English law, as mentioned in section.tv

The chart shows that in all but three quartersntlagority of bond issues feature no trustee. Among
those that do have collective representation, tnggntures are far more common than trust dedus. T
is not to say that issuers dislike the strongesivarof collective enforcement rights in trust deetmay

13If the markets care about such subtle differericamntract terms, they will be aware of them, gitke coverage in trade
publications (Buchheit, 2007). The impact of tléscoding on the subsequent regressions is, howesgligible because at most
two of such bonds carry sufficient information ®ibcluded in any given regression.
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simply reflect the fact that New York is the mopplar choice for governing law. In fact, the prdjmm

of bonds that is issued under a trust structumguitge similar in the two jurisdictions: 24% in Eagt
versus 28% in New York This finding is at odds with an impression thasdsnetimes conveyed in the
literature, according to which trustees are morpuper in England than in the US where there is a
stronger emphasis on individualism.

Trustees were not used in any other jurisdictionhis dataset, except for one notable exception:
Morgan Stanley Bank AG acted as trustee for a Zilgiyominated bond that was issued under German
law by the Federal Republic of Austria on Juné& 11997, even though trust structures are generally
thought not to be recognised by civil law jurisiios’®

80
60

\ [—o —e— by volume
40

V —&— by number

of issues
20 A
d
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2001-3 |
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2002-3 ¢
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2007-1
2008-1

2008-3 _

Figure 3. Percentage of bors that were issued under a trust struc

Figure 3 more clearly shows the development oftéusisage (under either governing law) over time.
The breakup by volume and by number of issuesn®gt identical because bonds with and without
trustees differ in issue size by no more than 5%werage. The graph suggests a slight upward trend.
However, variability over time remains high. Thtise data are in accordance with Buchheit's (2007,
p. 2) statement that there “has been a noticedlftet@ward the use of trust structures in sovardignd
issuances over the last few years.” Alas, trusteilesin far from becoming the market standard.

The data also allow us to probe the question aghet kinds of countries issue under trustees. The
previous section offered some thoughts on costdandfits of trust structures in relation to defaigk,
and suggested that trustees are particularly duleisar low-rated borrowers. The data in fact confthe
theoretical considerations.

Table 1 shows summary statistics for all bonds whg@vernance structure (trustee / no trustee) is
known. Standard & Poor’s ratings were convertechdumerical values, where large numbers refer to
higher default risk. Bonds with trustees are asgediwith a higher default risk than those withdute
difference in sample means is significant at steshdanfidence levels.

14 This refers to all bonds issued between 2000 &08 Svhose governance structure could be ascertained
15 See, for example, Liu (2002) or Group of Ten (20@Zcording to Horn (1972), trustees do exist ur@erman law, but their
functions are much more limited than under EngtishNew York law.
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no Trustee | Trustee
No. of Bonds| 298 59
Mean Rating | 9.81 11
Variance 13.69 12.45
t-test statistic 2.348

Table = Average rating of bonds issued with and withoustize

Statistical association of course has nothing yoedeut causation and in particular about the doef
causation. As with collective action clauses orggaing law (Becker et al, 2001), there is no intiara
that rating agencies consider the presence ofsa sttucture as a risk factor in a bond. Thushéfré is
causation, it must run from a country’s credit dyab its choice of governance structure.

Collective Action Clauses

Though collective action clauses are not the pynsabject of this article, the present dataset iges/a
valuable opportunity to check some of the stylifseds that appear to be widely accepted in theslitee.
Two bond characteristics are of interest here,anseon-use of CACs (as reported by Bloomberg), and
governing law. These two pieces of information available for a sample of 483 bonds, with issuing
dates going back to 1983. The split in terms ofeggoing law is 1:7:9:137:329 bonds under French,
Japanese, German, English, and New York law, réispbc Relative to figures reported elsewhere, the
absence of Luxembourg law is notable, as is th&eaapredominance of New York law. Unsurprisingly,
none of the small number of German law bonds feaBACs.

