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ABSTRACT

This article revisits a recent shift in standard form
soverei gn bond contracts to pronote collective action anbng
creditors. Major press outlets welconed the shift as a
mlestone in fighting financial crises that threatened the
gl obal econony. Oficials said it was a triunph of market
forces. We turned to it for insights into contract change and
crisis managenent. This article is based on our work in the
soverei gn debt conmunity, including over 100 interviews with
i nvestors, |awers, econom sts, and governnent officials.
Despite the publicity surrounding contract reform in private
few participants described the substantive change as an
ef fective response to financial crises; many said it was
sinmply uninportant. They explained their own participation in
the shift as a m x of synbolic gesture and political maneuver,
desi gned to achi eve goals apart from solving the techni cal
probl ens for which the new contract terns offered a fi x.
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| . | NTRODUCTI ON

In June 1997 a devel oping country defied convention. It
i ssued New York | aw bonds that let 75 percent of the bondhol ders
change key financial terms.® Until then, standard form New York
| aw contracts required unani nous consent. But no one seened to
notice the innovation, and just about no one followed suit.

I n February 2003 anot her devel oping country issued New York
| aw bonds with a 75 percent anendnent threshold.? This tinme, the
worl d of international finance erupted in applause and
criticism Mjor press outlets, finance mnisters, and senior
executives publicly pondered the shift.® Qher countries adopted
simlar provisions under the rubric of “Collective Action
Cl auses” or “CACs.” Academ c study of sovereign debt contracts
took on new i nportance. This article is part of an effort to
under st and what happened and what it neans.

St andard—er “boil erplate”—terns in conplex financia
contracts rarely change.* The preval ent theoretical explanation
of boilerplate attributes its existence to |earning and network
effects and associated “sw tching costs.”® This body of theory
suggests that market participants attach value to contract terns
ei t her because they have been used in the past and are well
known (learning effects), or are widely used now and/or are

expected to be widely used in the future (network effects).® As a
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result, firms mght adopt terns that are suboptimal on their own
nmerits just because they are well understood or w dely used.

Swi tching may be costly for a single firmbecause it takes tine
and effort to produce a new termthat works and to educate the
target audi ence about its neaning. There is no guarantee that

i nvestors, analysts, and judges will interpret a newtermin a
way that is favorable to its original proponent or, as the
exanpl e in our opening paragraphs illustrates, that others wll
adopt the termin the foreseeable future.

Boi |l erpl ate change is poorly understood because it happens
so rarely, so slowy, and so quietly. Contract terns are not
normal |y featured on the editorial pages of The Wall Street
Journal, The Economi st, or The Financial Tinmes, let alone in
academ c articles in the fields of |law, econom cs, or political
sci ence. Against this background, the dramatic and public shift
in sovereign bond docunentation beginning in 2003 offers a rare
perspective on the contracting process and boil erpl ate change.

The CAC epi sode is unusual in another respect. Wrld
| eaders generally do not know what boilerplate is, nuch |ess
feature it in comuni qués reserved for big-picture concerns such
as gl obal econom c inbal ances. Yet for nearly a decade CACs had
a guaranteed spot in summit statenents al ongside financi al

7

stability and currency regi nes.’ Mreover, boilerplate theory

does not usually contenplate a leading role for the public
4



sector in pronoting optimal private contract terns.® But in the
case of Collective Action Cl auses, governments not party to the
contracts got credit for driving the shift.® Judging fromrecent
policy initiatives, the apparent success of the CAC canpai gn may
have spawned a new nodel of fram ng econonmi c policy proposals in
terns of private contract reform The |atest public-sector
effort to pronote GDP-indexed bonds cites the CAC experience as
an inspiration, and even adopts sone of the organizati onal
features of the earlier initiative, such as the expert contract
drafting group.®°

For all its value as precedent, the public sector’s role in
t he CAC epi sode remai ns unexpl ored. Proponents in the George W
Bush Admi nistration called the shift “market-based” even as
mar ket commentary attributed it to governnent pressure.' On the
ot her hand, neither the United States nor any other G7
government appears to have issued direct threats or bribes—the
traditional instruments of “hard power.”!? Financial industry
regul ators refused to mandate CACs or otherw se pronote their
i nclusion; instead, pressure cane in the formof exhortations by
econonic policy officials.®® Did the “soft power”!* of G 7 ideas
convi nce devel opi ng countries of the inherent virtues of CACs?
No energing markets official would tell us that he or she
participated in the CAC shift because the clauses could alter

the course of a crisis. Even after noving to CACs, borrowers
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expressed skepticismabout the extent of the hol dout problem
CACs woul d solve. Alternatively, scholars have suggested that G
7 governnments engaged in informational “cueing” to help overcone
network effects, a formof “soft” regulation.? Here too, no
early nover admitted acting in expectation of a market-w de
shift; few thought the G 7 capable of delivering such a shift
and all worried that their country would pay a penalty for

i nnovat i ng.

A final lingering puzzle of the CAC episode is just how few
private or public sector participants in it express strong
feelings about the clauses as such. W spoke with dozens of
actors whose websites and speeches proclai mthe sem nal
i nportance of the CAC shift (usually as they claimpaternity),
yet in our interviews a scant few described the change itself as
i nportant in addressing the problens of sovereign debt
restructuring or financial crises in the enmergi ng markets. Mny
were unsure of how the new cl auses would work in a crisis; nost
said they were probably good, none said they were clearly bad.
More participants volunteered strong feelings about the process
that led to the shift—praising cooperation, while at the sane
time grunbling about wasted tinme and official neddling. Was this
anot her instance of wasted | awering or runaway process?®

If true in part, this description is inconplete and not

entirely fair. Mst participants suggested that their efforts on
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CACs had less to do with the clauses’ l|iteral purpose
(facilitating future contract nodification) than with their
relative utility in advancing other goals, such as denonstrating
commtment to a new crisis managenent strategy, currying
political favor, or establishing reputations in the market. Sone
wer e successful in achieving these goals; others failed. Their
col | aborati on produced a revealing study in the uses of contract
form and ways of governance.

We depart fromearlier quantitative and anal ytical studies
of sovereign debt contracts!’ in favor of an interview based
approach. W have coll ected over 100 accounts of the CAC shift
from market participants, officials, and others who took part in
it, and have suppl enmented these with our own observations from
the daily work of law firms and governnent offices, conferences
and negoti ations, press accounts, official docunments, and of
course the debt contracts thensel ves. '

Bel ow we first review the sovereign debt context in the
early 2000s, the contract provisions at the center of the study,
and the process that led to the shift in 2003. Second, we
recount alternative explanations for the shift that have been
published to date. We then describe the findings from our
interviews and conclude with inplications for contract change,

the uses of contract, and governance.



I'1. THE SETTI NG

A Emer gi ng Markets Sovereign Debt: Actors and Contracts

Qur focus is on the external bonds of energi ng nmarkets
governnents, which traditionally has neant noney borrowed from
foreign residents in foreign currency under foreign | awfor
exanpl e, Mexico' s dollar-denom nated, New York | aw bonds
marketed to U.S. residents. *®

Al t hough such bonds dom nated foreign sovereign borrow ng
in the nineteenth century and into the 1930s, depression-era
defaul ts shut down the market for over sixty years.?® Sovereign
borrowi ng cane back in the 1970s in the form of bank |oans. A
wave of |oan defaults in the 1980s triggered a new debt crisis,
whi ch stunted growh for a decade and threatened the health of
maj or international banks. In the early 1990s, banks agreed to
exchange bad | oans for Brady Bonds, naned after the U. S.
Treasury Secretary who hel ped broker the solution.? Trading in
t he Brady Bonds paved the way for new i ssues. The energing
mar kets securities market was born.

The Econom st defines energing markets as devel opi ng
countries, explained in turn as “[a] euphem smfor the world's

poor countries.”? The termis also used occasionally to describe
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all countries with annual per capita incone of bel ow $10, 725,
classified as | ow and middl e-inconme by the Wrld Bank.?® This
excl udes high-income or “mature markets” issuers such as the
United States and the other G 7 economies with well-established
domestic financial systens, steady access to donestic and
international investors, and the capacity to issue debt in their
own currencies.? W prefer a narrower definition that reflects
the fact that only a mnority of all |low and m ddl e-incone
countri es have market access on any neani ngful scale. J.P.
Morgan’ s Energi ng Markets Bond I ndex d obal (EMBI G includes

U. S.-dol | ar-denom nated debt instrunents of governnents and
state-owned entities in thirty-three countries, for which

deal ers quote prices daily.? Market participants frequently use
this index as a proxy to describe energi ng markets external debt
as an asset class. In the sunmer of 2003, as the market was
shifting to CACs, EMBI G market capitalization was $224 billion.?®
Mexi co, Brazil, Russia, and Turkey conprised over half this
total (Argentina had been a big presence until its $100 billion
default in 2001); a dozen countries accounted for nearly 90
percent. Over one-third of the debt in the index was investnent
grade.?’ Total external debt outstanding issued by EMBI G
countries, including instrunents denom nated in Euro and others
not included in the index was closer to $300 billion.?® For

conpari son, foreign-currency debt issued by mature markets
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governments (such as New Zeal and’ s yen-denom nated securities)
was nore than doubl e the emerging markets total.?® However,

mat ure markets governments are often able to sell |ocal-currency
debt to foreign investors: at the end of January 2007, foreign
residents held over $2 trillion in dollar-denom nated U.S.
Treasury securities.® Energing markets debt is actively traded:
a |l eading industry association reported annual trading volunme at
over $5.5 trillion in 2005, slightly below the historic high of
$6 trillion reached in 1997.3!

The nunber of people involved in energi ng markets soverei gn
debt is small, partly due to the small nunber of | arge-volune
i ssuers. Conpared to thirty-three countries in the EMBIG over
2500 conpanies are listed on the New York Stock Exchange al one. %2
Rai si ng noney abroad is nost often the responsibility of a
country’s finance mnistry, occasionally of the central bank
Recently, stand-al one debt managenent offices have gai ned
popul arity. The core governnment teamfor a new issue is usually
about half a dozen people.

When an energi ng markets governnent wants to issue debt
abroad, it hires an international investnent bank to “manage”
the offering to design and market the instrunents, and, for
underwitten deals, to commt to buy the debt. These “sell-side”
institutions conpete for mandates from governnents; often two or

nore institutions are appointed “co-lead nanagers” for an issue.
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Sel |l -si de bankers refer to the issuing governments as their
clients; their fees are a portion of the issue proceeds. About
hal f a dozen investnent banks dom nate the scene, w th another
handf ul nmanagi ng an occasi onal issue for a marginal sovereign.
Sel | -si de banks have research departnents that report regularly
on the enmerging markets. In theory, research and investnent
banki ng are separated by “Chinese walls.”3 Wen sell-side
research anal ysts speak of clients, they refer to the investors,
al so known as the “buy-side.”

There is no authoritative source of information on
investors in energing markets sovereign debt. Sell-side research
departnents occasionally survey their clients, and governnents
occasionally try to get a fix on their creditor base, but
nei ther effort produces a conprehensive picture.3 Less
concentrated than the sell-side, the buy-side universe is still
small: a few dozen funds hold nost of the external debt issued
by nost energi ng markets governnents, except where donestic,
expatriate, or retail investors are a significant presence. The
funds are a mx of “dedicated” and “cross-over” institutions,
active trading accounts, and “buy and hol d” investors. Dedicated
investors conmt to put all or sone of their noney in risky
energi ng markets assets, such as a Latin Anerica or Sout heast
Asi a Fund.® Cross-over investors are generally nore risk-averse,

and are often regulated entities such as pension funds and
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i nsurance conpani es that may invest a portion of their portfolio
in the energing markets to boost returns when yields are | ow on
mat ure markets assets.3® Riskier debt attracts active traders
that | ook for a quick profit in arbitraging price and interest
rate differences worl dw de. 3’ Hedge funds are often associ ated
W th such investnent strategies. Sone buy-side outfits have
their own research departnents. Domestic residents and
institutions in the issuing countries are an increasingly
i nportant investor category in sone cases, as are retai
i nvestors (real people investing directly), especially for
governnments rai sing noney in Europe and Japan. 38

For nost of the period we studied, seven trade associations
catered to the investor conmunity. Three focused on the energing
mar kets; the other four dealt overwhelmngly with mature nmarkets
securities.® Al but one trade group clainmed to represent both
the buy-side and the sell-side; the Energing Markets Creditors
Associ ation (EMCA) was established specifically to represent the
buy- si de. #°

Lawyers in this practice mrror the market’s
concentration.* Half a dozen U.S. law firms, all but one
headquartered in New York, docunent nearly all New York-Iaw
soverei gn issues. A handful of London-based firns dom nate the
Engl i sh-1 aw soverei gn market. Few of these firnms have nore than

one or two partners specializing in sovereign debt.* The senior
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| awyers in this cohort tend to be veterans of the 1980s | oan
crisis; the younger ones spent their early days docunenti ng new
bond issues in the 1990s.

Sover ei gn bond docunentation usually consists of a
di scl osure statenent distributed to investors (and, in the case
of a registered public offering, filed wth securities
regul ators), a distribution agreenent between the issuer and the
managers, and a series of agreenents, including the debt
instrunent itself, that govern the relationship between the
soverei gn debtor and its bondhol ders. Innovations such as shelf
regi stration and nediumterm note prograns enabl e governnents to
establish a docunent unbrella that applies to a |large portion of
their issues and thereby to stream ine docunentation for any
singl e borrowi ng. The key contracts are a product of issuer-
manager negotiations with their respective | awers. Buy-side
investors generally do not see the disclosure statenment until
the marketing phase, with little roomfor detailed negotiation.
As a result, it is up to the managers and their |awers to
negoti ate a docunent package they can sell. Structuring,
negotiating, and selling a sovereign issue can take anywhere
froma few days to several nonths; conplex restructurings take
| onger.

Unli ke other financial contracts, the sovereign | ot has had

troubl e establishing its free market credentials.* Wen one of
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the parties is a governnent, power politics inevitably sway the

6 and so

i nvi si bl e hand. *° Governnents enjoy special imunities,?*
m ght choose to wal k away from foreign debts when it suits
domestic political purposes. They have few credi ble ways to
commt to pay or restructure, and have no soverei gn bankruptcy
regime to fill the gap. The resulting debt contracts are
inevitably inconplete.* A sovereign debt crisis is often a
political crisis with strategic inplications beyond financi al
stability. Fromthis perspective, it is unsurprising that
governments occasionally take interest in one another’s debt
contracts.®

Before the trend toward restricting sovereign immunities
took hold in the second half of the twentieth century,*® foreign
mnistries were often the only channel for bondhol ders seeking
redress.®® But rich country governnents did not always side with
t heir constituent s—bondhol der concerns have had to conpete with
other parts of the foreign policy agenda. The U S. and other G7
governments were inplicated in managi ng the 1980s Latin Anerican
debt crisis both because of the region’s strategic significance
and because sovereign defaults threatened the health of major
U.S. banks.>' The next generation of crises started with Mexico’s
near-default in 1994-1995, averted with the help of a $50

billion U S. -led rescue package.®® The crises culmnated wth

Argentina’ s bond default in 2001, where foreign policy concerns
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were no less salient, even in the absence of bilateral
fi nanci ng. >3

The wave of calamty that started with Mexico's “Tequil a
Crisis” in 1994 turned public attention to sovereign bond
contracts.® It also pronpted countless academ ¢ and policy
projects to identify and reassess contract terns that could
i rpact crisis managenent. > Arendment procedures quickly energed

as central anong these terns.

B. Meet the C auses

Contract terns are rarely named for social science
theories. Collective Action Clauses are the exception.
Col l ective action problens in econom cs and political science
descri be the circunstances where individuals acting rationally
to maxi m ze self-interest generate an outcone detrinmental to
their interests as a group.>® Free-riding and the prisoner’s
dil emma are variants of the problem Collective Action C auses
in sovereign debt contracts are provisions that address
coll ective action problens that m ght arise anong creditors,
such as the incentives to rush for the exits (sell the debt), to
rush to the courthouse, or to hold out and free-ride on a
restructuring agreement.® Creditor coordination failures del ay

debt restructuring, ultimately reducing recovery for creditors
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as a group. Al other things being equal, |arge groups |acking
soci al cohesion are nore prone to collective action probl ens.
Hence the nove fromregul ated bank syndicates to nore dispersed
bondhol der constituenci es was expected to cause disruption in
sover ei gn debt managenent . °®

Bankruptcy regi mes address creditor collective action
probl ens for corporate, individual, and nunicipal debtors—but
not sovereigns. By the m d-1990s, a chorus of |awers,
of ficials, and academ c econom sts anticipated a soverei gn bond
crisis and predicted chaos. Academ cs and econonmi sts in the
“official sector” (here, the IMF and its dom nant sharehol ders)
framed the policy challenge in collective action terms.> The
presunption that any attenpt at bond restructuring would lead to
system ¢ disruption was so strong in 1994 that few were willing
to risk anendi ng Mexico’ s donmestic-|aw doll ar-indexed tesobonos—
the instrunments at the center of the crisis—even if technically
it could have been done by fiat.® Mexico' s ties to the United
States and other factors instead weighed in favor of a rescue
| oan.

