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Debt financing by a corporation gives rise to conflicts of interest between
creditors and stockholders that can reduce the value of the firm. Such conflicts are
limited more effectively in private loans extended by banks and institutional lenders than
in publicly traded bonds. However, public debt has advantages not shared by private
debt: notably, greater liquidity and diversifiability.

In this paper, we propose an institutional innovation—the “supertrustee”--that is
designed to incorporate some of the most valuable aspects of private debt into public
debt. The supertrustee would be charged with responsibility to monitor compliance with
bond covenants and given exclusive authority to negotiate amendments and to decide

what action to take in the event of a breach. The goal is to facilitate relatively

inexpensive and non-opportunistic renegotiation and enforcement of bond covenants—a



IL.

goal made difficult by the dispersion and fluidity of bond ownership--thus enabling public
debt to have more and tighter covenants that better control the behavior of the firm
without requiring that the firm sacrifice strategic flexibility. Our proposal holds out the
promise of controlling the agency costs of public debt in the same way those costs are
reduced in private lending, but without impairing liquidity or diversifiability.

As we argue below, the proposed structure is likely to be most valuable in cases of
debt issued by firms with greater inherent credit risk and in more volatile industries with
significant intangible assets. The scheme will also be more attractive for larger, longer-
term issues because most of the costs of a supertrustee are fixed and because covenant
protection and the ability to renegotiate covenants are both more valuable on longer term

debt.

THE AGENCY COSTS OF DEBT AND DIFFERENCES BETWEEN PRIVATE
AND PUBLIC DEBT

Corporate directors and executive officers, even when acting in the best interests
of shareholders to maximize stock prices, sometimes undertake initiatives that reduce the
value of a firm’s bonds and even the aggregate value of the firm.! For example, if the
firm is very highly leveraged, managers may choose high-variance projects with negative
NPVs because the high variance has the effect of transferring wealth from bondholders to
stockholders. Many executives of U.S. savings and loans opted for such a high-risk
investment strategy during the early 1980s, when high interest rates raised their effective

leverage rates to 100% (or, in many cases, even higher). Management can also reduce the

! For the seminal discussion of shareholder-bondholder conflicts, see Michael C. Jensen and William H.
Meckling, "Theory of the Firm: Managerial Behavior, Agency Costs, and Capital Structure," Journal of



value of outstanding bonds by issuing additional debt, or by distributing corporate assets
to shareholders that could otherwise be used to service debt.?

Creditors protect themselves against the prospect of wealth transfers to
stockholders with a variety of devices. Perhaps most effective, by limiting the maturity of
a loan, creditors reserve the right to renegotiate the terms of the loan in response to
changes in the firm.> However, short maturities may be unattractive to both lenders that
need to fund long-dated liabilities and to companies financing the purchase of long-lived
capital assets. Also, long term debt saves the issuance costs of frequent rollover
financing.

Creditor interests can also be protected with loan covenants that restrict the
actions of the firm or specify minimum operating characteristics whose breach accelerates
a loan’s maturity.* But covenants have costs as well as benefits. They may prevent the
firm from undertaking value-increasing projects. Or management may inadvertently

breach a covenant (such as a specified financial ratio), thereby triggering acceleration of

Financial Economics, 1976, 305-360.

*See, for example, the leveraged recapitalizations and special dividend payments of Colt Industries (Wall
Street Journal, July 21, 1986 and July 24, 1986) and Quantum Chemical (Wall Street Journal, December
29, 1988) and the spin off of Marriott International by Marriott Corporation as originally proposed in 1992
(Wall Street Journal, October 6, 1992).

3 Carey, M., S. Prowse, J. Rea and G. Udell, “The Economics of Private Placements: A New Look,”
Financial Markets, Institutions & Instruments, August 1993, 40 - 41 and 45.

* For a more detailed examination of these sources of shareholder/debtholder conflict, see Clifford W.
Smith and Jerold B. Warner, "On Financial Contracting: An Analysis of Bond Covenants," Journal of
Financial Economics, 7, 1979, 117-161. See also A. Kalay., “Stockholder-Bondholder Conflict and
Dividend Constraints,” Journal of Financial Economics July 1982, 211-233; R. Landau, Corporate Trust
Administration and Management, 4™ ed., Columbia University Press, 1992; M. Kahan, and B. Tuckman,
“Private versus Public Lending: Evidence from Covenants,” in The Yearbook of Fixed Income Investing, J.
Finnerty and M. Fridson, eds., Irwin Professional Publishing, 1995; G. Triantis, and R. Daniels, “The Role
of Debt in Interactive Corporate Governance,” California Law Review, 1995, 1073 - 1113. Typical
covenants include constraints on dividend payments and the assumption of additional indebtedness,
requirements for minimum liquidity and interest coverage ratios, and (more rarely) explicit constraints on
asset sales, cash acquisitions and restructuring.



maturity and possibly putting the firm into financial distress.’ And, apart from these
potential problems, tight restrictive covenants and stringent minimum operating
characteristics do not eliminate the creditor-shareholder conflicts that result in agency
costs they just reduce them.