According to the stylised facts, both English aadahese bonds contain CACs, while bonds that are
governed by the laws of New York did not contain@Aprior to 2003. These statements are sometimes
modified through the use of words such as “traddlty”, “usually” or “typically”, or through refenece
to “the market standard®. The first half of the empirical literature on CACselied on these “facts”
almost unquestioningly, inasmuch as governing las used as a proxy for the presence of CACs, whose
actual use or non-use was much more difficult tegain. The present data indicate that this reGamas
unwarranted, and even more so than has been pratédusly:®

First, none — rather than all — of the Japanese Bamds in the sample contain CACs. This
observation is diametrically opposed to common aisdEven though at seven, the number of bonds is
very small, and even though we have informationoaly about 10% of all bonds in the dataset, the
complete absence of CACs in these few bonds craateast some discomfort with the view that “alt”
“most” Japanese law bonds contain CACs.

Second, the use of CACs is the standard under $indgdiw to a far lesser extent than many
publications would have the reader believe. Figureelow shows that in most years since 2000, the
majority of English law bonds did not contain thauses. In fact, only about 28% of all bonds onclvhi
information is available allow for collective aatioThis is nowhere near “the market standard”. And
since the number of bonds which this observatiohaised on is much larger than with respect to the
Japanese law bonds, it is possible to say with smmédence that the common perception about igsuin
practice under English law needs to be revised.

16 Virtually all publications on collective actionatlses contain global statements such as thesexéonple Liu (2002), IMF
(2002, 2003), and Gugiatti and Richards (2003).

1 This includes the papers by Tsatsaronis (1998hefigreen and Mody (2000), and Becker, RichardsTaaicharoen (2001).
18 Gugiatti and Richards (2004) and Haseler (2008)ar& that the correlation between governing law GACs is less than
perfect.
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Third and last, collective action clauses were nweyalent under New York law before 2003 than
is commonly thought. Several authors have alreadyichented that Mexico’s issue in March of that year
was not the first to make use of the clauses ihjthiésdiction. Liu (2002, p. 7) mentions “at leaste
case” of majority restructuring provisions undervN¥ork law. Gugiatti and Richards (2004, p. 6)
identify “five emerging market sovereign issuersilgaria, Egypt, Kazakhstan, Lebanon and Qatar] that
have issued bonds into the international markeeumew York governing law but which nonetheless
include CACs.” The authors estimate the total faaie of such bonds to be around $11.9 billion.
Finally, Gelpern and Gulati (2008, p. 5) mentiondmples of CACs in New York law paper going back
to 1983" but unfortunately do not provide any clasgo the identity of these securities.
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Figure 4 Number of bonds issued by governing law and preseh€AC

The Bloomberg data reveal a picture that is evererstrongly at odds with the stylised facts. Asvahmo

in figure 4, already in 2001 more than half ofislues under New York law contained CACs. In t@al,
countries issued 67 bonds with CACs despite beovggned by New York law before March 2003. The
overall issue size amounts to more than $95bn hkt ¢iimes the amount found by Gugiatti and Richards
(2004). Such issues have occurred regularly fro86l¢hwards, but also before: Italy in 1993 and New
Zealand in 1986. The difference to the existingréiture cannot be explained solely by the fact tthiat
sample includes issues by all countries, rathen timerely emerging markets, because these figures
include only five bonds by two non-emerging maitikstiers, totalling a mere $8bn in face value.