Wor ki ng groups of officials fromsystemcally inportant
econonm es assenbled in the aftermath of crises in Mexico and
t hroughout Asi a considered and rejected soverei gn bankruptcy as

a political non-starter. Reports released in 1996 and 1998

advocat ed wi despread adoption of contract terns—sone old, sone
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new—to inprove creditor coordination and bind disruptive
mnorities.® In practice, these reconmendations targeted New
York Law bonds, which domi nated the sovereign debt narket.®
| ssuers and investors disnm ssed the prospect of coordination
failures and rejected official intrusion in their contracts.®3
Contract reforminitiative stayed with the acadeny and the
official sector.® By 1998, the term “Collective Action C auses”
had come to describe the universe of terms they advocated. °°
Lawers seemlike bit players in this story so far. But
neither the officials nor the academ cs who advocated CACs had
intuited the content of the clauses on their own. Trade journals
and manuscripts circul ating anong practitioners by the m d-1990s
identified four kinds of terms.® Mst prominent were
nodi fication provisions that would allow a qualified majority of
creditors (usually 75 percent in principal anmobunt) to change
paynent terns over mnority objections. These had been conmon in
Engl i sh and Japanese | aw bonds but were rare in New York and
German | aw bonds. Second, a related set of ternms would restrict
an individual creditor’s capacity to demand full repaynent
(accelerate) or to sue the debtor. C auses that require
creditors to share litigation proceeds with their conrades had
been used in syndicated | oans and were being proposed for bonds
to danpen incentives to sue. Third, collective representation or

engagenent cl auses woul d organi ze bondhol ders and channel their
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activities through a trustee or a creditor commttee. Deputi zing
the trustee to accelerate, sue, and share the proceeds conbi nes
the representative function with the brake on individua
enforcenent described earlier. Finally, initiation clauses would
hel p the debtor initiate a restructuring, and m ght sanction a
payment suspension and a “cooling off” period.®

Mexi co’s SEC-regi stered twel ve-year global note issue
| aunched in February 2003 tipped the markets in the direction of
CACs. Mexico’s sol e—npnment ous—nnovation was in the nodification
provi sions. Departing fromthe unanimty convention under New
York law, the notes allowed anendnent of financial terns by
hol ders of 75 percent of outstanding principal. In a concession
to creditors, Mexico raised the threshold for amendi ng nost
other terns from50 percent to 66 2/ 3 percent; several non-
financial ternms, including status and waiver of imunity, now
required 75 percent.® H gher thresholds make it harder for the
borrower in a debt exchange to get enough participating
creditors voting to amend i nportant non-financial terns of non-
participating securities so as to make them worthl ess (a
practice known as exit consents).

Trade associ ati on data suggest that since Mexico, nore than
two dozen countries—ncluding Brazil, South Korea, Turkey, and
Sout h Africa—have issued bonds with majority nodification

provi si ons under New York |aw contracts, nobst using the 75
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percent threshold for financial and key non-financial terns
(“reserve matters”).® A handful of countries have gone beyond
maj ority anmendnent and adopted ot her innovations, but these have
not caught on.

When we speak of the “CAC shift,” we refer principally to
the shift fromunaninous to majority nodification provisions in
New York |aw bonds, which is virtually conplete for new issues.
By February 2006, the stock of bonds with CACs had grown to 60
percent of the total outstandi ng—dp from40 percent in just
three years. ’°

As noted at the start, CACs were introduced tw ce over the
past decade. Mexico's 2003 issue has attracted virtually all the
commentary. But six years earlier, a group of |ess prom nent
i ssuers including Bulgaria, Kazakhstan, Egypt, Lebanon, and
Qatar used mpjority nodification clauses in their New York |aw
bond i ssues ained at the European market and exenpt from SEC
regi stration. These had little market inpact, and attracted no
official or academic attention until after Mexico in 2003. W
focus on the shift that began in 2003, but discuss the earlier

epi sode because the contrast is illum nating.
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I11. OFFIa AL STORIES AND PUBLI SHED EXPLANATI ONS

The Mexico-led shift inspired a host of press rel eases,
public statenents, articles in the popular and trade press, and
renewed academi c activity on the subject of CACs. Mst authors
tried to explain why Mexico and others changed their contract
forms. We found nine explanations, each stressing a different
causal factor. In addition, we include an account of the “I| ost
i ssues” six years before Mexico's. These public accounts served

as background for our interviews.

A. Fear of SDRM

In this account, CACs prevail because they are the | esser
of two evils. The | M had proposed the Soverei gn Debt
Restructuring Mechanism (SDRVM) as a quasi-statutory, treaty-
based regine to deal with creditor coordination problens.
Borrowers and private creditors rejected SDRM as an | M- power
grab designed to encourage defaults and reduce demand for
of ficial noney.’ Before SDRM neither sovereigns nor their
creditors had shown enthusiasmfor CACs. > Wth SDRM on the
hori zon, CACs began to | ook attractive.’® Mexico and others then

adopted CACs for fear that SDRM woul d prevail w thout an
20



al ternative method of dealing with sovereign insolvency. ™ A
nuanced version of this story had Mexico adopting CACs to stop
the talk of SDRM which was harm ng the asset class regardl ess

of the initiative's ultinmate prospects.’

B. U S. Pressure

Beginning in the fall of 2002 Bush Treasury officials
appeared to nmake CACs a centerpiece of their strategy to
elimnate public sector bailouts. Trade and financial press
reported that Treasury armtw sting caused Mexico and others to
try CACs.’® Gthers suggested that the shift came of a Treasury-
sponsored change in U.S. law. ’’ The | eadi ng advocate of CACs in
the U. S. Governnent characterized the efforts as diplonmacy and
persuasion. ’® Some in the market pointed to Mexico' s speci al
relationship with the United States, and cited runors of a quid

pro quo.’®

C. G 10 Expert Drafting G oup

The wor ki ng group of officials, convened by the G 10

gover nrrent s, &°

conmm ssioned “em nent | awers” fromrel evant
jurisdictions to draft nodel CACs. The group included partners

fromleading law firnms representing both soverei gns and
21



i nvest nent bankers, and had the inprimatur of the official
sector.® One explanation of the group’s role suggests that it
served as a coordi nati ng nechanismto overcone network effects,
especially the fear that no one would follow the first nover in

adopti ng CACs. &

D. Law Firns

Li ke the | ast explanation, this one credits the CAC shift
to the party that hel ped overcone network effects. Choi and
Gul ati suggested that Ceary, CGottlieb, Steen & Ham Iton, with
its large stable of sovereign clients, had disproportionate
i nfl uence in inducing the CAC shift.® For Choi and GQulati, the
CAC shift had roots in Ecuador’s aggressive new use of exit
consents (advised by Cleary CGottlieb), which created uncertainty
about the value of unanimty and opened a wi ndow for further
i nnovation.® Cleary Gottlieb' s own brochure takes credit for
| eadi ng the CAC shift, anong other innovations in the sovereign
debt market.® The story is consistent with Kahan and Kl ausner’s
prediction that |arge volune internediaries drive boilerplate
change. Here the elite law firm caused the shift, notivated not
only by the value of the newtermto its clients, but also by
the reputational value of being a market |eader.®

The Choi-CGul ati study ran into criticismfrom sovereign
22



debt | awyers, who said it had m ssed the plot by giving al
early-noving issuers equal weight and ignoring the special role
Latin Anerican issuers play in the New York market.® Had the
aut hors understood this dynam c, they woul d have given nore
credit to two other law firms: Sullivan & Commell and Arnold &

Porter. 88

E. Lee Buchheit

One | awyer has been publicly associated with the CAC saga
nore than any other. He was anong the first to urge the adoption
of new contract terns to overcone collective action probl ens,
and anong the first to propose specific contract |anguage in a
popul ar trade journal. He was one of three New York |awers on
the G 10 drafting group and a senior partner at Cleary Gottlieb
the firmthat represented both Mexico and Uruguay. An article in
Latin Finance put all this together to credit Buchheit with CAC

paternity. 8

F. Big Institutional |Investors

A front-page article in The Wall Street Journal clainmed

that big institutional investors—n particular, Mhaned El-Erian
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at Pinto—nduced the shift to CACs.® Their willingness to buy a
| arge share of Mexico's first CAC i ssue and the advance
assurance that they gave Mexico to that effect nade the dea

possi bl e.

G Tr ade Associ ati ons

This explanation credits the rel ease of nodel *“nmarketable”
cl auses by a group of seven |eading creditors’ associations®
with catalyzing the CAC shift. The so-called Gang of Seven
cl auses included an anmendnent threshold between 85 and 90
percent, an engagenent cl ause, and ot her provisions that
addressed creditor concerns with debtor m sbehavi or. Eurononey
reasoned that the rel ease of creditor consensus cl auses signal ed
mar ket acceptance of CACs in principle, and nade their adoption

in some forma foregone concl usi on. *?

H. Pre- Enpti on

Thi s expl anati on goes specifically to Mexico’'s notives. %
CGel pern wote that Mexico may have acted out of concern that
| ess creditworthy countries under G 7 pressure woul d adopt
creditor-sponsored CACs, and pay a premumto do so.% This woul d

have created adverse precedent for Mexico to overcone. In a pre-
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enptive strike, Mexico adopted a 75 percent nodification

threshold and rejected nost of the other proposed innovati ons.

l. Argentina

For nearly three years after its bond default, Argentina
refused to enter into neaningful negotiations with its creditors
and the | MF.®® Many echoed the commentator who said that
recogni zing how little creditors could do to force sovereigns
i ke Argentina to behave “led the private international
financial comunity to becone nuch nore willing to endorse sone
official reforns to make soverei gn debt rescheduling nore
orderly, nost notably through the use of . . . (CACs) in new

i nternational bond issues.”®

J. “Prehistoric” CACs and | nadvertence

We have found only one story about the use of CACs in New
York | aw bonds before Mexico, which involved Bul gari a,
Kazakhst an, Egypt, Lebanon and Qatar. Cugiatti and Ri chards, who
studied these early issues to identify the effect of CACs on
bond prices, report that not only did the market pay little
attention, but that the borrowers seened unaware, or at |east

indifferent, to the shift.® The study notes that each of these
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early issuances was docunented by the London office of a New
York Law firm ° The authors suggest that the innovation was
“sonmewhat inadvertent”—a conbination of the |awers’ confort
with New York law and their lack of famliarity with Euromarket
boil erplate.® The firnms were doing New York |aw deals, but cut

and pasted contract terms froman English |aw form %

| V. THE | NTERVI EVNS

This section sets out accounts collected fromover 100
participants in the CAC shift. Qur contacts spoke to us in the
expectation of confidential treatnment; thus, we have coded the
interviews to preserve anonymty. W proceed roughly in the
order of the published expl anati ons above, which together form
the public story of the shift.

In gathering information for this article, we tried to be
conprehensive first, by seeking out everyone directly invol ved
in the CAC shift (about 200 people), and second, by soliciting
di fferent perspective on the sanme events—for exanple,
interview ng issuers, underwiters, investors, and | awers on
both sides in the early CAC deals. Based on the interviews and
our experience with this conmunity since the early 1990s, we
believe that we contacted over half of all direct participants

in the shift. W obtained nultiple accounts of every incident we
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descri be, have shared drafts of this article with many of our

i ntervi ewees, and have reflected their comments. This approach
al so addressed fading nenori es and hi ndsi ght bias, though both
remai n i nportant concerns. We eschewed statistical survey
tactics in favor of free-forminterviews that allowed our
contacts to frame their accounts in their own ternms!® and

produced nuance |acking in prior studies, including our own. %

A. SDRM The Phant om Menace

The mpjority of our contacts connected the CAC shift with
SDRM Only three said that the CAC shift m ght have happened
wi thout the threat of SDRM we return to their views later in
the article. Most market participants offered one of two
versions of the explanation. In the first version, the official
sector wanted to foist a statutory reginme on the market, but
backed down in the face of market resistance, settling for CACs
as “second best.” According to one investor, “There were enough
parties of interest in the world of finance [opposing SDRM t hat
political forces in Washi ngton stood down. The Wite House
listened to this, [and thought] ‘maybe we were nmaki ng too many
enem es, [maybe] we need a second best.’ CACs were that second
best . ”103

In the second market view, nore common anong those famli ar
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with public sector efforts to pronote CACs in the 1990s,

of ficials announced SDRM out of frustration with the market’s
failure to adopt CACs or any other fix to the collective action
probl em that governnents foresaw and markets di smi ssed. '°* SDRM
was the nuclear fix, a way to ensure that the “[p]rivate sector
woul d pay attention finally to what governnent thinks.”

Qur interviews and correspondence confirmthat industry
representatives had tried nore than once to trade their
acceptance of CACs for the official sector’s commtnent to
“drop” SDRM 1% which inplies that they had thought such a
bargain to be within the power of their official interlocutors.
A dozen or so contacts described a particularly contentious
gathering of investors, energing markets and G 7 officials
hosted by the U S. Treasury in |ate Septenber 2002 on the
mar gi ns of the World Bank-I MF Annual Meetings. The parties
reportedly tried to reach consensus on CACs, but failed to do so
because the United States would not take SDRM of f the table. %
One participant described the neeting as a “debacle”; at one
poi nt Mexico's Finance Mnister Francisco G| Diaz “got up and
said, ‘Forget it, we are never doing CACs!’”—a gesture the
M nister reprised at international gatherings in the run up to
February 2003, 108

Dd the G7 and the IMF truly aimfor a statutory regine,

settling for CACs as the face-saving fallback? O was SDRM a
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ploy to induce a market fix to collective action problens after
nearly a decade of market resistance to official pleas? And were
the G7 deliberately driving a hard bargai n, holding SDRM over
the markets to secure unconditional surrender on CACs?
Interviews with officials suggest a different story, and raise
the possibility that SDRMitself canme of a |oss of control by
the United States and coordination failure anong the G 7.

9 start with

Most accounts of the IMF's initiative®®
Argentina. In August 2001, that country secured its last | M
| oan before defaulting on nearly $100 billion in foreign
bonds. ' The Bush Treasury, eager to distance itself from

dinton-era bailouts, !

was searching for a way to inject market
discipline in the Argentine package. Inspired by the financia
engi neering of the Brady Plan and by faith in market ingenuity,
the Treasury team pressed the |MF to set aside $3 billion out of
$23 billion for a “market-based,” “voluntary” restructuring
operation.? |t soon becane clear that restructuring $100
billion with $3 billion would take nore magi c than

engi neering. !** But some of the early design neetings introduced
Paul O Neill, the eccentric first Treasury Secretary of the
second Bush Administration, to negative pledge constraints in
soverei gn debt contracts.* O Neill did not take well the

prospect that a contract clause mght interfere with debt

restructuring for an insolvent sovereign, and in Septenber 2001,
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he publicly called for a soverei gn bankruptcy nechani sm **°

Days earlier, O Neill had hosted a private breakfast for
Hor st Koehl er, the Managing Director of the I M-, and Anne
Krueger, his new y-appointed First Deputy.!'® Several senior
staff were in attendance. One participant told us that at
breakfast, O Neill “waxed poetically” about internationa
bankrupt cy. ¥ Another reported O Neill saying something |ike,
“We need an international bankruptcy court . . . and do it by
Decenber . ”® The | MF had expl ored soverei gn bankruptcy several
times in the precedi ng decade, each tine w thout an action
mandate fromits maj or shareholders. For the IM officials at
the Treasury breakfast, ONeill’s call signaled an institutiona
boost. El ated, “Horst and Anne sort of floated out of the
pl ace. " 11°

In contrast, O Neill’s deputies took his words as
rhetorical gloss. The Secretary had identified a probl em—
i nflexible debt contracts—and comr ssioned a solution. Statutory
soverei gn bankruptcy was a solution, but one that was costly (at
a mnimum requiring Congressional approval) and nore
inmportantly, too dirigiste for nost of the Bush teanis free
mar ket sensibilities. One team nmenber, a | awyer, suggested that
bankruptcy functions could be synthetically replicated in a
contract. Conversations with staff and outside experts (nostly

academ c econom sts) unearthed the earlier CAC initiatives,
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goi ng back to 1995. O ficials becane convinced that “[n]ot only
was it possible, it was smarter to do it [contractually].”° But
by then, the I MF machine was in full gear designing the
statutory frameworKk.

Some participants in the August breakfast say they saw
right away that O Neill’s deputies and Krueger took him
completely differently. But Treasury officials, still conpleting
transition to the new Adm nistration, thought they had tinme to
bri ng Fund managenent “back on the reservation.”?! They
m scal cul at ed. Krueger gave her first speech [aunching SDRMin
November 2001.!%?2 | MF had sent an advance copy to the Treasury
but heard not hi ng back.!®® Krueger may have assuned she had what
“cl earance” she needed; Treasury officials assuned nore
substantive consul tations woul d ensue.

Mar ket reaction to Krueger’s speech was scat hing. One New
York |l awyer recalled that the speech “scared the Bejesus out of”
some busi ness contacts, saying, “lIt’s VIII(ii)(b) again, but
much, nuch worse!l”—+eferring to an earlier official attenpt to
sanction nonpaynent under Article VII1(ii)(b) of the I M
Articles of Agreenent (Charter).!? A buy-side noney manager
sunmari zed mar ket concerns as two-fold: disconfort with, first,
“institutionalizing a process by which your contracts woul d be
trunped,” and, second, having that process run by an institution

like the I M-, controlled by the G7, and exposed to their
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shifting policy priorities.? Many others suspected Fund notives
and accused it of a conflict of interests: the IMFis often the
| argest creditor of a sovereign in distress.

Once the idea was out, it proved hard to squash. O Neill
had no problemw th CACs, but refused to allow his deputies to
end the statutory experinent. A celebrated industry captain
before his Treasury stint, he fancied the idea of different
groups conpeting to design solutions to his probl em 26
Conmpetition began to resenble confrontation the foll owi ng spring
when Krueger and John Taylor, Treasury Under Secretary for
International Affairs, both spoke at a conference on sovereign
debt restructuring at the Institute for International Econom cs,
a Washi ngton think tank.?’ Krueger delivered a nodified version
of the first SDRM proposal, scaling down the IMFs role. %8
Tayl or endorsed CACs in a speech that was read as di sm ssing
SDRM as a matter for academi c specul ation. **®* Those involved in
preparing the speech say that Tayl or never intended to slight
Krueger, a fornmer Stanford colleague, and certainly did not nean
“academ c” in a pejorative sense. The foll ow ng account is
typical:

He was asked to speak at a conference, he had views to

share. Fairly sure he was not doing it to be

Machi avel I i an. He was being an academ c. She thought

that the U S. was supporting her. There was pressure
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after for John not to be in Anne’s face . . . she was

“slightly” upset.