In many cases, the joint interests of the firm’s creditors and shareholders can be
best served with numerous, tight covenants that can be waived or renegotiated as the
occasion demands.® Thus, for example, higher-risk investment opportunities that would
benefit the firm as a whole do not have to be bypassed if managers can negotiate
compensatory payments to creditors. Similarly, the firm can avoid costly bankruptcies if
creditors can temporarily waive breaches of minimum operating characteristics.”

But encumbering public debt contracts with many and tight covenants, with the
intention of renegotiating them should the need arise, has two problems. First,
renegotiation of public bond covenants is costly when bondholdings are fluid and
bondholders are dispersed.8 Changes in covenants require a vote by the bondholders,
which is time-consuming and expensive to administer. Moreover, individual bondholders
have little incentive to acquire information and to negotiate with the issuer over the terms
of a covenant waiver or amendment. In ordinary circumstances, there is also no

committee or agent to represent bondholders in negotiations with the issuer. Given these

5 See also C. Smith and J. Warner, “On Financial Contracting,” Journal of Financial Economics June 1979,
117-161.

6 On the process and consequences of changes in bond indentures, see Kahan and Tuckman Op. Cit. See
also Carey et. al. Op. cit. p. 36 and 42 and Smith and Warner Op. Cit. at 130.

7 The creditors’ right to decline to renew the waiver provides protection against acts that would transfer
wealth from creditors to stockholders.

8 See Carey et. al Op. cit. p. 39 and 44, Landau Op. cit. p. 139 and Kahan and Tuckman Op. cit.



costs and difficulties, renegotiation of the terms of publicly traded debt is generally not
practicable.

Second, a borrowing firm may be concerned that its bondholders will act
opportunistically should it request a covenant amendment. For example, if interest rates
have increased substantially since the bonds were issued, bondholders may refuse to
waive a breach of a minimum operating characteristic in order to force redemption of the
bonds at par. Or they may demand compensation for agreeing to a covenant amendment
that far exceeds the uncompensated cost of the amendment.” The fluidity of ownership of
public bonds accounts for the possibility of such opportunistic behavior: bondholders do
not care about their reputation; issuers have very little control over the identity of their
public creditors, and so creditor reputation has limited effect on future transactions.

For all of the foregoing reasons, public corporate bonds typically have few and
loose covenants. And, since public bondholders have limited protection against corporate
initiatives that would transfer wealth to shareholders, they demand higher yields to
compensate for prospective losses in value. The limited reduction of the agency costs of
debt thus translates directly into a higher cost of credit and a reduction in the scale and
value of the firm’s investments.

Agency costs of debt are controlled more effectively in bank debt and privately
placed loans, where ownership is neither fluid nor dispersed. Single-lender bank loans
have more and tighter covenants than publicly traded bonds precisely because their

provisions can be renegotiated and waived relatively easily, and because the borrower

° See, for example, the prolonged struggle of Burlington Northern to amend covenants on public bonds
issued in 1896 (Wall Street Journal, May 20, 1987, Rievman vs. Burlington Northern, 618 F.Supp. 592
(SDNY, 1985), 644 F.Supp. 168 (SDNY, 1986), 118 F.R.D. 29 (SDNY, 1987)).



faces a counterparty that is informed about the affairs of the company and the industry in
which it operates.'” Lending banks are far less likely than bondholders to negotiate in an
opportunistic way because borrowers control who they borrow from; thus, a bank has an
incentive to develop a reputation that will increase the flow of new business."'
Monitoring by lenders also reduces the agency costs of debt. Banks actively
monitor borrowing firms for compliance with the terms of their loan contracts and for
actions that might reduce the value of their loans, thus possibly preempting such actions.
On-site examinations and meetings with management are not unusual.’> Similar behavior
is observed in private lending by insurance companies.”> In public debt, such
“preventive” monitoring does not take place because of the free rider problem. Asa
result, a borrowing firm’s actions can go unchecked for a period of time before any
harmful outcome is observed and by then it may be too late to limit the damage. The
absence of monitoring by holders of public debt gives a firm greater leeway to engage in
actions that transfer wealth from bondholders. Consequently, creditors demand
commensurately higher yields on their public bonds to compensate them for this risk.'*
The above discussion pointed out the advantages of private debt relative to public
bonds in reducing the agency costs of debt. But, as we also pointed out, private loans are

less liquid and harder to diversify than public bonds. In general, investors require higher

19 Carey et. al. Op. cit. p. 28-32, 36-38 and 43, Kahan and Tuckman Op. cit. Syndicated bank loans with
many co-creditors provide for representation of creditor banks by a syndicate manager.