The implications of these findings are twofold.sHy, general statements about the use of CACs in
certain jurisdictions are hardly tenable. Secongf, more weight should be given to the criticishthe
early empirical literature on CACs (1999 to 2004hich equated governing law with the use or non-use
of CACs. Given the above evidence on ‘irregulasitiender Japanese, English, and New York law, it
seems likely that those early studies misclassifiente than 20%, but perhaps up to one third, of all
bonds in their samples. In light of the often shakgfficient estimates, coding errors of such miagie
can tip the results either way in an unpredictatdener.
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4 — Methodology and Results

This section presents two alternative approachesgessing any potential deterrence effect of ichaal
enforcement rights. First, we extend the methodolafgthe literature on collective action clauseddst
for secondary market spread differentials betwesrdb issued under trust structures versus fisai@g
agreements. Subsequently, we depart from previegsarch by testing directly for an effect of
governance structure on the incidence of defaults.

Spread Differentials

There was at the beginning of the millennium a om@rsy as to whether the presence of collective
action clauses in a sovereign bond is associatéd higher spreads, i.e. higher borrowing costst If
were, it would be very difficult to persuade sowgns to include the clauses in new bond issug¢eok a
sizable body of research to convince the marketyedsas academia and the public sector, that Céd®s
not give rise to higher spreatisSuch evidence does not yet exist with respecowemance structure. To
show whether the appointment of a trustee increhse®wing costs may help the reform efforts to
increase the use of collective enforcement strastur

Spread differentials are also a good approximatfoour true variable of interest, default risk. \I¢hi
spreads also reflect other factors, such as liguatid exchange rate risks, default risk is bytti@ most
important component. A more direct test of defagk follows towards the end of the section.

We proceed as follows. The dependent variable stisf the difference in basis points between a
bond’s yield-to-maturity and the yield on a matchitsk-free bond of the same currency and comparabl
maturity. Logs are taken in accordance with stashg@i@actice in the literature. The independent \dem
of interest relate to governance structure. Thesgaree of a trustee under English and US law,
respectively, is assigned a dummy variable eadtafi agency agreements constitute the omitted
category. The dummies are constructed from thermdtion that is available in the Bloomberg database
the governing law of a bond and the name of thseterior fiscal agent. Bonds that were reported as
having a trustee were coded as such, regardleskeather or not a fiscal agent was also mentionad, f
the reasons given above. In parts of the analysesdistinction between English and US-style treigse
dropped to preserve a sufficiently large numbdrarfds with a given set of characteristics.

The trustee dummies were added to the regressipnooice a baseline model with a reasonably
good fit was found so as to resist the temptatibmadiling controls according to their effect on the
coefficients of interest. When control variables added, the availability of information limits tkample
size to around 300 observations. Again as befamesobservations were adjusted to reflect the full
collective enforcement rights in a number of Buéhhdvised New York law bonds, i.e. they were coded
as being governed by an English trust deed. ThalipedAustrian law bond mentioned previously was
omitted, as were a few bonds with negative spreads.

As for the control variables, credit rating hasféythe greatest explanatory power. Further caositrol
which were used in some but not all specificatimctude the bid-ask-spread as a proxy of liquidityal
duration, remaining time to maturity, dollar amownitstanding, and sets of dummies for the market of
issue, maturity type, the presence of options, tmed use of collective action clauses. Finally, this
particular dataset necessitates an additional duremgble, which we term MINOR_CURRENCY. A
few bonds are issued in currencies whose home Gesiatre associated with considerable default hisk.
those cases, Bloomberg’'s measure of spreads tartdit it does not reflect the risk of that par@cu
bond but rather the difference to some other rigkget. For example, a bond issued by the Federal
Republic of Austria in Turkish lira is much leskdly to be in default than the benchmark bond ley th

9 The most important contributions to that literatare discussed in Haseler (2009).
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Turkish government, which results in a spread tisatbiased downwards. The dummy variable
MINOR_CURRENCY captures this handful of cadeés.

Baseline regressions

The first set of regressions is done in simple liogar ordinary least squares, without regard tp an
potential issues of endogeneity. Except for thessiohs mentioned above, the sample includes atldon
that feature the required information and that weatin default at the time of downlo&dThe resulting

sample size is 355 bonds.