Tayl or consi dered Krueger a friend; he also knew that she
was revising the original design—perhaps he had expected their
approaches to converge. ! In retrospect, it is hard to see how a
U S. proposal with no role for the Fund coul d escape being
perceived as threatening. In any event, the press reported the
speeches as open conflict between the M- and its | argest
shar ehol der. 2 The signal this sent may have trunped the
substance of either initiative. D spatched to control the
damage, Taylor’s new deputy, Randal Quarles, told the press that
the United States was for a two-track approach, where the Fund
and the G 7 woul d expl ore both CACs and SDRM 133

Krueger had sone support inside the Bush White House. The
nature and depth of this support is unclear. Taylor recounts in
hi s book being called to the Wite House to nanage the press
flap.** Krueger was friendly with National Security Adviser
Condol eezza Rice (Krueger, R ce and Taylor all had taught at
Stanford in the sanme period). Wen Krueger and Ri ce occasionally
di ned toget her, Krueger would nention the SDRM and Rice would
respond with encouragenent.®® But senior Wite House staff
apparently considered and rejected the idea of elevating either
SDRM or CACs beyond the Treasury.*® A Treasury officia

characterized Wite House interest as “disconfort with the press
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pl aying up the conflict between Treasury and IMF . . . . It was
an arcane issue at the Wite House . s

Nat i onal Econom c Advi ser Larry Lindsey and CEA Chai r man
@ enn Hubbard were anong the few White House officials to weigh
in on the debate, generally in line with the contractual
approach. 1*® Hubbard even gave a keynote speech at an | M
conference on SDRM held on January 22, 2003. He proposed a m x
of contractual innovation and a voluntary dispute resolution
mechani sm t hat echoed sone features of the SDRM conbined with
restructuring incentives and tighter conditions on | MF
| endi ng. **° Even though in substance Hubbard’'s idea was much
closer to Taylor’s than to Krueger’s, his rhetoric was telling—
he called CACs a “Treasury proposal,” as if to distance the rest
of the Administration fromthe controversy. ® Some Treasury
officials saw Hubbard’s “third way” as a worrisome diversion.
But for I M- staff the speech sounded the death knell for SDRM—
they had assumed that the White House was with Krueger.*? Hours
| ater, things got surreal as Quarles delivered another ritua
endorsenent of the two tracks, pronoting the clauses but
encouraging the | MF to keep refining their SDRM proposal . *® That
afternoon, an I M staffer conplained privately to one of us that
he wi shed the United States would just end the charade and put

his col | eagues out of their msery.

Active controversy around SDRM and CACs | asted for about a
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year -and-a-half after Krueger’'s first speech. Some senior U S
and | MF officials suggested quietly it was a no-win battle, and
tried to distance thenselves fromboth sides to the extent
possi bl e. *** Their reasons were some conbination of believing
that neither initiative was likely to succeed, and that CACs
wer e i nadequate, while SDRM was ill thought-out. Sone said that
at the Fund, Krueger “owned” the initiative so conpletely that
it left little roomfor others of her stature. “It was going
to be her legacy,” and was her battle to fight.*® On the other
hand, our contacts often pointed to a small cohort of “true
believers” in SDRM conprised of Krueger and several senior | M
staff, sustained in their design work by encouragenent from
O Neill, the desire to boost the role of the M-, at |east
acqui escence fromthe Wite House, and inportantly, by support
from European capitals.

By the end of the 1990s, European officials had conme to
| ead the opposition to outsize | M- packages. Germany’s
i nsistence on hard lending limts typified this view, as did a
joint paper by the Bank of England and the Bank of Canada,
advocating debt standstills and lending linits. Unlike the
new y m nted Bush appoi ntees, many European representatives in
t he CAC- SDRM debate were veterans of the “private sector
i nvol venent” wars of the late 1990s.*® Wary of discretion, which

had et the United States steamroll over their objections, and
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weary of the old CAC initiatives that | ooked in retrospect like
a fig-leaf for U S -led bailouts, the Europeans wanted firm
crisis managenment rul es.!® SDRM was their chance, thanks to the
space created by O Neill.® Europe’s over-representation on the
| MF Board made its support inpossible to ignore, even if the
United States al one could have bl ocked the supermgjority vote to
amend the Charter. !

Wth the United States tied to the parallel tracks for as
long as O Neill was in office, the nost vocal resistance to SDRM
in the | M- Board canme from |l arge energi ng market issuers,
notably Mexico and Brazil.'® One official called the SDRM t he
“wong idea at the wong tinme,” noting flatly that if it had
prevail ed, his country would have lost all market access.!® In
private, borrowers also worried about |osing access to | MF
funds; some raised the IMF s conflict of interest.* In public,
they framed their resistance in the |anguage of | arge-vol une
mar ket issuers, as in this exanple: “Fromthe point of view of

[this issuer], all discussions of default, possibility of making

default easier, were not genial. . . . Qur scenario is not
defaul t.” 1
Mexi co’s CAC i ssue cane two nonths after O Neill’s storny

departure fromoffice in December 2002.%°° |t is hard to
specul ate whether either event alone was sufficient to shelve

SDRM The I MF conference where Hubbard and Quarles appeared to
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speak at cross-purposes cane between O Neill’s resignation and
t he appoi ntnent of his successor, John Snow, and may have been a
synptom of the interregnum (Mexico's spokesman at the
conference reiterated his country’s opposition to both tracks,
suggesting that finance | eaders should better focus on buil ding
hospitals, not norgues.) Qur interviews tie ONeill’s departure,
SDRM and Mexico’'s issue together. This statenent by a U S
official is unusual for bringing broader geo-strategic issues to
bear on the CAC- SDRM debat e:

O course, now we had an alternative. W could see the

al ternative happening, it is easier to say we do not

have to tal k about [SDRM anynore. Maybe it is easier

for the U S. not to support SDRM Period. Certainly

O Neill had to be gone . . . . Wth ONeill’s
departure, . . . [the U S ] could say to the MD, the
US will never support this, and you need our vote.

At about the sane tinme, there was a big blowp at the
UN about lrag—after that, it becane clear the UN
process was failing, falling apart . . . . Wth those
U. S. - European battles, it nmade no sense to have
battles [at the I M] for no good reason. When Koehl er
said the U S. is against, it’s over . . . . Koehler

) 157

was never a true believer

ONeill’s initial set-up of a conpetition between | M- staff
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and his own franmed the episode. Taylor put it diplomatically,
“The existence of an alternative proposal advocated by the | M
(and in particular by ny coll eague Anne Krueger) al so had
bearing on our financial diplonmacy plan.”*®® Another U.S.
official recalled O Neill saying, “If SDRM solves it, good; if
your way solves it, good. Read ny |ips—+ want the problem
solved. Don’t swat Anne down. |’ m behind Anne and you will get
inline.”™™ Admitting that ONeill’s directive put his deputies
in an awkward position, the sane official said, “In the end, |
think it was a good thing fromthe point of view of process that
we didn’'t swat down the SDRM. . . . [With ONeill out of the
bui |l ding, the heart of Treasury support [was gone]. Mexico
noved; others noved . . . W said all along, ‘may the best
process win,’ and it did.”° Yet other officials said that
keepi ng SDRM al i ve may have done nore harm t han good:

Sonme people feel [that SDRM was a] forcing factor. |

am not sure. Private sector was so alarned, it ran the

risk of scaring [then] away fromthe whole deal. D d

not make nmuch difference. The underlying story is

O Neill versus Snow. O Neill wanted to have it [ SDRM

out there. Snow was very confortabl e about [ending]

SDRM The whol e t hi ng changed. %!

The irony of the episode is that SDRM s ultimate chances of

bei ng i npl emented had al ways been slimto none. The | MF Charter
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is an international treaty; amending the Charter requires an
affirmati ve vote of 85%of its Board. At about 17% the United
States alone could block the initiative, playing the hol dout.
Amendnent al so requires approval by nmenber states, which for the
United States would inplicate the U S. Congress. ' The | eading
policy officials in the Bush Adm nistration came to office
skeptical of the role of the international financial
institutions and the way in which the Clinton Adm nistration had
used themto battle international crises. Before his
appoi ntnent, Tayl or had even suggested abolishing the | M- (he
| ater distanced hinself fromthe statenent).® The idea that
this Adm nistration would spend political capital to expand | M
power at the expense of private contracts, and that Congress
woul d blithely go along, verges on inconceivable.® One European
official involved in early CAC efforts offered a broader view

| al ways thought SDRM was dead in the water, because

countries just do not cede sovereignty. The Rey Report

said as much. It was a waste of the Fund's tine, [of]

anyone’'s tinme. It was not a credible alternative.!®

O her contacts, including investors and energi ng nmarkets
of ficials who worked hard to defeat the proposal, said they had
al ways assunmed SDRM woul d di e—eventual |y.'%® As some of the later
accounts suggest, eventually nmay not have been soon enough.

In sum if the SDRMinitiative had a role in the CAC shift—
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and our interviews suggest that it did—then this may be the
ultimate story of inadvertence. The political transition in the
United States and the Argentine crisis, bound up in this story,
are the salient distinguishing features between the successf ul
shift in 2003 and the failed canmpaign for CACs in the late
1990s. A brand new, enterprising U S. Treasury Secretary,
unaware of the old CACinitiatives, got peeved at the negative
pl edge cl ause in Argentina s bonds, and unl eashed a statutory
alternative that made CACs seem handsone by conpari son

O Neill’s intervention enpowered | M- managenent (|l ed by anot her
new Bush appoi ntee) and |ong-time European advocates of rule-
based crisis resolution, but also energized his own deputies to
work hard to preenpt them The Wiite House allowed the space for
conpetition by deem ng the controversy too technical and
insignificant to intervene. The entire kerfuffle lasted |ong
enough either to convince the markets of the nerits of the
contractual solution, or to create enough uncertainty about the
outcone to make it worth debtors’ and creditors’ while to

preenpt the debate.
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B. I nvi si bl e Hands

Bush Administration officials came up with CACs in the fal
of 2001, knowing little or nothing about the prior life of the
initiative in the 1990s. One official inplicated in the cl auses’
coneback described a tinge of awkwardness when | earning he had
re-invented the CAC wheel: “It’s round, it rolls, |look what |’ve
di scovered! "% A staffer privy to both iterations of the CAC
canmpai gn was nore charitable: “There was a | ot of pressure for a
radi cal alternative, and to his credit, John [Taylor] did not
yield to the pressure, but dusted off the CACs.”'®® The subtlety
was | ost on sone narket observers:

| did not pay nuch attention to the early rounds; it

did not make sense to. We thought it would go away.

And for a period it seened they [ CACs] vanished .

and then they reenerged. | try to stay away from

Washi ngton, | amnot a | obbyist. Here, Washi ngton

| obbied us, invaded . . . . | thought they were on a

tear to fix . . . but fix the wong thing. Boy they

sure got CACs. Now you can bind 25 percent. %°

In this and ot her accounts, narket-based change cane

courtesy of successive Washi ngton invasions. This explanation
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rai ses nore questions. If U S. pressure catalyzed the CAC shift
in 2003, what were the ingredients of the w nning strategy? Wy
did U S. advocacy fail the first tinme around in the 1990s? D d
the early efforts contribute to its eventual success?

Even though it involved only donestic | aw bonds, Mxico' s
1994 crisis solidified public consensus that the era of bond
crises had arrived, and would be worse than the 1980s | oan
crisis.'® Experts pointed out that foreign bank | oan
restructuring took a decade, and both the instruments and the
creditors were fewer and nore flexible in the 1980s.'* By the
m d- 1990s, energi ng nmarket soverei gn bonds had acquired a
reputation as a sacred asset class, partly because they seened
technically difficult to restructure, but also partly because of
their association with the noral commitnent the official sector
had made in sponsoring the Brady Plan.!’? The Bradi es were neant
to be inflexible so as to instill fear of default into the
hearts of wayward debtors. One provision in the bonds turned out
in retrospect to be near-com cal bluster—a prom se that they
woul d never be restructured. Starting in 1995 academ c and
trade journals began publishing | awers’ bond restructuring
proposal s; even nore ideas circulated informally. !’

On the official side, concern about bond restructuring went
hand-i n-hand with concern about nega-bailouts: many in the

finance circles fumed at the $50 billion Mexico package. '™
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Central banks took the lead in preventing a recurrence. A series
of central bank deputies’ neetings beginning in February 1995
produced a G 10 working party under the |eadership of Jean-
Jacques Rey, the Belgian central bank deputy chosen, in the
words of one participant, “because he was neutral —Aot Anerican
but not crazy Bundesbank—no bailouts.”!”® But the Rey group’s
mandate was “a reaction to what [the United States] did, [the
t hi nki ng being that] there has got to be a better way of
handl i ng sovereign liquidity crises.”*’® The fruits of the
group’s work, known informally as the Rey Report, canme out in
May 1996. It considered and rejected statutory sovereign
bankruptcy as neither feasible nor appropriate and proposed a
“market -1 ed process to develop for inclusion in sovereign debt
i nstrunents contractual provisions that facilitate consultation
and cooperation” between debtors and creditors, as well as anong
creditors.”” This specifically included majority nodification to
i nprove restructuring predictability.®

It is not clear how the contract proposal made its way into
the report. Sonme |ater commentators credit a volune edited by
econom sts Barry Ei chengreen and Ri chard Portes, conm ssioned by
the British Treasury and the Bank of England in connection wth
their work in the Rey group.'’® But sone of the authors and
wor ki ng party nmenbers describe the bond cl ause proposals as

“already out there” and part of the crisis managenent
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di scussi on. '®% Veterans of the 1980s crisis who participated in
the Rey effort said that the lengthy, costly and traunmatic
restructuring delays they attributed to high-majority and
unanimty requirements in |loan contracts played a role in
framing their concerns.!® Some private practitioners had
expressed simlar worries several years before the 1994 Tequil a
Crisis. '8

In mar ket surveys conmm ssioned for the Rey Report,
i nvestors dism ssed the contract proposal:

Mar ket partici pants opposed any attenpt to change

the present structure of bond contracts. The genera

vi ew anong the respondents was that bonds represent a

sinple prom se by the borrower to pay, and their

attractiveness as an investnent vehicle reflects their

character as easily transferable, unencunbered and

difficult-to-restructure securities. '8

To be fair, investors al so dism ssed soverei gn bankruptcy
and bondhol der conmm ttees—+they pretty nmuch wanted to be |eft
alone. W& were privy to simlar outreach efforts several years
|ater, which elicited roughly the sanme market response.

Nevert hel ess the cl ause proposal, initially nocked as “a
tinny deliverable,”® survived for alnost five years. After the
Rey Report, clauses reappeared in a report on crisis resolution

by the G 22! in the aftermath of the Asian financial crisis,
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and as part of the International Financial Architecture
Initiative in 1999. One staffer suggested this resilience was
due to a conbination of intellectual appeal and bureaucratic
conveni ence:
[CACs offered a] very elegant, sinple theoretica
framng. It worked in the economcs world. Collective
action problens are a well-accepted category that a
| egal problemfalls into—a well-accepted nodel of
mar ket failures . . . . Governnent is only involved if
there is a market failure. It is easy to show narket
failure here. . . .Very powerful fram ng overl apped
with the concern in the |legal world whether docunent
standards in New York | aw Brady bonds nmade sense—set
up in a way [where] exit [equal s] no nore
restructuring—that nade it harder down the line. This
si npl e accepted nodel of potential problemthat worked
both in | egal and econom c worl d—there was an el enent
of truth to the argunents—got el evated and expanded
into a notion that because CACs are not there, there
is no market solution, [and] the only option is a
bai |l out. Sonehow it went from “absence of CACs nmkes
restructuring harder than it should be” to “there wll

al ways be bailouts.”
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Jeff Sachs was pushing internationa
bankruptcy, ¥ [and it] seened too far. Traded
securities . . . difficult to restructure [neans a]
bai | out next time—the Mexico probl em+nAot tenable. As
[is] always the case, you put the unattractive options
as the first bullet and the third, everyone picks the
option in the mddle. The option in the mddle was to
do sonething that makes tradable bonds easier to
restructure. 8

The intellectual appeal story is plausible because of the
| arge nunber of academ c econom sts involved in CAC policies
over tinme. Lawence Summers and John Tayl or are the best-known
of the |lot, but the econom cs PhDs involved over tine and at the
hi ghest | evels nunbered in the dozens. It hel ps explain the
search for market failures and the willingness to conm ssion
academ c studies in support of the effort.

The bureaucratic story requires el aboration. The officials
who di scussed the topic wth us nmade clear that their advocacy
of CACs related to a bigger policy objective. |If Mexico-style
bail outs were no nore, bond restructuring was inevitable. In the
| ate 1990s, CACs becane part of the effort to signal that the
of ficial sector would not stand in the way of sovereign bond
restructuring, and in sone cases may even demand it. The

i nplications of that judgnment translated into two big policy
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shifts in the late 1990s under the rubric of “private sector
i nvol venent in crisis nmanagement,” or “PS|I”.'% First, the Paris
C ub of governnent-to-governnment creditors would condition its
relief on the debtor’s commtnment to seek private bond
restructuring terms conparable to the official concessions.
Second, the IMF would extend to bonds its willingness to finance
countries while they are in default on private debt.!®® Severa
participants said that at the tinme, CACs ended up on the
“laundry list” of things to be for in operationalizing PSI. !
Despite three years of narket resistance beginning with the Rey
Report investor surveys, the clauses still had an inoffensive,
vaguely market-friendly ring to the official ear.

But in the late 1990s, CACs renained an adjunct initiative.
A former Clinton Wite House official suggested that Treasury
Secretaries Robert Rubin and Lawence Sumrers never seened eager
to push hard on the CAC front.!% Staffers observed that Rubin
and Summers had expressed their respective reservations
differently:

Larry was worried that it woul d make us | ook

feckless. W publicized it a certain anount, but how

they structure contracts is not our business. If this

is our primary recommendati on and they do not do

anyt hing about it, we | ook feckless.

Rubi n was happy to have us tal k about it, but
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woul d not have supported drafting nodel clauses. [He

sai d] “These guys have a problem com ng down the pike.