Dependent Variable: LOG(SPREA
Model 1 Model 2 Model : Model 4
4.375%** 4.365*** 4.365%** 4 .357***
CONSTANT (0.125) (0.129) (0.125) (0.165)
0.222** 0.212** 0.199** 0.186**
BID_ASK_SPREAD | (4 071) (0.071) (0.073) (0.076)
0.237*** 0.236*** 0.238*** 0.232%**
RATING (0.028) (0.028) (0.028) (0.036)
-0.005*** -0.005*** -0.005*** -0.004**
N
RATING"2 (0.001) (0.001) (0.001) (0.002)
-3.059*** -3.069*** -3.077** -3.085***
MINOR_CURRENCY | 5 507) (0.206) (0.207) (0.206)
-0.248*** -0.245%* -0.242%** -0.189***
GLOBAL (0.056) (0.056) (0.056) (0.062)
CALL 0.223*** 0.21: 0.19¢ 0.25*
(0.138) (0.138) (0.139) (0.149)
REPO -0.11* -0.101"° -0.101° -0.151*
(0.061) (0.061) (0.061) (0.067)
0.118* 0.16**
TRUSTEE (0.069) (0.073)
0.2¢
TRUSTEE_ENGLISH (0.157)
TRUSTEE_NEW_YORK 0.09¢
- - (0.074)
-0.09:2
CACS (0.063)
Observation 35k 35k 35k 30¢€
adj. R 0.67¢ 0.67¢ 0.67¢ 0.68¢
10%-level (*), 5%-level (**) and 1%-level (***) level of significance, tw-tailed test
Heteroskedasticity-consistent standard errors iarheses.

Table 2 Baseline OLS regressions for sprei

Table 2 summarises the results of some baselimessigns for spreads. Model 1 includes all control
variables whose coefficients are statistically gigant at standard confidence levels. GLOBAL, CALL

20 Becker et al (2001) omit such ‘exotic’ bonds frtme sample. It is probably best to include therfoag as their particularities
can be reasonably well modelled.

21 The spread on a bond in default, tautologicalbesinot reflect default risk. Such bonds are tloeeeéxcluded from this part
of the analysis.
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and REPO are dummy variables for bonds that wenéeted globally, have call options attached to
them, or have been partly redeemed by the isseectively. The model is able to explain almosp&0
cent of the variation in spreads. The coefficiearts fairly robust to the inclusion of additionalntmls
and to specification changes. Model 2 then intredua dummy variable for the presence of a trustee
under either governing law. While the incumbentfficient estimates are hardly affected, it appehet
bonds with trustees carry somewhat higher sprdaasthose with fiscal agency agreements only, thoug
the difference is barely significant. The pointirastte would suggest that bonds which are subjetrtitt
arrangements trade at an eleven per cent spreaduone For a country with an average credit ratikg |
Brazil, this would imply a spread premium for bomdth trustees of 10 to 15 basis points. Howeveg, t
results cannot be relied upon given the large stahdrror. Through the inclusion of a dummy vagabl
for governing laws under which trustees may be ealy English and New York law in this sample), it
can be shown that the trustee effect is not simftiybutable to governing law since the coefficient
that dummy is insignificant whereas the coefficienttrustees remains largely unchanged.

In model 3, a distinction is made between trustewker English versus New York law. Again, none
of the other variables are materially affected, aetéther of the trustee coefficients is anywherarne
statistical significance. Interestingly though, tlesults suggest that the spread premium is ldiaer
English law trustees than for their American cotpaes. This is what one would expect if it wenaetr
that trust structures entail a higher default figkcause of the reduced threat of disciplining dttign.
According to that view, American trust indentures the lesser of two evils.

Finally, in model 4 a further dummy variable foretlpresence of collective action clauses is
introduced. Due to the limited availability of imfoation, the sample is now restricted to 308 bokden
in this subsample, the coefficients on the contretsain virtually the same, which speaks once rfmre
the robustness of this set of regressions. Thdficieet on collective action clauses is negativé the
standard error is too large to rely on the estimatéch would suggest a reduction of spreads by tlesn
10 basis points. The coefficient on trustees (tifezidescription), however, turns significant a 8%6-
level in this specification.