[They will have to] restructure bonds—f they can’t do

it, this is when it will happen. This will not be

solved until they believe it is a problem and when

they do, then they will solve it better than we ever

had. ” %3

The delicate state of the global econony wei ghed heavily
agai nst regul ation or even heavy pressure on narket
partici pants: “Al though we believed that CACs would not in any
basi ¢ sense change the situation, [they were a] highly charged
synbolic political thing since the Rey Report.” % Myving
precipitously might “screw up fragile equilibrium”® Milling
CACs’ eventual success, another participant in the Cinton-era
debates adm tted being torn between feeling “sheepi sh—+hey nade

it happen when we could have done it in 1999-2000—and what |

used to think then, which is that . . . in the hierarchy of
priorities . . . it was not nunber one, nunber two, or nunber
t hree. ” 19

The overall tone of the PSI effort of the 1990s was nore
burden-sharing than privatization. CACs were part—even if the
m | dest part—ef a policy package that signaled “we want banks to
take a hit.”!® The official sector was not about to get out of

the crisis managenent business; rather, private creditors that
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got a subsidy post-Mexico would now be asked to pay their way.
In the late 1990s, the official sector was united around bond
conparability and Il ending into arrears on bonded debt. These
were nmeasures that governnents could and did inplenent on their
own, with mninmal cooperation fromthe private sector. Once they
did, officials could wait and see how bond restructurings m ght
pan out. Wthin two years, Pakistan, Ukraine, and Ecuador had
secured high participation rates in distressed bond exchanges
wi thout significant litigation.® Ecuador was especially
i nfluential because it restructured New York | aw Brady bonds
wi t hout CACs, thanks in part to another market-generated
contractual innovation—exit consents. %

The context had changed by the tinme CACs reenerged in 2002,
several years after the Paris Cub and I MF policies had been
i npl emrented. | MF packages were getting even |arger under the new
U.S. Adm nistration, which had nade opposition to bailouts a
pl ank of its foreign economc policy.? The new U.S. | eadership
framed this opposition as |eaving the market to its own devices—
getting the public sector out of crisis managenent, rather than
maki ng the private sector pay.?°® On the other hand, for many
European officials SDRM seened |i ke a natural next step in
escal ating the PSI debate.

The free-market contingent at the U S. Treasury needed an

alternative that prom sed to reduce bail outs, enpower nmarket
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forces, and | ook credi ble enough to preenpt SDRM CACs—ong
rejected by Wall Street—were arguably the worst candidate. On

t he other hand, once SDRM was out of the box the tinme constraint
was real, especially if one believed as sonme did that the debate
itself was harnful to the markets. No ot her pal atable
alternative had materialized. Republican officials may have
found phil osophical appeal in a fix that literally “canme from
the markets” in the formof standard English | aw contracts, and
bonus bureaucratic appeal in a fix that |ooked fanmiliar and
essentially harmess to the finance officials in the nmgjor

i ndustrial countries and even sonme energi ng markets countries
that had to buy into CACs to nmake the shift happen. Wthin two
years, CACs went from being a synbol of “bail-ins” to being a
synbol of market-friendly reasonabl eness. 2%

Taylor noted the early history of CACs in his public
statenents and private outreach.?®® Several officials
specifically credited the education efforts of the 1990s with
the initiative s quick progress in the 2000s, specul ating that
if CACs had first sprung up on the eve of Argentina’s default,
they woul d have taken anot her decade to adopt.?%* Mst of our
interviews with investors and energi ng markets officials suggest
little know edge of the history. Sonme of this nmay be due to
personnel changes. One executive promnent in the 2003 shift

specul ated that he was too junior to have been included in the
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CAC conversations of the 1990s.2% (A Washington team met with
the head of his operation in 1999.) Another investor privy to
both iterations of the initiative described a sublimna
| earni ng process: “People were worn out, but also knew that the
public sector lived for that stuff and woul d never wear out.”?2%
In retrospect, early advocacy increased the vol une and shar pened
the focus of CACinformation in the public domain; the drunbeat
al so rai sed awareness of bond contracts anong sone creditors and
hel ped frane the mandate for groups |ike EMCA discussed bel ow
For European officials, the life of CACs between 1995 and

7 even if it

2003 | ooked nore like a continuous effort, 2
proceeded in fits and starts and in distinct phases:
As for the two iterations, there are clear
di stinctions. I do not think they are conpletely and
absolutely distinct—they [l ed] into one another.
Excuse the analogy, it is |like the process of |abor—

one contraction | eading into another. But they were

significantly different.

Peopl e who think of success or failure in the
i nternational domain bring up the idea of a hegenon.
The fact that the U S. was behind this was necessary
but wasn’t sufficient. The U. S. was certainly behind

the first phase as well . 28
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This official divided the policy push into three phases—the
1995-96 Rey Report, which was essentially a G 10 only exercise,
outreach notw t hstandi ng; the 1998 G 22 report on crisis
resol ution, authored by a group of officials from major
i ndustrial and energi ng market econom es in equal nunbers; and
t he “Tayl or-Quarl es” phase, which nobilized an even broader
range of actors, including |awers and diverse nenbers of the
i nvest or community. 2°° Anot her European described a nore diffuse
process:

I do not particularly subscribe to [the] ‘individuals

make a difference’ school of thought. If the Rey

Report had not been witten, if Ei chengreen-Portes

hadn’t produced the report, if O Neill hadn’t

encour aged Krueger to give her SDRM speech—the Quarl es

wor ki ng group, Taylor’s advocacy, Buchheit’s advocacy

(and these people were inportant advocates)-—would have

taken place in a vacuum 2

On bal ance, even if market outreach had limted visible
effect, it seens fair to trace the education and buy-in process
anong officials to 1995, and for a small but inportant subset,
even further back to the restructurings of the late 1980s. There
is sone irony to the fact that CACs’ nost inportant and powerf ul
proponents in the official sector—Peputy-Ilevel Bush Treasury

of ficials—were also the last to arrive on the scene. It hel ped
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that their career staff were famliar with the clauses, and that
their principal international interlocutors knew about them and
were open to them The accretion of press and academ c studies
t hat nade CACs | ook harm ess at worst, and often hel pful,
boosted the officials’ rhetorical arsenal and increased their
confort with advocating new terns. 2

The way in which the new team pursued CACs is instructive.
As Under Secretary for International Affairs, John Tayl or was
head of Treasury’s international division; Quarles was his
deputy. They oversaw an organi zati on of roughly 150 staff,
organi zed into functional and geographic offices.?? Functiona
of fices are responsible for policies that span geographic
regions, such as international debt, devel opnent, trade,
i nvestnent, terrorist finance, and U S. participation in
multilateral institutions. “Country” offices are responsible for
policy with respect to specific countries and regions, and
generally maintain staff-1level comunications with other finance
mnistries and central banks. The functional office responsible
for US. policy inthe IM and the G7 process had the “lead” in
staffing the CACinitiative, with input fromin-house | awers
and the office of the U'S. representative at the |M.?!3

Bet ween Krueger’'s first speech in Novenber 2001 and the
summer of 2002, the lead office collected research on the

cl auses, and consulted with acadeni cs, sone energi ng narkets
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i ssuers, and sel ected market participants (nostly trade groups
and researchers at l|large investnent banks). Early efforts
focused on including CAC advocacy in inportant policy signaling
docunents, such as G 7 comuni qués, speeches and ot her public
statenents by senior U S. officials, nmeetings with foreign
counterparts, and market outreach.?* This was sinilar to the

| ate 1990s tacti cs.

In April 2002, the G7 Finance Mnisters and Central Bank
CGovernors adopted an Action Plan to strengthen crisis prevention
and resolution.?® G7 mnisters’ meetings usually yield
statenents and communi qués, broader-brush docunents neant to
signal economc trends and policy intentions. An Action Plan,
however, signaled urgency and specificity—an enphasis on results
reflecting the public style of the new U. S. team *“Contingency
cl auses” were the first itemin the plan, followed by limts on
| MF | endi ng, greater transparency in official decision-nmaking,
and further work on SDRM (which “woul d take time”).?® The one-
page pl an described the clauses in detail, tracking Taylor’'s
speech a few weeks earlier. CACs had appeared in G 7 statenents
in the 1990s, but their promnence in this “action” docunent
nmeant a pronotion.

One official described the plan as a U. S.-British
conprom se to di ffuse European support for SDRM and present a

united G7 front for CACs. Shortly after giving the speech that
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| aunched the CAC canpai gn, Taylor traveled to Russia. On the way
back, he stopped for a G7 neeting in London. There, Tayl or and
his U K counterpart Gus O Donnell agreed to frame CACs as a
predicate for limting IMF lending in crisis—a policy |ong
advocat ed by the Europeans.?!’ For the dinton Treasury, CACs
were marginal and strict limts were unacceptable (and in any
event not credible); for their successors, both CACs and |imts
sent a nessage agai nst bailouts. Concerned that the other G7
menbers woul d see any U. S-British deal as suspect, Taylor and
O Donnel | asked the Canadi an deputy to present what becane the
Action Pl an. ?'®

Everyone reports that Treasury’s CAC strategy shifted
either in the sunmer of 2002, or follow ng the disastrous
meeting with i ssuers and investors in Septenber.?!® Staff in
“country” offices were charged with | earning the issuance
pi peline for their region in the | ast quarter of 2002 and early
2003, working with in-house | awers and using informal narket
contacts. The |ead functional office put together a conposite
| og and coordinated an intensified outreach plan with calls from
Taylor, Quarles, and other officials to finance m nisters,
deputies, and debt managers in the issuing countries. Wth
i ssuers’ permssion, US. officials and staff also contacted the
| awyers and investnent bankers invol ved.

Qur official sector contacts stressed that there was no
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“armtwi sting”: no threats were nade, and no rewards were
prom sed. Tayl or and others have descri bed “an exercise in
persuasi on; ”?2° the briefings and reports we have seen do not hing
to refute this characterization. It is difficult to ascertain
how t he conversations were perceived on the other end. Wile
none of our investor and energi ng markets contacts would admt
to having their own arnms tw sted, many seened certain that
twi sting was going on el sewhere. U S. officials and staff
involved in the calls describe the response as m xed: sone
m ni sters knew nothing of the clauses; others said they had
heard issuing with CACs would be costly. Everyone was polite,
but no one volunteered. Smaller, shakier issuers said they could
not afford to jeopardize their market access; others said they
had no plans to default, did not need new cl auses, and woul d not
ri sk paying a penalty for no good reason.?** The outreach |og
from January 2003 records “broadly supportive” and “maybe next
time” sentinent. Issuers pointed to the bankers, bankers pointed
to the issuers, everyone pointed to the investors. One U. S.
official painted this picture:

Don’t think any of themsaw it as in their own

interest. Lawyers—why shoul d they change? They have a

tenplate, they are nmaki ng good noney. Countries risk

the yield going up. Imagine a finance mnister [who

is] responsible for spreads going higher. Investnent
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community saw it as taking power away from them 222

Agai nst this background, broadening investor outreach was a
key aspect of the new strategy. As noted, in the first half of
2002 officials were in frequent contact with trade associ ations
and sell-side research anal ysts. The buy-side was usually
represented in these discussions by nenbers of EMCA a group
that emerged out of Ecuador’s Brady default in 1999. %> EMCA had
been vocal in opposing any contract change that woul d di m nish
i nvestor protections.?** By the end of 2002, U S. officials
engaged with a broader cross-section of the buy-side, including
| arge investors who reached out to the Treasury and tried to
di stance thensel ves from EMCA positions.?®® On the sell-side, the
team shifted focus fromresearch to bankers “actually doing
deal s”:

[A]fter we really got down into the dirt [in late

2002], making calls to the debt nanagers in the

countries and to the real live investnent bankers

actually doing the deals, these people knew very

little about the whole CAC debate. It was quite

ast oni shing. The peopl e doing the deals hadn’t been

going to the conferences, could have cared | ess,

hadn’t heard nmuch fromthe conference goers, and

didn’t know much at all. They just knew how to

generate fees. So, the private sector tal king heads
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weren’'t worth nuch. 226

By | ate 2002, outreach to issuers suggested that no single
country was willing to go first. As an alternative, the U S
Treasury and its allies in the investor conmmunity tried to get a
group of highly rated issuers, potentially including Mexico,
Korea, Pol and, and South Africa, to announce together their
intention to i ssue wth CACs. The announcenent woul d not be
linked to any particular issue that mght fail. To set the
stage, they planned a neeting with the target issuers in late
February, a week or so before John Snow s first G 7 Finance
M nisterial. The objective was to have |arge investors reassure
the countries that they were willing to buy their debt with CACs
and did not expect to charge a penalty.

At the last m nute Mexico canceled. It later turned out
that Mexican officials were neeting with their bankers and
| awyers to plan for the country’s first CAC issue. By nmany
accounts, U S. officials found out about the issue shortly
before the | aunch. According to Mexican officials, the Finance
M ni ster broke the news casually at the end of a lunch with the
new Treasury Secretary.??’” One senior U.S. official describes
i ntense coordination | eading up to the | aunch, where Treasury
pl edged and delivered a public statenent of support and procured
simlar backing fromthe G7; others suggest this was a

conpressed process followi ng Mexico' s surprise revel ati on—+the
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difference may be a matter of enphasis.??® Wthin days of

Mexi co’ s announcenent, at Snow s first G 7 neeting, the United
States signaled the end of the two tracks. SDRM was officially
shel ved in April. 2%

Just as SDRM was identified with Anne Krueger, in 2002-2003
many saw CACs as John Taylor’s initiative. Observers famli ar
with early CAC efforts said Taylor’s voluntary contractua
initiative was dooned on arrival. Coments fromthe audi ence at
his April 2002 speech predicted nothing woul d happen wi thout a
governnment mandat e; hallway chatter bordered on disparagi ng—but
Tayl or seemed undaunted.?®® In | ess than a year, he proved them
all wong. For a non-lawer, Taylor had an inpressive grasp of
how key cl auses worked; he m ssed no opportunity to rai se CACs
in speeches and testinony, and asked for frequent progress
reports on the initiative. He was invested in the targeted,

i ntensive outreach. Contacts at all |evels described encounters
where Tayl or—a mi | d- mannered nman—showed visible frustration with
the slow progress to CACs, nost notably in late 2002. One person
remenbered getting a call about CACs while Christmas shoppi ng at
Target, in which Taylor said, “Nothing is happening, we need to
do sonet hing!”?%! Another only tangentially involved with CACs
recalled Taylor’s reaction to a CAC-| ess bond i ssued w thout
Treasury’ s know edge—There is no excuse, we should be calling

everyone! ” 232
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Some suggest CACs nmde sense as a defensive nove on
Taylor’s part: "[T]he principal aimwas to stop SDRM and his nmad
boss.”?3® Yet anobng all U.S. participants in the CAC epi sode,
only academ c econom sts (of which he is one) expressed Taylor’s
| evel of enthusiasmfor the clauses’ substantive value and their
potential inportance in crisis. Taylor’s website puts CACs anong
hi s nost inportant acconplishments at the Treasury, under the
headl i ne, “Essential Reform of the International Financial
System Collective Action Clauses,” and alongside Iraq’ s
reconstruction, terrorist financing, and China s exchange
rate.** In speeches, he has credited the success of the CAC
effort partly to the post-9/11 spirit of international
cooperation. W have no way of knowi ng whether this conviction
was genuine; if it were, we can only speculate on the reasons.
But we cannot hel p wondering whether a cooler, nore pragnatic
approach to CAC advocacy in 2002 m ght have failed as its
predecessors did in the late 1990s: “H story needs a midwife in

this situation. John was the mdwife.”?3

C Ri tual Experts

Several published accounts of the CAC shift focus on the
role of experts, especially of |awers and econom sts, in

educating the officialdomand the markets. Interviews suggest
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that shift participants used expertise in unexpected ways.

We have noted the inpetus econom c theory gave to the
clause initiative by fram ng the bondhol der col |l ective action
probl em and the hol dout dil enmma. 2°® Two ot her instances of expert
depl oyment stand out in the CAC canpaign. The first is the
em nent | awers’ team conm ssioned to draft nodel clauses under
t he auspices of a G 10 working group chaired by Quarles. The
second is the econonetric studies that asked whether investors
demand a hi gher price for bonds with CACs than for those
wi t hout .

In June 2002, shortly after the release of the G 7 Action
Pl an, the G 10 established a working group of officials to

i nfuse nore content in the CAC exhortations. %%

Quarles was in
the chair.?® We have no evidence that the group was intended as
a “counter-design” project to balance the M s work on SDRM
however, in retrospect it appears to have played sone such
function. The group’s product, released in three nonths,
contained two parts: an official report recommendi ng cl auses for
inclusion principally in New York |aw bonds, and a set of npde
cl auses drafted by an advisory group of “em nent |awers” who
represented sovereign debtors and creditors in jurisdictions
where nost external sovereign debt is issued (England, Gernmany,

Japan and New York).?*° The effect was to produce a tangible

alternative to SDRM and the industry cl auses rel eased four
61



nmonths later, an alternative that had “intellectual heft”?? and
appeared to cone pre-endorsed by major countries and |law firns
in the soverei gn market.

Quarles’ role in the enterprise was critical. Before
joining the Bush Il Adm nistration, he was a partner at Davis,
Pol k & Wardwel | in New York;?* he had al so held a donestic
fi nance appointment in the Bush | Treasury.?¥? In his new
governnent stint he soon gained a reputation as an engaged
listener, a quick thinker, and a dynami c interlocutor even anpong
t hose who disagreed with him One sell-side banker who net
Quarl es several tines described himas “one that |ooked |like a
dyed-i n-the-wool Republican,” and in the sane breath recalled
bei ng “pleasantly surprised” with his willingness to |isten and
del ve into substance. ?*3

Sonme said the drafting effort was Quarles’ idea; others saw
his | eadership as a U S. effort to control G 10 m ssion creep
Bel gian officials were especially keen to use the CAC canpai gn
to bolster the role of the G 10, a forum where Bel gi um and ot her
“smal | Europeans” not part of the G7 play an inportant role.
Even some European participants in the working group described
it in part as a Belgian play for relevance.?* W heard this
sentinent froma senior U S. official:

| was so glad that Randy chaired it. . . . After the

G 7 supported [clauses], the G 10 decided this would
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be sonmething to do. It is a group always | ooking for

somet hing to do.?%

Tayl or was not at the nmeeting that sanctioned the working
group, and though he went along with it, he was never
confortable with officials prescribing contract text to the
mar ket . 2*® He had a point: even as the group’s report put
di stance between its own recommendati ons and the em nent
| awyers’ nodel cl auses, and even as insiders all attested to
Quarl es’ scrupul ous enforcenent of that distance in the process,
virtually all our market contacts perceived the nodel as the
official position on the nerits. This was especially significant
with respect to the 75 percent anmendnent threshold for “reserve
matters” (key financial and legal terns): “Randy was not shy
about 75 percent. The report said certain countries, certain
profiles, certain problens . . . [but] 75 percent is the
mandat ed number . ” %4’

O her G 10 recommendations for New York | aw bonds incl uded
trustees or permanent bondhol der representatives, elected
bondhol der representatives to negotiate in restructuring
(engagenent), brakes on acceleration and litigation, and
addi ti onal disclosure by the issuer. 248

The extent to which the G 10 effort hel ped convince sone of
the early novers is a matter of debate. One “em nent |awer” who

was al so involved in an early CAC issue suggested that “[t]he G
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10 report gave enough legitimacy to the use of the clause” for
i ssuers to experinment.?® A US. official said that the G 10
tenpl ate added to Mexico's confort.?® But sonme Mexican officials
expressed concern at the proliferation of drafting and
di scussion fora: “Discussions at IIF, G 10, U S. governnent —
process not |eading anywhere. It was seen as [re]opening every
single itemin the contract.”??! Soon U S. officials found
t hensel ves reassuring issuers that the G 10 would not nake a
fuss if they went ahead with clauses different fromthe
t enpl at e. 2°2
By late 2002 to early 2003, sone in the United States began
to worry that G 10 had started a “runaway process,” w th other
groups threatening to formon the heels of the Quarles-Iled
ef fort. 2% European support for a code of conduct for sovereign
debt managenent ?®* and renewed efforts to include CACs in the
debt issued by EU nenber states were threatening to dilute the
focus on a core set of clauses and a core group of issuers. ?°®
Mexi co soon nmade the concerns noot. At the | MF conference
on SDRM in January 2003, even as Mexican officials delivered the
customary public nays, they let their U S. counterparts know
that they had comm ssioned a set of clauses fromd eary
Gottlieb, and were willing to use themif the conditions were
right.2°® Price penalty remained the biggest concern.

The question of whether investors would charge nore for
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CACs had haunted the clause enterprise fromthe start. It had
several iterations. The first often came out in “market
outreach”: when told about CACs, investors who had not heard of
themsaid flatly that “orderly” restructuring neant easier
restructuring, and that they wanted nore noney for any cl ause
t hat nade debt easier to restructure. This was true even for
investors who held billions of dollars in English | aw CAC bonds.
A charitable interpretation of this reaction has CACs as a sign.
A country switching to CACs (unlike the country that has them as
a matter of course in its English-law contracts) reveal ed that
it was thinking about default. This nmeant that it was nore
likely to default, and possi bl y—dependi ng on how t he cl auses
actually worked in crisis (which no one knew or wanted to spend
time figuring out)-suggested |lower recovery in a
restructuring. ?® Sone investors described the buy-side response
as refl exive:

CACs’ utility is next to nothing. Guys do not read

prospecti —+s that the proper plural?—until next to

default. Quys like nme will ask for five extra basis

points even if it is not worth it, sonething to hang

our hat on. %%

Econom sts in the acadeny and in the governnent m ght have
had a reflexive reaction of a different sort. If indeed there

was a bondhol der collective action problem and if CACs hel ped
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solve it, then sonehow it nust surface in the bond price. One
possi bl e effect m ght even be beneficial to the issuer—+f CACs
reduced deadwei ght | oss to the bondhol ders from a prol onged,
messy restructuring, then an average bondhol der that wanted to
get a deal done quickly mght forego a few basis points for the
sake of a snpother process. On the other hand, to the extent the
country had to convince fewer creditors to accept its
restructuring proposal, it mght offer a worse deal to the
mar gi nal bondhol der?®*® —a price penalty woul d be in order

One seni or governnment econom st described a search for
pricing studies at the time of the Rey Report in 1995-1996; to
his surprise, the search came up dry.?%° In the next few years, a
nunber of studies appeared, many associated with the officia
sector (the Bank of England, the I M-, the Australian Central
Bank) . 2% The studi es di sagreed vigorously on nethodol ogy:;
debates continue to this day. Mreover, market assessnent of
CACs—and their pricing—+ay well change if and when they are used
to restructure debt on a significant scale. But even the nost
pessim stic anong the early studies predicted only a m ni nal
price penalty, and only for sone sovereigns. A study by
Ei chengreen and Mbdy suggested that while borrowi ng costs ni ght
rise slightly for poor credits, they could go down for highly
rated countries that used CACs because nmarkets did not expect

themto engage in opportunistic defaults and woul d val ue the
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flexibility that CACs could offer.2% The inplicit message was
that the CACinitiative would best be led by a country with a
high credit rating. Early in 2003, Mexico fit the bill.

Several of our official sector contacts—all econom sts—said
that the pricing studies increased their confort level with
pronoti ng CACs.?®® But none recal |l ed differences anong the
studi es; the shared view that any penalty would be small was
enough. One U.S. official not normally prone to post-nodern
nmusings inplied that the studies’ value was in |arge part
rhetorical: “We always cited Barry [Ei chengreen]’s work. O

course, econonetrics can never prove beyond shadow of a

doubt . . . . | used it in advocacy [to] neutralize the bad
stuff [they were] hearing. . . . If | were [an energing markets
debt manager], | would still be awfully worried.” 2%

The “bad stuff” came nostly frominvestors, often nediated
t hrough i nvest ment bankers. Many investors were also trained as
econom sts. Some buy-side players dismssed the pricing studies:

Academ c studies on pricing were usel ess as they

al ways are. [They] grossly m sunderstand how i nvestors

behave, investor sophistication. The data sets they

use woul d make [a quantitative analyst] cringe. 25°

I nvest mrent bankers were nore nuted, but kept com ng back to
mar keti ng concer ns:

They [energing markets clients] were petrified. Very
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hard to i magi ne how [ CACs would result in] terns that

were better for them and very easy to imagine how [it

could be] worse. The official sector was w nking and

noddi ng that they would indemify, but it is not clear

how t hey coul d have done it. 2°°

Even as U S. officials consistently reported that their
Mexi can counterparts worried about the price penalty above all,
a senior debt manager recalled that the Mexican teampaid little
attention to the acadenic pricing studies.?” This did not nean
that issuers did not care about pricing, sinply that their
t hi nki ng about price was influenced by factors other than
academ c studi es.

A sel | -si de banker explained that by 2003 investors
anal yzed Mexico nuch as they did a high-grade U. S. corporate
i ssuer, focusing on discounted cashfl ows rather than the
probability of default.?®® Neverthel ess, Mexican officials and
t heir bankers worked hard to make any potential price effects
untestable. On the one hand, the first CAC bond had to be far
enough away fromthe nost |iquid issues on Mexico's yield curve,
so that it could not be conpared directly. On the other hand, it
could not be so far off as to risk being illiquid, with CACs
getting the blane. The result was a success by all accounts. The
nost critical analyst report suggested |less than a twenty-five

basi s point penalty.?®® Ohers came in lower; Mexico and its
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advisers maintain it paid none.?° Mnths after the first issue,
traders in the secondary market no | onger asked whet her the
bonds they got had CACs; bankers filling their orders no | onger
vol unt eer ed. 2"

In sum the experts’ role in the CAC canpaign was hardly
straightforward. In the case of the G 10 working group and its

“em nent |awyers,” the principal benefit of the technical work
was not optimal contract |anguage, but a process that created

t he appearance of consensus and legitinmacy for sone set of CACs.
The G 10 report also created a straw nman, a presunption, and a
yardsti ck by which subsequent nodel and actual clauses could be
nmeasured. This role is distinct fromthe one Ahdi eh descri bed
when he credited the G 10 with hel ping overcone network effects:
no issuer or investor told us that the nodel clauses put them at
ease or signaled a nmarket-w de shift follow ng the nodel.?? On

t he other hand, by opening half a dozen contract terns to
negotiation, the G 10 process may have increased uncertainty and
created the inpetus for Mexico to preenpt further
experimentation. Like the nodel clauses, the academ c pricing
studi es responded to demand fromthe official sector. They added
to the confort |evel anmong CAC advocates, and may have hel ped

di ffuse demands for a CAC subsidy. But for nuch of the CAC
canpai gn, the studies fed into a rhetorical loop, a ritua

retort to ritual investor threats about a default scenario that
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for issuers and investors alike renmained i nponderabl e and

unponder ed.

D. Product Design

Qur contacts consistently said that the | awers did not
push Mexico to adopt CACs in February 2003. Neither Ceary
Gottlieb (representing Mexico) nor Sullivan & Cromnel |
(representing the | ead managers) took a firmposition on the
nerits before Mexico made up its mnd. Wiat role did the | awers
play in this shift? W asked this question of every contact that
had know edge of the transacti on—tawers, bankers, investors,
and officials. Mst said that Mexico s |awers were wary of
changi ng the standard docunentation. Mexican finance officials
took the early legal nmenps to suggest that “with all the |ega
architecture, CACs did not add nuch or take away nuch. No val ue
added. ”?"® The decision to shift was nmade at the Mexican finance
mnistry, with the approval of the mnister hinself.?™*
Consultations with Cleary Gottlieb were inportant, but not
deci sive. Once Mexican officials made the decision, they
approached Cleary CGottlieb, J.P. Mrgan, and CGol dman Sachs to
execute it.%® Sullivan & Cromwel | collaborated in the draft.

Qur inpressions contradict both the Choi-CGulati studies and

t he origi nal Kahan-Kl ausner fram ng that focused on high-vol une
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internmedi aries. Underlying both sets of studies is an imge of
| awyers and bankers who design a fix to multiple clients’
problem with the incentive to diffuse their invention in the
mar ket. But accounts of the process |leading up to Mexico' s issue
suggest that virtually no one involved saw t he hol dout problem
as either problematic for Mexico or in need of an inmm nent fix.
Wth or without CACs, “deals got done” is the phrase we heard
often fromthe | awers. The problemon which | awers and clients
appeared to agree was a proliferation of official initiatives.
That required a different fix. This observation from a banker
involved in the deal is typical

In [the | awyer’s] mind, CACs were in because ny client

wants it, Treasury wants it. If [they are] truly

effective fifteen years fromnow, ny client does not

care because they do not plan to default.?’®

VWhile they did not drive the decision to shift, the [ awers
hel ped determ ne the precise formof the new cl auses and how t he
shift was executed. Lawyers and clients described the process in
simlar terns. First, Mexican officials conm ssioned an
anal ytical nmeno that fed into the decision. A nonth or so later
the clients decided to nove, called the awers down to Mexico
Cty, and asked themto draft the contracts. The deep
rel ati onship between Mexican finance officials and their

| awyers, going back to the early 1980s, hel ped expand the
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| awyers’ role.

The form of Mexico's CACs was born of a teameffort. The
fact that nost deal protagonists knew one another fromprior
transactions (unsurprising given the small comunity) surely
hel ped. Clients and | awers alike sought to keep innovation to a
mnimum for fear that the narket’s tol erance for change was
limted. The end result was a version of the G 10 majority
amendnment provisions using the 75 percent threshold, nodified to
be nore consistent with standard form docunentation for U.S.

i ssuances. Mexico passed on the other G 10 reconmendati ons, such
as a trustee. A lawer involved in the deal observed that an 85-
90 percent anendnent threshold would have nade invest nent
bankers’ lives easier, but would have set disastrous precedent
for Mexico.?’” Lawyers said they knew the English |law convention
(75 percent of a quorum and had done corporate restructurings
usi ng English | aw anmendnment provisions. W got the strong sense
t hat goi ng above 75 percent of outstanding principal in New York
| aw bonds woul d have been a sign of weakness, at |east for a
strong credit |ike Mexico—+t enhanced neither the issuer’s nor
the lawer’s reputation. Mexico s position was that amendnment
thresholds were irrelevant to its credit analysis. Mving away
fromthe G 10 and closer to the industry-backed | evels woul d
have contradicted this view and betrayed concern with nmarket

reception of the issue. Market chatter in response to Brazil’s
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use of 85 percent two nonths later confirns this.?® Looking
back, none of the investnent bankers involved in Mexico's first
i ssue conpl ained to us about 75 percent.?’® On the other hand,
one banker recalled inserting a provision that nmade certain
ki nds of exit consents nore difficult to obtain; after Mexico' s
contracts became market standard, he expressed regret at not
pressing for a w der range of simlar protections.?®

Lawers al so argued agai nst el aborate investor
consultations before bringing the first issue to market. They
and others worried that instead of allaying investor jitters
about CACs, the neetings would dilute the contract |anguage
agai nst Mexico’'s interests:

When the U S. Governnent was tal king to everyone

arrangi ng nmeetings between the country and buy-si de,

we said, “Nonsense!” . . . Imediately after |aunching

the deal, discussions with [buy-side were] tense: “W

want this, we want that . . . .” They were offended

they didn't get to design the product. In the end,

t hey bought the deal .28

Less than two nonths after the Mexican prototype hit the
mar kets, Brazil and Uruguay were offering new variations on
CACs. Brazil’'s clauses were nore conservative, limted to
majority amendnent and raising the voting threshold to 85

percent from Mexico' s 75 percent. Uruguay’s clauses were nore
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aggressi ve. They included the 75 percent anendnent threshold
pl us aggregated voting across bond issues, nmade possi bl e because
Uruguay exchanged its entire debt stock. Uruguay used a trust
structure instead of a fiscal agency agreenent, which brought
collective representation and litigation-retardant benefits. It
added ot her bondhol der protections at the investors’ request.

Some contacts suggested that this diversity reflected
conpetition anmong law firnms and | awyers eager to define the new
standard and boost their own reputation. Arnold & Porter
represented Brazil, Ceary Gottlieb represented Uruguay,
Sullivan & Cromnel | represented Brazil’s investnment banks, and
Shearman & Sterling represented the bankers for Uruguay. All
four firms are major players in the sovereign narket.

Those involved in the deals did not report a story of
conpetition either anong the individual |awers or their firns.
Lawers in the same firmdid not always agree on the formthat
CACs shoul d take. Mexico and Uruguay both used Cleary CGottli eb,
but adopted different nodification provisions. Both Brazil and
Mexi co had Sullivan & Cromnel | representing the | ead managers,
but used different voting thresholds for their early CACs.

The differences over what form CACs shoul d take appear to
have broken down between those | awers who descri bed CACs
primarily as a response to official pressure, and those who

| ooked to CACs to solve the holdout problem This is not to say
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the first group did not understand CACs, but that they conceived
of their own mandate differently. Lawyers advising early CAC
novers often saw thensel ves as part of a teamthat engineered a
deal with high participation and no price penalty, which in turn
woul d hel p establish the viability of CACs as a concept, subject
to later technical revision (one | awer even told the press that
his client might revise its CACs as market standards evol ve). 283
The cl auses had to work and be a net inprovenent for their
clients, but above all they had to sell and sell quickly-hence
this group was inclined to mnimalism One |awer sunmed up the
enthusiasmthis way: “We all think having CACs will be better
than not . . . . Not only are they a good idea, but not
particularly intellectually challenging.”?28

On the other hand, those who drafted CACs to address a
hol dout problemtended to advocate the nore aggressive cl ause
fornms. Buchheit at Cleary Gottlieb stands out for having
advocat ed clauses to battle hol douts even before the Rey
Report.?® |n a 2007 article, he attributed the CAC shift to
investor frustration with | osing noney to hol douts and
Argentina’ s protracted restructuring®® (no investor was willing
to nake the link in our interviews). Unlike nost soverei gn debt
| awyers whose work includes a mx of new issuance and
restructuring, Buchheit’s sovereign practice is al nost al

restructuring. An elegant and prolific witer, he had published
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many articles on CACs before the Mexico shift. The first of

t hese appeared in 1991, on the heels of sone particularly
contentious renegotiations of syndicated bank | oans where

i ndi vi dual banks had held the rest hostage.?® In 1998-1999, he
publ i shed a series of colums in the |eading trade publication

87 and nore articles el sewhere

proposi ng specific CACs for bonds, 2
di scussi ng ways of addressing the hol dout problem 28 He becane
sonething of a public intellectual on sovereign debt matters,
frequently called upon by the official sector (for the G 10

“em nent | awyers” group, anong other efforts), but also a deeply
pol ari zing figure anong sone creditors for his aggressive
representati on of distressed countries.

Despite his public association with CACs, Buchheit appears
to have played a small role in Mexico s decision and the
execution of its first CAC issue. But many point to Buchheit’s
instrunental role in designing Uuguay' s CACs in April 2003,
whi ch went beyond Mexico’ s surgical response to officia
initiatives.

Uruguay’ s docunentation, including a trust structure and
aggregated voting across different issues, becane the nodel for
Argentina and the Dom ni can Republic, represented by other
| awyers at Cleary Cottlieb, as well as Iraq, a Buchheit client—

al |l conprehensive debt restructurings. Argentina added a tw st

by introducing a trust indenture that covered both New York and
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English | aw bonds. Recently G enada (another Buchheit client)
used the trust structure and elim nated a bondhol der’s

i ndi vidual right to sue for missed paynents.?®® To the extent

U S. pressure for CACs played a role in these cases, it did not
seek to go beyond the Mexican nodel .

Uruguay and even nore so Grenada were snaller and | ess
sophi sticated issuers than Mexico, Brazil, or Argentina. Smaller
issuers were nore likely to look to their |awers for
substantive strategic decisions, which in turn may have given
nore of an opening to an entrepreneur |ike Buchheit. His history
with CACs and the earlier initiatives may have pronpted himto
respond to official pressure in ways different from ot her
| awyers. Taylor’s phil osophical disconfort with endorsing
specific clauses made m nimalismthe natural response for those
who worried about governnment pressure nore than they did about
hol douts, it also offered two good reasons for Mexico's
preenption strategy.?® For those |ike Buchheit who worried about
hol douts, official advocacy offered a wi ndow of opportunity to
fix the problem the others’ mnimalist tendencies worked to
narrow t hat w ndow.