As a final exercise with this set of regressiohe, dependent variable was modified somewhat so as
to make it more amenable to the default risk imetggion which was originally intended. If, besides
default risk, spreads reflect liquidity and a numbgother less important factors, then strippingm of
the liquidity component will give greater weight tiefault risk in the variable that results fromsthi
transformation. In practical terms, spreads wemgressed on the bid-ask-spread as the commonly
accepted proxy for liquidity, raised to the firsgcond and third power. The residuals from thisliaumy
regression then become the new dependent variableplace the log of spreads in the baseline
regressions. At least with respect to the trusteefficients, the results are almost identical tosth
obtained previously and are therefore not reported.

Sample selectivity

Due to missing information, in most of the regreasithroughout this study the sample size amoonts t
less than 10% of the bonds that were downloaded;hwmimay in term constitute but a sample of the
universe of international sovereign bonds. Therhis a possibility that the estimated relationstape
not representative of the wider population of bomisther words, they could be biased.

The unavailability of information, and thus theesgion of the samples, is presumably non-random.
Yet, such non-randomness by itself need not caiazse Bhere would have to be some factor, call it X,
that is on the one hand correlated with the aviithalof information and, on the other hand, withet
relationships under investigation, i.e. with théeef of governance structure on default risk. X {glou
have to exhibit both of these properties to creafmtential for bias. The former of these is ndtilga
tested; the latter, by contrast, is. We simply smdhe baseline regressions interaction terms gl
governance structure and all plausible candidadesxfto check whether the impact of governance
structure changes as X varies. The availabilitynfifrmation might conceivably be correlated witkimg,
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issue size, global issues, private placementsuatidn. The results indicate that none of thes@abkes
interact significantly with governance structureadth the presence of collective action clauses.

This is the econometric approach to addressingtbéty concerns; however, there is also a prattica
approach. Conversations with Bloomberg staff reagkaghat the availability of information depends
primarily on whether Bloomberg is in possessiothef bond documentation, in particular the prospectu
This in turn depends on circumstances which aeglyttinrelated to the moral hazard effects of cle
enforcement. On practical as well as on empiricalugds, we may therefore conclude with some
confidence that the danger of sample selectionibigsite limited.

Fixed effects regressions

So far, the econometric sophistication of the asialys at the level of Tsatsaronis (1999), thet firs
systematic empirical study on collective actionuskes. Eichengreen and Mody (2000) then drew
attention to the issue of endogeneity, which tlwreetvery subsequent study had to address in s@aye w
or other. The authors fail to explain the problenany detail, but the reasoning goes along thewiatig
lines: The presence of collective action claussgraxied by the choice of governing law, is endmges

to the model because issuers plausibly make a iousschoice regarding the clauses, based on their o
creditworthiness. Consequently, there is the p@tefdr two-way causation between spreads and the
variable of interest. The very same consideratap@y to the present analysis, given the good reaso
for issuers to choose the governance structura@iogoto their credit rating, as discussed above.

Eichengreen and Mody's response to endogeneityernacis to run an instrumental variables
approach. In a first step, the choice of governeg is modelled, and the predicted values of that
regression are then plugged into the spread equiaistead of the true values. This approach wasilyea
criticised by Becker et al (2001) on several graurithe authors argue that endogeneity is not eraiis
a problem and is therefore perhaps best left udcufrany correction for endogeneity is to be maten
the instrumental variables approach is not the bbsice because it tends to inflate the parameter
estimates. Becker et al instead favour fixed effestimation.