In the Buchheit story, a market actor convinced of a market
failure did play a key role in producing a set of clauses which
address that failure. It was not the role reported in the

publ i shed stories, which focused on Mexico’s CAC nove. |nstead,
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Buchheit’s role as innovator energed in the wi ndow created by
the Mexico shift; his clients’ contracts were greeted with only

a fraction of the fanfare that acconpanied the first issue.

E. G eat Men and Littl e Funds

“Market resistance” is the standard expl anation for the
ei ght-year | ag between the Rey Report and February 2003. In
contractual boilerplate studi es—assum ng CACs were optinal for
the parties—+t evokes network effects and switching costs. W
used our interviews to try to unpack the forces behind investor
resi stance to CAGCs.

Interviews and of ficial records suggest that |arge sell-
side investnment banks acknow edged the theoretical value of CACs
in principle, but rebuffed official requests to intervene with
their sovereign clients. A banker ultimately involved in an
early CAC issue put it this way: “Treasury would call and we
woul d say that we are not an armof the U S. Governnent, we work
for the issuers.”? He might have advocated for CACs if he coul d
have assured an issuer that a new legal termwould save it even
one basis point, but a cost savings seened inprobable.?% An
official outreach log entry for this firmreads, “WIIl not raise
CACs with issuers.”?® Once issuers nmade up their minds to nove,

t he bankers—uch |i ke the | awers—were instrunmental in designing
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the early issues and setting the market standard.

In contrast to the Kl ausner-Kahan study where end investors
are diffuse and invisible, the buy-side was prom nent throughout
t he CAC episode. But the buy-side cane in several varieties.
EMCA got the nost attention and stirred up the greatest
passions. It was staffed by investors with busy day jobs. Mny
of its leaders joined up in reaction to what they saw as sell -
si de fecklessness, official venality, and issuer treachery in
Ecuador and Argentina.?® But they al so expressed higher notives,
such as inproving the asset class or bridging the intractable
i nformati on gaps that plagued energi ng nmarkets soverei gn debt:

Mar ket peopl e thought the governnment people were

norons. Governnent people said, “why are you buying

this stuff, you know what it is . . . .” Markets see

[the IMF] as the transfer agent for their noney to

devel opi ng countries. Devel oping countries see it as

t he paymaster that nakes sure that creditors get paid.

Bot h cannot be right.?%®

Publicly, EMCA styled itself as the voice of the bondhol der
grassroots, and had initially distanced itself fromthe ol der,
nore professionalized trade groups with significant sell-side
menbership and roots in the 1980s debt crisis. EMCA s penchant
for public purity positioned it as the eneny of both SDRM and

CACs. But the group was the first on the investor side to
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propose a package of clauses that included ngjority anendnent.
EMCA's “Moddel Covenants for New Soverei gn Debt |ssues”
circulated informally as early as May 2002, four nonths before
the G 10 clauses and ei ght nonths before the consensus cl auses
| ater endorsed by seven market associations including EMCA
itsel f.2%

Like the official initiatives to pronote creditor

coll ective action, EMCA clauses technically renoved the
unanimty constraint. In hindsight, market contacts point to

t hese cl auses as evidence that investors had al ways accepted
CACs in principle. But EMCA's effort addressed fundanentally

di fferent probl ens—+ssuer m sbehavi or (hidden action) and
sovereign immunity. One nenber said that EMCA cl auses canme about
after investors “saw Argentina acting the way it did” in late
2001 to early 2002.%° Drafted by a | awer who had successfully
sued several energing markets governnments, the clauses proposed
to facilitate injunctive relief, waive central bank imunities,
and expand the universe of assets and protections available to
creditors. ?°® The amendnment threshold was 95 percent for an
expanded |ist of reserve matters including key financial ternms,
75 percent for nost other terns, and 100 percent for the
amendnent provisions thensel ves.

EMCA said that it took the official sector at its word—f

Treasury wanted a market fix for financial crises, and granted
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its decision to go about the fix by altering private contracts,
we, the market, would organize to claimthe ternms we really
want. In effect, these investors tried to use the official
initiative, including Taylor’s reluctance to be prescriptive, as
a vehicle to revisit sonme of the contractual battles that led to
EMCA's birth. Their clause package woul d hel p defeat exit
consents and enshrine a broad interpretation of the pari passu
clause to facilitate debt enforcenent.?%® CAC advocates outside

t he bondhol der community saw a Trojan horse, and the package
went nowhere.

EMCA's effectiveness and power base were not clear. On the
one hand, its |eaders had access to high level U S officials,
and EMCA's public reactions to events of concern for its
menbership (such as sovereign defaults and G 7 policy turns)
were quick and forceful. On the other hand, EMCA's ability to
hold its own base together and speak for the energing nmarkets
buy-side community were patently limted. Mexico' s CAC i ssue and
Argentina’s restructuring both occasi oned indi gnant EMCA press
rel eases, but drew participants fromits nembership. 3 EMCA s
limted influence on the contractual front had a structura
reason. We noted previously that buy-side investors do not
normal | y negoti ate sovereign bond contracts; the sell-side does
it for them Issuer’s and underwiter’s counsel do the drafting.

I nvestors can and do make their views known to issuers and the
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sell side—-hence, the expanded |ist of reserve matters in Mexico
and the virtual disappearance of aggressive exit consents after
Ecuador —but typically, to buy or not to buy is the only decision
t he buy-side nakes, sonmetinmes with the help of in-house | awers,
but often without. Some | awers for major issuers told us they
sinply had no occasion to interact with the buy-side. EMCA

| eaders understood this predi cament and saw t he canpai gn for
CACs as an opening for nore direct input into contract terns.
But Taylor’s refusal to be prescriptive cut both ways—he woul d
not protest Brazil’'s 85 percent threshold, nor would he carry
the water for EMCA on pari passu.

Several of our public and private sector contacts said that
by the fall of 2002, some |arge energing narkets investors were
di ssoci ating thensel ves fromthe EMCA | eadershi p position, which
t hey characterized as too vocal, inflexible, and “legalistic”
(they attributed the latter to the presence of | awyers-turned-
fund- managers on EMCA' s board). As one investor put it,

W i nvest based on econom c fundanentals. Lega

mnutia is not what we do. . . . These | ega

provi si ons—we are noney nanagers—€o we read thenf?

[We are supposed to be smart enough, invest in

a liquid market—+f there is a debt crisis, you are not

supposed to have the debt! . . . SDRM was ri dicul ous.

Everyone agreed that CACs are a decent step
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forward. Once they are introduced, [we’'ll] see how the

market reacts . . . if anyone cares. 3!

A nore conpl ex explanation for the buy-side split has to do
with the evolution of energing markets debt as an asset cl ass.
Ten years after the Brady Plan, crossover investors cane to hold
substanti al stocks of energing markets debt, usually the better
rated credits. Contract and regul ation often bar these investors
from hol di ng assets below a specified rating threshold. The fact
that emerging markets ratings were nore volatile than their U S
corporate counterparts created unexpected problens for crossover
i nvestors. One proni nent energing markets specialist on the buy
side recalled a downgrade of Peru in the wake of successful
hol dout litigation.3? Crossover fund managers in his conmpany had
to sell Peruvian debt quickly, even though nothing had changed
about the country’s fundanentals. After the incident, he had
troubl e convincing coll eagues to invest in energi ng markets
debt, even where it was cheap conpared to simlarly rated U. S
corporate securities. The experience in turn convinced himthat
if the energing markets were to mature as an asset cl ass,
somet hing had to be done to neutralize the hol douts and make
recovery val ues nore predictable. 3% CACs | ooked |like a
reasonabl e sonet hi ng. However, synpathetic investors exposed to
bot h dedi cated and crossover perspectives now found thensel ves

at odds with | ongstandi ng EMCA positions and dedi cated investors
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intractably opposed to any weakening of creditor rights.

Late in 2002, several executives responsible for |arge
energi ng markets funds contacted the official sector and offered
help with getting a country to adopt CACs. They proposed a
neeting to reassure high-quality issuers of their willingness to
buy CAC bonds; as noted earlier, the neeting was schedul ed but
Mexi co backed out .

When Mexico |launched its first CAC bond, EMCA was furious.
The following view, emailed the day after the deal closed, is
i ndi cative:

First, the procedure made the whol e deal feel like a

jamjob. EMCA had draft covenants on the table for

nearly two years. W were not even consulted before

this deal was put on the table. Kind of pathetic.

After years of Buchheit et al conplaining that the

buy-si de cannot organi ze itself, when we finally do

organi ze, the issuers and allied officials ignore us.

Thi s does not engender good will on the part of the

mar ket. (That, of course, is probably not on the

officials’ agenda anyway.) . . . [Most dedicated EM

i nvestors believe that the UST and C eary were behind

much of this deal. As a technical matter it was not so

much el egant as clever/sneaky to bring the first CACs

in Mexico. Crossover investors are a big part of
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the Mex investor base, so there was no need to force

t hese bonds onto the dedicated EMinvestors who are

t he key buyers of the | ower grade EMcredits.

The 75% threshold is a joke. EMCA and EMIA said as

much. The trigger |evel |eaves the clause open to easy

abuse by distressed sovereigns. It is unlikely to be

an issue in Mex, since the probability of default is

so low for this credit. . . . The trigger level is the

key to making CACs effective vs a joke. And what

happened to all of the other covenants that the buy-

si de asked for? The negoti ati ons over bond docs have

been a j oke—nothing has started. 3%

Many contacts told us of a contentious conference cal
organi zed by the | ead nanagers, Gol dman Sachs and JP Morgan
shortly after the launch. Most of the sentinment was al ong the
Iines of the preceding quote. One of the larger investors “piped
up and | auded the Mexicans on taking an inportant step forward
and asserted that if people were so skeptical of the issuers’
noti ves maybe they should be investing in another asset class

but he was a | one positive voice.”3® One sell-side banker
said in retrospect that the conference call represented “95
percent of the noise [that] occurred” in response to CACs. 30
Many said to us that EMCA activists represented a small fringe

of the investor conmunity. But even if that were true, at the
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time the deal managers could ill afford to dism ss them=W have

five magjor institutional investors . . . saying ‘if you buy
this, you destroy the asset class.” . . . They are thought
| eaders. " 3%

One thought | eader who got credit for the CAC shift from
the press and governnent officials was Pinco’ s Mhanmed El-Erian
El -Erian was anong the | argest investors in energing markets
assets, a former | M- staffer, and one of EMCA s foundi ng board
menbers (he resigned after 2001).3%%® He spoke publicly on policy
i ssues relevant to the asset class, and for many was taking on
the role of a buy-side “senior statesman.”3%® Miltiple contacts
told us that he engaged with the official sector in the wnter
| eading up to the CAC shift, and had offered to work with mgjor
issuers to help broker the shift. But just as many contacts said
he was unhappy at not being consulted ahead of tine about
Mexico’'s issue and did not buy it for reasons that had to do
wi th some conbination of nmoney and principle. 3°

EMCA was one of three market associations active in the CAC
episode in the United States. The \Washi ngton-based Institute of
International Finance and New Yor k-based EMIA (formerly the
Emer gi ng Markets Traders Association) both engaged regularly
with officials throughout the private sector involvenent
canpai gn of the 1990s, and especially in the CAC- SDRM debat e.

I1'F was founded early in the 1980s debt crisis, with a
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menber shi p conprising | eading commerci al banks that were al so
the dominant creditors to troubl ed sovereigns.®? It was |ater
expanded to include investnent banks. |In addition to serving as
an industry forumfor major financial institutions and a |Iiason
with the official sector, IIF periodically publishes econonic
and mar ket research. EMIA started in the early 1990s as LDC Debt
Traders Association, with a mssion to facilitate trading in the
Brady bonds and later all emerging markets debt.3%? |ts
menbership overlaps with Il F s, but EMIA focuses nore on

i nproving trading practices and market and | egal infrastructure,
and serves as the authoritative clearing house for information
in these areas. A fornmer Bush | Treasury official is the head of
IlF, EMIA's head is a forner Shearman & Sterling partner who was
active in the Brady restructurings. The two organi zati ons aspire
to represent both sell-side and buy-side investors; they are
often seen as closer to the sell-side, an inpression reinforced
with EMCA' s appearance on the scene.

Il F | eadership was in frequent contact with Taylor and his
col l eagues fromthe earliest days of the CACinitiative. Charles
Dal |l ara, the head of IIF, took the |lead as a |iason between the
interested industry associations and the U. S. Treasury; the
focus was on defeating SDRM Senior Treasury officials val ued
I1Fs early support for the contractual approach, but worried

that the group did not have a way to operationalize the support
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qui ckly: “Charles’s initial reaction was positive. But it
wasn’t, ‘W’ re doing it’—not operational.”3?® Some at |IF saw
Treasury’ s canpai gn as too public and adversari al +he probl em
was not CACs thensel ves, but the public sector cranm ng them
down on the market, in 2002 just as nuch as in 1996:

[I] believe fromthe bottomof ny heart, if G7,

Treasury, | MF—anyone—had serious discussions about

CACs on a voluntary basis, [we] could have had CACs in

bonds four years [earlier].3

Treasury’s outreach to individual issuers and institutions,
whi ch Tayl or considered key to the ultimte success of the CAC
shift, was counterproductive in this view In an individual
capacity, each market participant was bound to “talk their
book” 3*>—hence sone of the nore vituperative responses to early
of ficial overtures. The function of a trade association like IIF
was to act in the collective interest of the market, to bring
out the inner statesman in the financier. 3"

But in 2002 Treasury was in a hurry. Wether II1F could have
delivered CACs in the relevant time frame is subject to debate.
Buy-si de and sell-side investors involved in early CAC issues
dismss IIF efforts as irrelevant. Then again, nost of the deal
partici pants were md-|evel executives. |IIF tended to work
t hrough “senior statesnen” at the higher rungs of nmmjor globa

institutions. Myst of them knew one anot her from havi ng wor ked
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together on the | oan restructurings of the 1980s, a tine when
the informal nornms of this small conmunity of elite bankers,

| awyers, and governnment officials ruled the roost. Skeptics

di sm ssed the “great nmen” approach as a relic of the 1980s that
could not deliver in the diffuse, diverse world of the capital
mar ket s. 37 But surely support at the top could not hurt.

VWiile Il F appeared to | ead negotiations with the official
sector, EMIA played a central role in the |ast key design
exercise leading up to Mexico' s issue. Followi ng EMCA's cl ause
proposal and the formation of the G 10 worki ng group, the onus
was on the industry mainstreamto produce a set of terns that
stood a realistic chance of being adopted. The goal was partly
to preenpt SDRM but also to address the one probl em around
whi ch there was consensus anong market partici pants—he probl em
of “the rogue debtor.”3® EMIA, EMCA, |IF, the London-based |PMA,
and three broader securities industry groups rel eased the
“mar ket abl e cl auses” package on January 31, 2003, together with
an early version of the code of conduct for sovereign
restructurings.>® These clauses were a far cry from EMCA's, but
shared the sanme essential inpetus—reditors would yield on
majority anmendnent for key financial ternms (this tine at 85
percent of the outstanding principal provided 10 percent did not
object), in exchange for nore robust investor protections,

di scl osure and saf eguards agai nst the use of exit consents. 3?°
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The process of building consensus anong the “Gang of Seven”
trade associ ations took tinme; their clauses were the last to
arrive on the scene. But their release did signal a turning
point; by early February 2003, every nmarket constituency as well
as the governnment of every major financial center was on record
supporting clauses in sone form+the question was which form
woul d prevail

Yet again, industry endorsenent of CACs was hardly on the
nmerits, as a robust solution to a real collective action
problem Years later, one of the | eaders of the “narketable”
drafting effort called the entire CAC epi sode “nmake-work.” He
specul ated that successful holdout litigation against Peru in
1996 had gal vani zed official efforts to solve a hol dout problem
that was not really there:

Suing a sovereign is so damm hard—bei ng a hol dout is

hard, not smart. . . . [The] official sector was

of fended by what happened to Peru—soneone bought | ow

and shook down Peru. . . . It offended [their] sense

of fairness in the financial system | was pretty

of fended while the Brady deal was going on, but not

when [the hol dout] collected. Peru was flush. It paid

when it did not hurt to pay. 3%}

A sell -side banker involved in an early CAC deal said he

“suspected that Taylor was smart enough to realize that whether
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[issuers] include or exclude CACs neant not a hill of beans—
which turned out to be the case. | thought it was entirely
political.”%? And a buy-side noney nmanager summarized the
general sentinment this way:
Conceptually it is hard to argue against CACs if they
are witten well. [CACs] renoved the very snal
probability that holdouts would stop [a country from
conducting a generalized restructuring]. The issue is
nonsense, but CACs, if properly drawn, would [be] the
appropriate theoretical response. If you think that
hol douts are a small problem [the anmendnent
t hreshol d] shoul d be above 90 percent. |If you are of
the other view, they should be as | ow as possi bl e.
This begs the question whether the public sector was
concerned with a snooth and efficient workout, or with
their capital being trapped. . . . [CACs are a]
potentially reasonabl e theoretical answer to a renote
but plausible theoretical problem Get into conpound
conpl ex sentence that the average investor group does

not worry about . 323
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F. The U timate Market Story

It is worthwhile at this point to pull together the
different interview strands that address Mexico's notives for
nmoving first. SDRM was malingering at the M/, the U S. Treasury
had | obbi ed Mexico for nonths, and drafting efforts were
proliferating. These factors wei ghed agai nst what seened |ike
unwavering resistance at the highest levels in the Mexican
gover nment .

The core Mexican team responsi ble for maki ng the deci sion
consisted of three officials led by the Finance Mnister. The
M nister went so far as to wite a scathing thirteen-page letter
to ONeill in Novenmber 2002, expressing his intractable
opposition to both CACs and SDRM *2* What changed mi nds so
drastically that (apparently, on a weekend) Mexican officials
called their lawers down to Mexico City to inplement CACs?