The idea behind this solution is to introduce fixdficts at the country level by assigning a dummy
variable to each (but one) issuer. Thus, any inftes on spreads that are specific to the issudnedde
constant so that the focus can be placed on spiiffatkntials between bonds with and without a aert
trait for a given set of issuer characteristicxeHi effects is also the preferred method in outyaiga
because the instrumental variables approach if/éogerms of data requirements and yet crudeamée
very good instrument can be found. Fixed effectglies excluding countries that have persistentyés
either with or without trustees. In the presentidat, we are then left with 22 countries with altof 236
bonds. A distinction between trustees under Englisth New York law can no longer be made as the
number of relevant bonds is too small (9 and 44dbprespectively). Table 3 below shows the results.
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Dependent Variable: LOG(SPREAD)

Model 1 Model 2 Model 3
CONSTANT 7.96%* (0.21) 7.999%** (0.204) 8.039*** (0.209)
MINOR_CURRENCY -0.995** (0.471)| -1.001** (0.48)] Q07* (0.475)
MINOR_CURRENCY* - - -
BID_AS_K_SPREAD -0.76 (0.287) | -0.744 (0.286)| -0.77 (0.29)
GLOBAL 0.094* (0.049) | 0.1* (0.049) 0.219*** (0.043)
SINKABLE -0.288**  (0.1) -0.279*** (0.1) -0.295%** 0.127)
DURATION -0.019** (0.008) | -0.02** (0.008) -0.026*** (0.01)
TIME_TO_MATURITY 0.025*** (0.008) | 0.026*** (0.008)| 0.032*** (0.01)
TRUSTEE -0.067 (0.048) 0.002 (0.043
CACS -0.104** (0.047)
Obs. 236 236 204
Adj. R"2 0.88 0.881 0.886
10%-level (*), 5%-level (**) and 1%-level (***) legl of significance, two-tailed test. Heteroskedatsti
consistent standard errors in parentheses. 21 ryoduninmies are not reported.

Table & Fixed effects igression

The 21 country dummy variables are all stronghyn#igant, individually as well as jointly, but aret
reported here. A regression on the dummies aloablésto explain more than 76% of the variatiothim
log of spreads. Model 1 adds a number of contrahisées to yield a very high adjusted & 0.88. The
set of controls differs somewhat from the baselegressions. The duration of a bond, time to migturi
and a dummy for sinkable bonds now add signifigaiatithe explanatory power of the model. The rating
variable is no longer useful because bonds fromengcountry almost always carry the same rating.
Trustees are introduced in model 2. As opposelddaseline regressions, the coefficient is negativ
though far from significant. When collective actidauses are introduced as a further control virisb
model 3, the trustee dummy coefficient becomesstimdjuishable from zero. CACs are estimated to have
a significant negative impact on spreads (aroumdbi@sis points for a country like Brazil), and the
coefficient is similar in size to the estimate with fixed effects. Again as a final exercise, tepehdent
variable was stripped of any influence of liquidins proxied by bid-ask-spreads to move the
interpretation of the spreads away from borrowirggts and towards default risk. As before, this
transformation has hardly any impact on the esésand the results are therefore not reported.

Incidence of Default

Above we have noted the limits of interpreting sprélifferentials for the purpose of this study. Aah
more intuitively appealing way of testing for a eleence effect of individual enforcement rightsas
check whether thdikelihood of a bond being in defaullepends on its governance strucfdre.
Surprisingly enough, this simple approach was neged in the parallel literature on collective ati
clauses even though that literature sought to angsrg similar questions.