We heard two expl anations. Market participants, both
| awyers and bankers, told of a runmor that sone small country was
going to launch an offering using industry-sponsored cl auses
wi th a high amendnent threshol d. Such unfavorable CACs risked
becom ng market standard if Mexico did not preenpt this unnaned

country. Qthers focused on Mexico' s |eading role in opposing
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SDRM A trade press account of the CAC shift suggested that
taking SDRM of f the table was the quid pro quo that Mexico
extracted out of the United States.3?°

Both stories are problematic, even though we heard them
fromnultiple sources. Not one of our contacts had a clue as to
the identity of the country in the small country-bad cl auses
runor, raising the possibility that it was just a runor. In
public and in private, Mexican officials expressed only a
general desire to preenpt bad precedent, and only a general
concern about proliferating public and private initiatives that
threatened to destabilize the boilerplate. Bankers and | awers
involved in the deal echoed the sentinent.

As for fear of SDRM and the quid-pro-quo theory, it rings
only partly true. It is unlikely that a U S. Treasury under John
Snow woul d have continued the two-track charade nmuch beyond the
spring of 2003. Hubbard s keynote at the | M conference on
January 22 signaled to a spectrumof interested parties that
Wit e House support was not there. On the other hand, even after
Mexi co’ s debut, a market-wi de shift | ooked far from certain. 3?°
Mexi co’ s issue was a hopeful sign and a new argunment for the
contract contingent, but not mssion acconplished. And in any
event, even whol esal e adopti on of CACs was never an adequate

substitute for statute in the SDRM canp. Al nost two years and

two dozen CAC issues since Mexico, one U S. contact specul ated
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that if a vote were held on the day of our interview, a najority
of the | MF Board woul d have supported SDRM 3%/

So what noved Mexico? Mexican officials tell the ultimte
mar ket story—an issuer with significant market power that
perceived a threat to this power froma mx of official meddling
and bondhol der activism “For us, the issue was our role as
i ssuer. We were concerned about the state of discussion on the
markets. . . . Wiat generated the change? W didn't |ike the
fact of being pushed around by international initiative where
our fate was not very clear.” 3?8

This is not so nuch a story of Mexico eager to get the best
possi ble clauses into its debt, or of Mexico worried that SDRM
woul d conme to pass, but of Mexico worried that tal k of SDRM-and
cl auses—aoul d not stop. The tal k got everyone thinking about
default (the norgues), threatened to create uncertainty in the
mar kets about G 7 and | MF behavior in crisis, and to increase
the cost of capital for the very countries supposed to benefit
fromthe initiatives.

We have no way of knowi ng whether the story of market and
political |eadership that we read in the press and heard from
Mexi can officials in fact reflects their true notives for using
CACs. Virtually all the | awers, bankers, and investors involved

in the first CAC deal, as well as the G 7 officials who | obbied

Mexi co, stress reputational factors and U.S. pressure and de-
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enphasi ze the CACs’ substantive value. The limted scope of
Mexi co’ s CACs supports the point.

To the extent Mexico wanted to use the CAC incident to
create a perception of autonony and | eadership, it was wildly
successful . A European official put it this way:

Mexi co may have been ahead of the curve. . . . They

not only earned the respect of the official sector

(that didn’t nean anything to the Mexicans), they

showed the markets that they were ahead of the

markets. . . . They are too intelligent, too

sophi sticated to have believed SDRMwas a realistic

possi bi lity. 32°

Mar ket participants and officials alike offered effusive
comment s about the Mexican debt nanagers’ intelligence,
sophi stication, financial acunmen, and investor relations style.
Mexi co, they said, was not |ike any other energing nmarkets
i ssuer. Observers spoke of a “revolutionary experience,” a
“transformation of nentality between 1994 and 2000,” of getting
“out of the victimnentality” that plagues the energing
mar ket s. 3% Mexican officials “may have been the only exanpl e of
adult behavior in the whole [crowd]”:

[ Mexi co’s Deputy Secretary of Finance Agustin]

Carstens had been Mexi can ED [Board representative] at

| MF. He was al ways very open nminded and into
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noderni zing the I M. He was ok on transparency, etc.,
which put himin contrast with many of his EM
col |l eagues on the Board. In FinMn, he worked a | ot
with markets. | actually think Agustin was bei ng
internationalist mnded at the tinme and believed that
he t hought Mexico should be internationalist to show
that it was playing a greater role as a responsible
pl ayer on the gl obal scene. He and Al onso Garcia
shoul d be nega-stars of [the] article. 33

Wil e Mexico’ s circunstances and | eadershi p i ndeed stood
out at the time, many of our contacts also noted that the shift
conceived in the turnoil of the 1990s finally happened under
unusual Iy benevol ent market conditions, when interest rates in
mature market economies were at all-tine [ows and investors
fl ocked to energing market debt.3*? Mexi can debt was investnent
grade, and attracted grow ng numbers of crossover investors. The
governnment had pre-financed for the year, and did not need the
nmoney fromthe CAC issue (it used the proceeds to retire nore
costly Brady bonds). It was difficult to envisage a better
tinme. 333 But the experiment was not riskless:

At the tine, Mexico could issue $1 billion on a day’s

noti ce; everyone knew our contracts. [lIssuing with

CACs] disturbed it alittle bit without an i nmedi ate

benefit for Mexico. . . . Push [to] strengthen
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international financial system . . . Instead of

openi ng the book in the norning and cl osing six hours

| ater oversubscri bed, three days working the phones.

Some committed clients surprised, sone sensed betraya

[ because Mexi co had] not consulted them 33

A Mexican official who played a key role in the nove
descri bed CACs as beneficial, but suggested that their principal
benefit in 2003 was to | et business people return to busi ness:

Both debtors and creditors |ike having a set of

contracts, and proceed to issue. Inpractical to make

the issue of contracts . . . . [Settling procedura

terns] allows us to focus on the substantive issues of

the transacti on—+ssues, rights, options. This is what

the market participants want. 3%

In this fram ng, which we also heard from ot her energing
mar kets contacts, governnent debt managers are first and
forenost market participants whose goal is to mninize borrow ng
costs. We got the distinct sense that when these officials spoke
of a disequilibriumthat pronpted the CAC shift, they referred
to the flurry of public sector crisis resolution initiatives,

not hol dout problens. For them public good and internationa

prestige came by way of being nmarket actors par excellence. 33
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G At the Tipping Point

Mexi co’ s sound econony and sterling reputation made it the
perfect first nover in February 2003. These sane qualities gave
skeptics the perfect excuse to dismss it as precedent. Mexico
was not |ike the rest of the enmerging nmarkets; maybe its CAC
i ssue should be viewed nmuch as the G 7 countries’ attenpts to
“l ead by exanple,” putting clauses in their own foreign-currency
debt —a face-saving, but irrelevant, gesture. 3’

The next two countries to | aunch CAC i ssues were Brazil and
Uruguay, both in April 2003. Unlike Mexico, neither Brazil nor
Uruguay had been doing quite so well. Brazil had been out of the
international markets for over a year. It had just elected a
| eftist governnent, pronpting questions about its econom c
policy course. WUuguay had suffered fromArgentina s financia
crisis, including a massive bank run that only stopped with the
hel p of an | MF package that anobunted to $500 for each
Uruguayan. 3% | f Brazil and Uruguay coul d use CACs, even hardened
skeptics would have to concede that the shift was on its way.

We heard two kinds of explanations for Brazil’s and
Uruguay’ s noves. The first attributed themto conpetition anong
| awyers and law firnms to set the market standard for CAC issues.
As di scussed earlier, we found no evidence of such conpetition

The second expl anati on brought back U. S. pressure as the
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dom nant factor. As with Mexico, the pressure was there, but the
way in which it worked, and the extent to which it was
effective, were context-specific.

In early 2003, Brazil was the M s |argest debtor, and was
about to draw nore funds and extend its repaynent period before
the year’s end.®° It could ill-afford a public spat with
official creditors. But Brazil was al so anong the | argest
energi ng markets issuers in the world: it accounted for about
one-fifth of the index, with Mexico and Russia as its nearest
conpetitors.3? A Brazilian official involved in the CAC decision
expl ai ned:

In the short-term Brazil faced incredibly hard tines

in the market. . . . Everything could be used agai nst

us. W& had to preserve [a] relationship with

bondhol ders at any cost. 3%

The | eadi ng business daily in Brazil called CACs “default
cl auses” (cl ausulas de calote) in reports that blanmed the United
States for foisting themonto issuers to put investors on guard
and save | MF bailout noney. Brazilian officials took great pains

t.%*? This is in further

to show they were in the driver’s sea
contrast to Mexico, where enotions seened to run |lower in brief
reports citing government rel eases and the foreign press, al
prai sing Mexi co’s market |eadership.3* To our know edge, in

neither country did the press debate the nerits of majority
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amendnent provisions, notw thstandi ng robust coverage of the
Argentine default and general sensitivity to debt issues. Both
SDRM and CACs appeared as foreign political artifacts, with
limted resonance for donestic audi ences.

Wth Mexico, Brazil led the opposition to SDRMin the | M
Board. Brazilian officials said that initially they did not see
much |ight between CACs and SDRM-both gravely threatened the
country’s fragile market access. But faced with a conbi nati on of
SDRM s resilience and a grow ng sense of market acceptance for

some form of CACs, they cane to describe clauses as a "“good

” 344 “ ” 345

conproni se, reasonabl e, not disruptive, and ultimately, a

“Pareto inprovement”. 34

Two factors affected the timng of Brazil’s first CAC
issue. First, unlike Mexico, Brazil needed the noney and so had
to launch in favorable market conditions for its own sake, if
not for the CAC cause. Second, Mexico had to go first. W
believe that had Brazil returned to market in January instead of
April, its CACs would have had to wait. Mexico's first nove
establ i shed the presunption that CACs carried no penalty; Brazi
tested that presunption. Mexican and Brazilian finance officials
knew one anot her and had di scussed CACs and SDRM however, we
have no evidence that they coordinated their respective CAC

debut s.

Qur Brazilian contacts described their first CAC i ssue as
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“part of a very clear indication on many fronts of where we
stood.”3’ Brazil stood in a delicate spot. After the election,
it desperately needed to reassure investors of its free-nmarket
credential s—=evol utionary, rather than revolutionary; that was
our sound byte”3®which made any di scussion of potential default
anat hema. According to trade press, Brazil “absolutely had to
have a hugely successful deal to mark its reintroduction to the
capital markets.”3*° On the other hand, if Brazil saw itself
ultimately as part of the Mexico cohort, issuing with CACs was
not all bad: “We wanted to do it, it was time to do it.”3°°
Brazil needed G 7 support to continue drawi ng exceptional suns
fromthe M at a very delicate tinme for its econony and
political system In a nore subtle sense, Brazil needed to
signal to the markets that the United States and the G 7 would
stand by it in the event things took a turn for the worse.

The resulting conprom se, a majority anmendnent clause with
an 85 percent threshold—n contrast to Mexico's 75 percent—s
easy to explain in this context, even as it drewcriticismin
t he soverei gn debt world. 3! Conspiracy theorists blaned Brazil’s
| awyers and investnent bankers; Brazilian officials insisted to
us that the decision was their own. Critics said that the 85
percent threshold signaled both that Brazil was a weaker credit,
and that the threshold itself made a difference.®? This went

agai nst much of what Mexico had tried to acconplish in designing
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its first nove.

But Mexico's offer was structured specifically to | aunch
CACs; launching CACs was at best a third-tier objective for
Brazil. And Brazil was spectacularly successful in neeting its
first-tier objective—the issue was oversubscri bed, with an order
book total of over $7 billion for a $1 billion offer, spread
among 430 accounts. 32 Brazil has since shifted its anmendment
threshold to 75 percent, in line with Mexico's, validating it as
the new market standard. In retrospect, its officials described

3% some went out of their

t he epi sode as “technical progress”;
way to praise Taylor’s reasonabl eness and sensitivity. 3°®

CACs were not forenost on the m nds of Uruguayan officials
faci ng default on a debt stock of over $5 billion. But in an odd
way, |egal provisions becanme entangled with the business and
policy aspects of the debt exchange: “W did not |ike to default
on debt. Did not know about CACs, SDRM But by chance i nmersed
into a very sharp debate anong | awyers, U S. Treasury, |M—
something we realized nonths later—+trying to solve fundanental
probl ens. " 3°6

The debate in Uruguay’ s case had to do with its | M package
and the terms of its debt restructuring. Uruguayan officials
prized the country’s reputation as a reliable borrower; it did

not have its neighbors’ history of defaults. Because nuch of its

debt was held donestically, they also worried that a default or
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deep debt reduction woul d spur another bank run. 3’ But the
official sector was ill-disposed to finance anot her bail out of
private creditors. Sone Uruguayans suspected that theirs was
beconm ng a test case for a newregine that would lead into
SDRM 3°8 NMore likely | MF was reeling fromArgentina s default and
accusations that the Fund had financed unsustai nabl e policies
and | ast-ditch debt exchanges that increased Argentina’s
unsust ai nabl e debt.3*° | MF staff and some market participants
grunbl ed that Uruguay’ s proposed restructuring terns were too
rich—a nmere extension of maturities—and would | eave its debt
| evel s dangerously high, guaranteeing another restructuring
shortly. 360

Agai nst this background, Uruguay was probably the only one
of the early novers that had approached CACs recogni zi ng that
they m ght be used in the foreseeable future—even granting the
teamis conviction that its proposed financial path was
sust ai nabl e. Uruguayan officials report that they had decided to
use CACs in late January, a nonth before Mexico’'s issue. Even
t hough Cleary CGottlieb represented both Mexi co and Uruguay, the
bankers and their | awers were all different, and we found no
evi dence that the docunentation work on the two i ssues was
coordi nated in any neani ngful way. Everyone involved in
Uruguay’s issue said that Mexico' s success nade it easier to

sell Uruguay’s nore radical clause package. But at |east one
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| awyer specul ated that Uruguay woul d have tried CACs even if
Mexi co had not gone first, piggybacking on the G 10
recommendations. 3! A G 7 official was nore blunt: “Do you really
think that Urugay would, in comng to us to support big | M
noney and an Exchange Stab[ilization] Fund | oan, have not had
CACs in their exchange?” 3¢

Uruguay’ s deal was intensively marketed, and nmade specific
accommodations in response to investor requests, which generated
good will. The teamdid not have to worry about a CAC price
penalty, since in a restructuring the price is set in the offer.
Participation was the only open variable. U uguay’ s exchange
cl osed with over 90 percent participation; the hol douts were
| ater paid off. So far, Uruguay has not needed to restructure
agai n.

Uruguay is also the only case we know where the
partici pants produced a pro forma cal culation after the exchange
to see how having CACs in the old bonds m ght have changed the
resul ts.3®® The exercise suggests that CACs operating issue by
i ssue (such as those included in new Mexican and Brazilian
bonds) woul d have increased participation by a few percentage
poi nts each. The big junp cane with aggregation across issues,
whi ch added up to ten percentage points depending on the voting
threshol d. O course such a cal cul ati on cannot reveal how

i nvestor behavior would change, if at all, with the advance
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know edge that their bonds coul d be anended.

Countries such as Argentina and the Dom ni can Republic that
have restructured since Uruguay have built on its nodel,

i ncludi ng aggregation. An Argentine official said that by the
time his governnent announced it woul d use CACs, they had becone
mar ket st andard—a non-issue. He even recall ed proposing to | ower
t he anendnent threshol d bel ow 75 percent; he was outvot ed. 3%

Once Mexico, Brazil, and Wuguay shifted, the floodgates
opened. W spoke with sone of the officials, |awers, and
bankers involved with the shifts for ten sovereigns that
followed the first three novers: South Africa, South Korea,
Turkey, Italy, Panama, Venezuela, Chile, Belize, Argentina, and
t he Dom ni can Republic. None of themreported any drama in the
country’s shift to CACs. There sinply was no story to tell.

This is not to say that issuers would have shifted to CACs
sinply because Mexico, Brazil, and Uruguay had done so. U. S
Treasury officials and staff kept working the phones for nonths
after Mexico, and CACs remained a tal king point at official
nmeetings. Market contacts even reported that the effort
escal ated after Mexico. Fromthe public sector, we did not get a
sense of escal ation, but rather of continued pressure and a
desire to maintain nonmentum behind “the market solution.”

Oficials reported that later in 2003, South Africa went so far

as to issue in London, in Euros, under New York |aw as a favor
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to the United States—quite a change fromearlier the same year
when, according to outreach records, South Africa had declined
to join the first nmovers’ group.3®® Treasury advocacy gave the

i npetus, but the experiences of Mexico, Brazil, and Uruguay gave
soverei gns and their advisers confidence that CACs woul d not

rai se borrow ng costs.

Agai n, al nost none of the professionals involved in the
post - Uruguay i ssues nentioned the need to sol ve the hol dout
problem as the notive for the shift. The inpetus cane fromthe
U S. Treasury, transmitted through governnent-to-gover nnent
channel s. Long-term consi derations of what contract cl auses
woul d facilitate orderly debt restructuring did not nerit
di scussion, either at the |evel of individual |awers/bankers or
at the level of their firmns.

We remai ned puzzled at the speed with which the shift
occurred follow ng the nove by the first handful of sovereigns.
Qur contacts pointed to narket education. Even if all the
of ficial drunmbeat and private comentary between 1996 and 2003
was not enough to overcone the first nover problem once that
probl em was sol ved education kicked in. Beginning in the md-
1990s, the market |earned the value of CACs; it was now ready to
use them In response, we suggested that it was inprobable that
the nost sophisticated players in the international financial

mar ket s needed seven years to learn that supermajority
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provi sions could neutralize hol douts. Mbreover, market

partici pants continued to disagree about the hol dout problem
long after shifting to CACs. If education was the answer, it
begged nore questi ons—what exactly did nmarket participants think
t hey needed to know before they could use CACs? And how did they
come upon the missing informati on? The next set of explanations
came in two versions: econom st and | awyer.