22 Thanks to Daniel Rubinfeld for suggestion this ragph. Strictly speaking, though, the probabilifybeing in default at the
time of download is again only an approximatiorttaf probability of default, or in other words, dfifbg in default at any point
during the bond’s life. The two concepts are edeiviaonly if thetime spent in defaulloes not differ systematically across
different groups of bonds. But since the probabitt default and the time spent in default are Bb#ds’, the distinction is not
that crucial from a policy perspective.
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At the simplest level, we may check for an assmmiabetween the two dichotomous variables -
governance structure and default - by countingnilmaber of bonds in each of the four categories and
applying a chi-squared test. The sample for thit gfathe analysis comprises 554 bond issues,ishatl
those whose governance structure is known anchthag not matured yet. 17 bonds were listed as being
in default, of which six were governed by a trusticture and eleven by a fiscal agency agreement. O
the 537 bonds that were not in default, 95 featar¢istee while the remaining bonds did not. Eest
governed bonds are evidently overrepresented antoegbonds in default. A chi-squared test for
independence yields a test statistic of 3.425. Wéredne believes default status and trustee stathe
independently distributed of each other therefagetds on the choice of confidence level: 5% vs.10%

Such bivariate analysis is simplistic in that th#uence of other factors is not controlled forolit
regression of a dummy for default status on afsedmtrols will produce more informative results.

Dependent Variable: DEFAULT

Model 1 Model 2 Model 3
CONSTANT -2.734** (0.324) | -2.794** (0.343) | -4.44% (0.742)
DURATION 0.014** (0.007) | 0.015** (0.007) | 0.075*** (.019)
GLOBAL 0.799**  (0.309) | 0.788** (0.316) | 1.107* (08®)
PRIVATE 0.731** (0.327) | 0.689** (0.323)| 0.6 (0.536)
SINKABLE 0.53* (0.283) | 0.475 (0.301)| 1.164** (0.7}
TRUSTEE 0.285 (0.258) | 0.851** (0.427)
CACS -1.002**  (0.381)
Obs. 554 554 405
McFadden R"2 0.104 0.112 0.371
10%-level (*), 5%-level (**) and 1%-level (***) legl of significance, two-tailed test.

Table 4: Probit regressiol

The relatively small number of defaulted bonds nsetirat a number of promising control variables
cannot be used because they exhibit insufficienatian across the default and non-default categotin
consequence, the probit regressions, as summanigetle 4, do not fit the data particularly wellso,
fixed effects estimation is not an option as owlyrfcountries have bonds outstanding that are dnoa

of default, respectively. This is regrettable beeathis particular set of results offers the mastad
interpretation along the lines of the research tijpies

Model 1 once more includes all control variableséh coefficients are significant. The inclusion of
the dummy for trust structures in model 2 shows thech bonds are somewhat more likely to be in
default, but the standard error is almost as gretiite coefficient itself. A distinction betweendtish and
New York style trustees is again not viable becafgbe small number of relevant cases. Model 3add
the dummy for collective action clauses, with sdmpact on the regression output. The CACs dummy
adds substantial explanatory power so that the mgsxd of fit increases to respectable levels. The
coefficients on the existing variables also chamggceably. Remarkably, the trustee dummy coefficie
is now significant at the five percent level, whimtnfirms that bonds with collective enforcemenpear
more likely to be in default. The presence of aillee action clauses, by contrast, significantlguees
default risk, as evidenced by the strong negateafficient.

Thus despite the comparatively poor fit of thetfirgo models, the probit regressions actually deliv
the strongest results on the variables of intefids. last result is a particularly interesting dmeause it
suggests that collective action clauses are aclgatieir goal. Not even the most enthusiastic stpm
of the clauses would claim that their inclusionbiond contracts might result in fewer defaults — the
discussion much rather centred on the questionheheatefaults wouldncreasedue to CACs. Instead,
CACs promised to enable smoother and speediemctstings, i.e. to reduce the time a bond would
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spend in default. For a given default rate, thébpbdlity of being in default at any given momenosld
therefore be lower — which is what we see in tha.da

Limitations

It has been mentioned repeatedly that all of thgression results obtained are fairly robust to
specification changes, such as the inclusion dah&urvariables. This is true for the control valéshto a
much greater extent than for the variables of @gerand in particular the trustee dummies. Theomeés,

as also mentioned, the small number of bonds witste¢es, despite the respectable overall sampe-siz
the sample of the Probit model with governancecttine and CACs (model 3) includes only ten bonds in
default. As a result, the coefficients on the sestlummies in the various models are not very itaious
even minor manipulations of the data. Re-coding @nvo of the bonds with the largest residualsnfro
‘trustee’ to ‘non-trustee’ or vice versa, or fronefault’ to ‘non-default’ will almost always cautgge
jumps in the coefficients, and often reverse sigueh ‘re-coding’ could easily arise unintentiopalue

to errors in the Bloomberg data or misinterpretatif those data. Furthermore, if the full set of
information happened to be available for a differeample of bonds, different outcomes might be
obtained even though, as we have argued, there systematic bias. All of this is reason to tredathw
caution when interpreting the regression results.

5 - Conclusion

According to an expert on market opinion, the bigneind moral hazard effects of collective enforeatn
are currently “not near the top of anyone’s mifit'We suggest that they should be. Collective
enforcement’s twin topic, collective action clauskeas received much attention in academic andypolic
circles during the early 2000s. Here, the argumeag made that progress on implementing the clauses
was possible only once a sufficient body of emplrievidence had helped overcome concerns about
increased moral hazard.

Such evidence was so far completely lacking wispeet to trustee usage. This paper is the first to
test empirically in a cross-section setting whethdividual enforcement rights, as normally fountiar
a fiscal agency agreement, indeed provide a bdétarrent against default than the threat of ctillec
enforcement through a trustee. We began by chedkingn influence of trustee usage on bond spreads,
which may be interpreted as default risk (fromitheestors' perspective) or as borrowing costs (ftben
debtors’). The results indicate a slight but diatiBy insignificant spread premium for bonds with
collective enforcement. With the exception of ometigular specification, this also holds true whieed
effects are introduced as a remedy for potentidbganeity.

Interpreting the results becomes much more intlifiappealing when we switch to probit analysis.
The probability of being in default is slightly tigr for bonds with trustees, and significantly savhat
is arguably the best specification. Thus, reasglyijrthe two different empirical approaches produce
broadly comparable results. Incidentally, this gtyields an interesting by-product to supplemeet th
earlier literature on CACs: While the effects afdiee usage are generally not very strong, thepcesof
the clauses reduces spreads and the probabilitging in default, respectively, in all specificaiso

The empirical analysis makes no claim to perfectiime limitations have been noted, in particular
with respect to incomplete data and the relatighall number of bonds with pertinent charactergstic
Firmer conclusions would require a richer data asttmay be available from Bondware, as well as more
robust econometric techniques, for example in dgakith potential endogeneity or missing informatio
The questions addressed here deserve the sametarnbtesources and expertise as were devotea to th

2 Michael Chamberlin in correspondence with the auth
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issue of collective action clauses - because wgstee an equally important component of a better
international financial architecture. What we cary, shough, is that if there were any systematid an
pronounced relationship between issuing structackBrrowers’ incentives to default, this explorgto
investigation would have detected it. Further reseanay be expected to confirm the innocuousness of
trust structures as regards moral hazard.

This paper has focused on issues that are sirildret ones pursued in Haseler (2008) and therefore
the policy implications are also similar: If onelibees in the benefits of trust structures, anarie
further believes the costs of trust arrangementsrims of moral hazard to be small, which this pdyaes
begun to indicate, then all necessary steps stmmitdken to establish the appointment of a trustethe
market standard, at least for medium to low rateddwers. External pressure may be needed to
overcome contract stickiness and prejudice in theket. Whatever mix of public sector encouragement,
scholarly opinion, etc. worked for the proliferatiof collective action clauses should be applied on
more time. The New York Stock Exchange could follthe example of London in making the
appointment of a trustee a requirement for listing.

At the same time as increasing the frequency oftlusegh, there is a need to improve the drafting
quality of trust deeds and indentures. The trustdaties must be specified in such a way as torerntsu
active role in safeguarding the bondholders’ irdereand to prevent events such as the recent ones i
Ecuador from reoccurring.
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