The econom st version of the story from both bankers and
officials boiled down to one factor—price. Econom sts in the
public and private sector disagreed on the existence of a
hol dout problemin need of a solution, but they agreed that for
the CAC shift to happen, participants needed a better sense of
the cost to sovereigns of switching to CACs in their New York
| aw bonds. For debt nmanagers and their bankers to be confortable
with a switch, they needed assurances that the penalty would be
mnimal. |f academ c pricing studies hel ped franme offici al
advocacy, 3%® then investor behavior and market research in
Mexi co, Brazil, and Uruguay showed in the market’s own terns
that price penalty worries were a red herring—at |east when
mar ket conditi ons were sweet.

For the |l awers, the key issue was not pricing, but the
cost of deleting a protection that had been in New York | aw
soverei gn bonds as far back as anyone coul d renmenber. Every one

of the clauses in a standard form docunent is there for sone
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hi storical reason, |eading | awers expl ained. Sonme nmjor event
tenporarily altered the bal ance between debtor and creditor or
anong creditors. New cl auses arose as responses to such
events. *®” \Wen soneone proposes to alter a clause, |awers want
to know why it had been included in the first place, and what
protection would be lost by renoving it. That |oss often cannot
be discerned just by reading the text of the clause.

Quarl es addressed this concern with his intervention at the
| MF conference in January 2003.3%® Quarles’ former firm Davis
Pol k, had played a leading role in the era of railroad
bankruptcies and equity receivershi ps (roughly between 1880 and
1930). Collusion anong |arge creditors and | arge equity
interests in the big workouts of that era threatened to squeeze
out mnority creditors. The response culmnated in the creation
of a corporate bankruptcy system where workouts woul d be
supervised by a federal judge. So as to protect mnority
creditors outside bankruptcy, publicly issued corporate bonds in
the United States had to nandate unani nous approval for any
changes to key paynent termns. 3% Quarles knew this history and
was able to explain the origins of unanimty in the nove to
statutory corporate bankruptcy. The exi stence of a bankruptcy
system where hol dout problens woul d be settled neant that
out si de of bankruptcy, creditors could [ive with unanimty. The

United Ki ngdom saw no simlar statutory reform which is why
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English | aw corporate bonds kept ngjority anmendnent. Quarles’
speech reassured sonme U S. |awers that there was no hi dden
danger in switching to CACs.®*° In addition, this history—which
Quarl es and Buchheit told in parallel —hel ped reassure officials
that the unanimty requirenent for corporate bonds did not
reflect a broader public policy against CACs in the United
St at es. 37?

Even as he reendorsed the two-track approach, Quarles’
hi story | esson neatly reinforced the CACs- SDRM opposition. It
inplied that CACs made the npbst sense in the absence of a
bankruptcy system Statutory sovereign bankruptcy was just what

the market wanted to avoi d.

H. The Meani ng of Argentina

No public or private account of the CAC shift passes
wi t hout nmention of Argentina and its 2001 soverei gn bond default
—+the largest in history. None of the big crises until then had
featured foreign soverei gn bonds, which had been the
overwhel m ng focus of reformefforts: Mexico' s and Russia' s were
about donestic debt, Thailand' s, Korea s and Indonesia’ s about
bank and corporate debt.3? Ecuador, Pakistan, and Ukraine had
foreign bond crises, but were just too small to occasion the

cataclysm Their bond restructurings went quickly; UKraine even
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used the CACs already in its English | aw bonds, but Pakistan did
not, and Ecuador could not because it had none, with no apparent
di fference in outcone anong the three.® Argentina was just the
sort of crisis experts had prophesi ed—hundreds of thousands of
creditors, and 150 different bond issues in six different
currencies and eight different jurisdictions. It took Argentina
three years to launch a foreign bond exchange, which has |eft
over $20 billion in holdouts and has been pl agued by dozens of

| awsuits.3* The crisis shocked and shaned the system and got
everyone, notably Paul O Neill, 3™ energized to do sonething
about it.

Wul d Argentina have panned out differently if its New York
| aw bonds had CACs? No one told us that it would have.
Argentina’ s reluctance to restructure before default had little
to do with its debt contracts and everything to do with its
donestic politics and its currency regine.3® The delay in
| aunching a restructuring after default and the hostile tone of
t he operation, again, were a function of politics at the highest
| evel s and appear to have been perceived as such by investors.

What of the litigation? Argentina’ s debt swap was held up
for over two nonths thanks to a lawsuit attenpting to attach
defaul ted bonds tendered by participating holders. The delay cut
deeply into sone traders’ profits. But it had precisely the

opposite inpact on participating holders fromwhat theory
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predicted: instead of denmanding their bonds back and hol di ng out
for nore, the creditors who had al ready tendered wanted the
restructuring to go on as soon as possible, even if—especially
if—the litigants got paid in full. One of EMCA's |ast public
acts was filing an am cus brief in the holdout |awsuit, asking
the Second Circuit to make sure that Argentina consunmated the
restructuring regardl ess of the hol dout settlenent.®*’ The

hol douts | ost and Argentina went forward with one of the nost
aggressi ve debt reduction deals in nmenory.

Wul d CACs have nade no difference? Pro forma cal cul ations
in the aftermath of Uruguay’s exchange suggest that if Argentina
had used aggregated majority anmendnent provisions, at |east the
passi ve hol dout number m ght have been nmuch smaller than $20
billion. Defaulted debt still outstanding is a contingent
l[iability for the governnent that could one day constrain its
external financial activities. On the other hand, even if nost
of the $20 billion in hol douts went away under a hypothetica
aggregati on scenario, those determned to litigate woul d have
had little trouble buying up a small debt issue at pennies on
the dollar and forcing it out of the exchange.

In sum Argentina’s crisis notivated everyone in the
sovereign debt world to redouble efforts to inprove crisis
resolution. But renedies differed depending on the proponents’

di agnosi es of the problemthat Argentina reveal ed. The prospect
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of another | M- bailout pronpted the U S. Treasury Secretary to
comm ssion a fix to overcone inflexible debt contracts and the
ensui ng conpetition between SDRM and CACs. Default drove

i ndustry groups to put proposals on the table designed to

address hidden action, or bad faith on the part of the sovereign
debtor. But no one suggested to us that the prevailing fix—€ACs—
woul d have produced a substantially quicker and snoot her
restructuring, with less suffering or snmaller |osses for anyone

i nvol ved.

l. The 1997-2001 shift in England: |nadvertence or Market

Response?

Mexi co’s shift in February 2003 is often described as the
first sovereign CAC issue under New York |law. Two researchers
fromthe Central Bank of Australia, Mark CGugiatti and Anthony
Ri chards, showed that this was inaccurate. Mexico was the first
of the large sovereign issuers to use CACs in a public offering
registered with the SEC. But between 1997 and 2001, five smaller
soverei gn i ssuers—tebanon, Egypt, Qatar, Bulgaria, and
Kazakhst an—dsed CACs in New York | aw bonds issued privately in
the U. K. 38

What caused their departure from convention? Cugiatti and

Ri chards suggested that New York | awers in London had
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mechani cal ly copied English | aw fornms, changing only the
governi ng | aw cl ause.3®® This view was based on Bank of Engl and
inquiries with several of the law firns involved, which reported
form copying conbined with an apparent |ack of awareness on the
part of the lawyers of the novelty in their approach. 38

Form copying is standard contract drafting practice; it can
be mechani cal or deliberate. W spoke to many of the | awers and
bankers involved wth these early CAC deals. Not surprisingly,
the lawers maintained that they were fully aware of the
di fference between New York and U K -style anendnent | anguage,
and used the U K formdeliberately. But some went further,
descri bing negotiations to keep the | anguage fromtheir clients’
Engli sh | aw bonds because it was advant ageous, even though they
were concerned about penalties for departing fromthe New York
unanimty standard. Lawyers told us that the investnent bankers
for Kazakhstan investigated whether majority amendnent
provisions would carry a price penalty, decided that they woul d
not, and the deal went ahead.

Ten years later, the banker who reportedly led the effort
had no recol l ection of the clause, but specul ated that deal
managers in London nmay have used New York |law to appeal to U S
i nvestors, and may have acted under a mandate fromthe U S
headquarters to use a specific New York law firmto docunent the

deal . %% A different banker at the same institution, who was
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| ater involved in Mexico s CAC debut, renenbered | earning about
the early clauses shortly before February 2003; he even
recounted a runor that Mhamed El Erian had hel ped convince
Egypt to use CACs shortly after Kazakhstan. 382

As it turned out, the broader market did not pay the
slightest attention to Kazakhstan’s or Egypt’s innovations, or
to those of Bulgaria, Lebanon, and Qatar that followed. Neither
Cinton nor Bush Il Treasury officials recalled hearing about
these early CACs before 2003.

Some of the | awers who worked on these deals tell a
version of the story nore directly related to solving the
hol dout problem Several had worked on the Brady restructurings
in the 1980s and 1990s and had w tnessed t he hol dout problem
firsthand in cases such as Pol and, which involved bank | oans.
O hers had worked on the nore recent Ukrainian restructuring,
whi ch used English-style CACs in a successful exchange. Both
groups had a strong substantive preference for the English | aw
form

In sum the inadvertent form copying story does not hold
up—at | east sone | awers had debated the anendnment provisions
and knew full well they were deviating from convention, even if
t hey m ght have been unaware of the official sector’s support
for CAGCs.

Ri chards and Gugiatti found the five pre-Mxico CAC issues
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inalimted data search. Qur interviews raise the possibility
that there may be others. One | awer told us that Argentina
tried to include English-style majority amendnent provisions in
its first SEC-registered offering in 1993, nuch |ike Kazakhstan,
based sinply on the fact that it had the | anguage in its English
| aw debt . %3 Lead managers from Merrill Lynch reportedly
refused. 3% But there may have been other, lower profile issuers

that asked and faced little resistance.

V. CONCLUSI ONS

Publ i c explanations of the rapid market-w de shift in
soverei gn bond anendnent provisions reflect a traditiona
under st andi ng of contracts. In the official accounts of the CAC
epi sode, contract terns nmatter because they regul ate the actions
of contract parties: they facilitate or inpede debt workouts,
notivate decisions to pay, default or restructure, and serve as
a vehicle for contingency planning and risk allocation between
the sovereign and its bondhol ders. Against this background and
absent statutory bankruptcy, the sovereign mght seek |ower
anmendnent thresholds to facilitate restructuring; bondhol ders
woul d seek higher thresholds to control “rogue” borrowers, but
not so high as to invite hol douts and deadwei ght | osses. A

reasonably high majority anmendnent cl ause seens desirable and
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attainable fromthis perspective.

Wiy did it take so long to break the unanimty habit in New
York? Literature on boilerplate would point to | earning and
network externalities. These in turn underlie many of the public
expl anations for the shift: governnents, investors, |awers,
official and private groups variously get credit for hel ping
mar ket partici pants overcone switching costs associated with
| earni ng and network effects. 38°

Col l ective action problens and swi tching costs al so help
justify governnent involvenent. SDRM nmakes sense both as an
al ternative nmeans of pronoting collective action, and as a stick
to push the markets to switch to CACs—a way of altering the
cal culus for switching costs.

But the view of contracts we got in nost of our interviews
differed fromthe one that underpins all of these explanations.
Despite the apparent risks of hol douts under unanimty, and the
equal |y apparent nerits of majority amendnment as a fix,
participants in the CAC shift consistently refused to cite these
as notivating factors for their efforts. Early novers asserted
t hat amendnment terms had no bearing on a sovereign’s decision to
default or restructure, were routinely ignored by investors
buyi ng soverei gn bonds, and while potentially hel pful at the
margins, may not function as expected in crisis. Wether or not

this is the case, the interviews give us no basis to concl ude
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that shift participants saw CACs as a neani ngful inprovenent in
their contracts, and therefore provide no basis to assess the
| earni ng and networ k expl anati ons.

Instead, the participants’ attitude to contracts echoes
Stewart Macaul ay’s classic 1963 study of Wsconsin
manuf act urers. %% Macaul ay found that contracts often played a
bit part in the business relationships they purported to
govern. *8" This conclusion was at odds with the prevailing
contracts literature, which was built on the presunption that
contracts mattered in a very literal sense for their technica
function.

Macaul ay’ s findings raised three kinds of questions for
contracts scholarship. First, how should courts interpret terns
deliberately left vague by the parties? Second, if contracts
(or, for that matter, the | aw) did not govern business
rel ati onships, what did? Third, why woul d anyone spend tine and
noney on contract ternms that were, in the parties’ own words,
besi de the point?

Answers to the first two questions are the subject of a
di stinguished literature.®® The third question has drawn
i ncreasing attention fromscholars.° Wiile our project did not
start out trying to answer the third question, our findings
point in its direction. W studied sophisticated market actors

who deliberately changed their contracts in an apparent attenpt
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at contingency planning. But nost of themtold us that they were
not worried about the contingency the new terns addressed, and
insisted that these terns were at best marginally useful in
managi ng risks associated with default. They said they adopted
the terns in their private contracts primarily to send a public
nmessage to non-parti es—ether governnents, international
institutions, and the broader markets—n the hope of getting
political, reputational, and econom c benefits.

Law schol ars and econom sts have witten about the use of
contracts to send nessages. In 1941, Lon Fuller described what
he called a “channeling function” of the contract form 3%
Parties wite their contracts, he says, not only to serve as
evidence in court or to constrain one another’s comerci al
behavi or, but also to communi cate sonet hing about their
relationship to the outside world.®?* Mre recently, Mark Suchman

proposed the notion of “contract as artifact,” where contractual
devi ces serve not only as a technical fix but also as a synbol
and gesture directed at non-parties.3? Contract theorists in
econom cs have described i nstances where the contract form
itself serves as a signal, conveying information to woul d-be
parties. 3%

The function of CACs and of the contract formnore broadly

that emerges fromour interviews is clearly related to the

functi ons described in these strands of the contracts
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literature. But it is not an easy fit. For exanple, our
interviewees frequently described their use, non-use, support
of, or opposition to CACs as “signaling”.3% Yet CACs | ook
ineffective as a traditional signaling device—a way to tell good
borrowers apart from bad ones.3% After Mexico, Brazil, and
Uruguay noved, adopting CACs in New York becane effectively
costl ess for sovereigns regardless of their credit rating. The
precise formulation of an issuer’s CACs, including the voting
threshol d, also seened to | ose significance as a nmeans of
conveying the likelihood of default or restructuring. 3%

In our contacts’ accounts of the CAC shift, “signaling” (in
t he broader sense of using contract terns to comuni cate) was
often done by and directed at non-parties--people and
institutions outside the contract. The sanme contract form was
used to send different nmessages dependi ng on who was
comruni cating and to whom it becanme a nedi um of communi cati on.

For exanpl e, CACs may have conmuni cated both Mexico’s
status as a market |eader and the Bush Admnistration’s desire
to stop bailouts. At sonme point between 1996 and 2005, CACs in
New Yor k-1 aw bonds went from standi ng for econom c weakness,
reduced willingness to pay, and official coercion of private
creditors, to being a sign of strength, of market and political
| eadership, and market-friendly policies—an oddity in contracts

l'iterature.
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Qur interviews al so raise new questions about the role of
governments in the incident. Much of the credit for the CAC
shift goes to newy appointed U S. officials anxious to distance
t hensel ves (at |east synbolically) fromtheir predecessors
crisis managenent strategy. They invested unprecedented timne,
prestige, and intellectual resources in pronoting an
increasingly famliar and inoffensive contract term under
historically favorable nmarket conditions. The canpai gn proceeded
in tandemwith a statutory alternative, which came to | ook
vi abl e al nost accidentally, thanks to the intervention of a
maverick U S. Treasury Secretary. The official sector encouraged
drafting efforts and pricing studi es whose principal val ue
appears to have been rhetorical and political. The G 10-
sponsored drafting group in particular inplicated |eading
private sector lawers in the official effort, spurred
conpetition with trade associ ati ons seeking a different market

st andar d, *°7

and ultimately created an inplicit benchmark for
countries’ clauses.

For issuers and bondhol ders alike, all this activity did
not reduce, but exacerbated uncertainty about future crisis
managenent. It al so destabilized sovereign bond boil erplate,
opening a wi de range of previously settled contract terns to

variati on. Mexican debt managers described this as a threat;

Buchheit saw an opportunity.
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The pattern of official activity does not | ook |ike
regul ation, even of the soft “cueing” variety. Despite
persi stent misperceptions to the contrary, 3® the U S. Government
did not displace private contracting in the CAC episode, as it
had in the Trust Indenture Act’s unanimty requirenent for U S
corporate bonds. O ficials’ adoption of private contract terns
as a synbol of their free market agenda, and especially their
deep invol vement in drafting and negoti ati ng substantive
content, resenble the behavior of a party.

This observation is consistent with Bul ow and Rogoff’s view
of sovereign debt as a three-party relationship. Creditor
country taxpayers have a vested interest in the resolution of
soverei gn debt crises (for exanple, to maintain nutually
beneficial trade), and are willing to make side paynents to
debtors and creditors to nmake the deal happen.3%° Taking Bush |
Treasury officials at their word, they saw t hensel ves as
unwitting third parties to sovereign bond contracts, commtted
to provide financing in the event the parties failed to
restructure in crisis. The CACinitiative was presented as a way
push the private sector to wite the official sector out of the
boil erplate, elimnating or reducing the scope for a contingent
bai |l out. According to Taylor, “a rul es-based reformof the | M
was inseparably linked to a reformof the process for sovereign

debt restructuring.”* The strategy would work only if CACs in
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fact facilitated restructuring without official intervention.
But no one knows for sure how CACs will work in the next
crisis. At this witing, one small issuer, Belize (a Buchheit
client), has used New York |law CACs to restructure a bond. The
transacti on concluded w thout incident—as did nost of the CAC
| ess restructurings before it.*? Just about everyone we
interviewed agreed that in the next big crisis, CACs mght help
on the margins, but will not change the policy response or the
econom ¢ outcone. Perhaps the next crisis will have nothing to

do with New York | aw bonds. Do Ghanai an | aw bonds have CACs?4%?
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