! Carey et. al. Op. cit. p. 44. The situation is similar with private placements (E. Zinbarg “The Private
Placement Loan Agreement,” Financial Analysts Journal, July/August 1975, 33-52).

12 Saunders, A., Financial Institutions, Irwin, 1994, 55 - 56.

B See Carey et. al. Op. cit., Kahan and Tuckman Op. cit.

1 However, Smith and Warner, Op. cit. p. 146, observe that bondholders can require that a firm be
monitored by, for example, insurance companies.



yields on investments in less liquid assets.”> The ability to convert public bonds into cash
quickly and cheaply is a valuable characteristic that, other things equal, creditors are
willing to pay for in the form of higher bond prices and lower yields. Additionally, the
relatively small unit size of public bond issues--typically $1,000 principal value--
facilitates diversification of “idiosyncratic,” or firm-specific, risk, thus enabling portfolio
allocations with better risk-return characteristics even for small investors. This increases
the potential investor base for the bonds and reduces the required yield."®

Borrowers choosing between public bonds and private loans thus face a trade-
off."” Public bonds have superior liquidity and are more easily diversified, but have
relatively few and weak covenants with limited control of the agency costs of debt.
Private loans better control the agency costs of debt through tighter covenants,
renegotiation, and closer monitoring, but are illiquid and their size limits diversification
by small investors. At present, both choices — public debt with loose covenants and lack
of monitoring and private loans with limited liquidity and diversifiability — impose some
costs. Our proposal aims to combine the better features main advantages of each of these

two types of debt.

15 See K. Garbade, “Analyzing the Structure of Treasury Yields: Duration, Coupon and Liquidity Effects,”
Topics in Money and Securities Markets, Bankers Trust Company, 1984, reprinted in K. Garbade, 1996,
Fixed Income Analytics, MIT Press; Y. Amihud, and H. Mendelson, “Asset Pricing and the Bid-Ask
Spread,” Journal of Financial Economics, December 1986, 223-249; W. Silber, “Discounts on Restricted
Stock: The Impact of Illiquidity on Stock Prices,” Financial Analysts Journal July-August 1991, 60-64; and
A. Kamara, “Liquidity, Taxes, and Short-Term Treasury Yields,” Journal of Financial and Quantitative
Analysis, September 1994, 403-417.

16 See R. Merton, “A Simple Model of Capital Market Equilibrium with Incomplete Information,” Journal
of Finance July 1987, 483-510; and S. Mukherji, Y. Kim and M. Walker, “The Effect of Stock Splits on the
Ownership Structure of Firms,” Journal of Corporate Finance April 1997, 167-188.

7 See Amihud and Mendelson, 1988, Op. cit. on the tradeoff between control and liquidity in publicly
traded corporate claims.



THE PROPOSAL

This paper proposes an institutional innovation in the structure of public bonds
intended to emulate the advantages of private loans--active monitoring, tight covenants
and ease of recontracting--while retaining the benefits of liquidity and ease of
diversification. We suggest that a publicly registered corporate bond provide for a
“supertrustee” who will act on behalf of the dispersed and temporally changing
bondholders. The supertrustee will be charged with responsibility to monitor the
compliance of the borrower with the terms of the bond covenants and given exclusive
authority to negotiate amendments to the covenants and to decide what action to take in
the event of a breach of a covenant. By ameliorating the problems associated with the
dispersion and fluidity of ownership of public debt, our proposal will allow the structure
of public bond covenants to more closely resemble private loan agreements, with more
and tighter covenants, active monitoring, and relatively inexpensive renegotiation. This
will more effectively control the agency costs stemming from the conflict of interest
between stockholders and bondholders while allowing an issuer to undertake projects that
enhance the aggregate value of the firm. At the same time, because it is publicly traded,
the debt will retain the benefits of liquidity and diversifiability.

The Trust Indenture Act of 1939 (hereafter, “the Act”) presently requires
appointment of a trustee for a publicly registered corporate bond.'® However, the trustee
contemplated by the Act has little responsibility to monitor compliance with bond

covenants, no authority to renegotiate the terms of an indenture, and limited ability to

18 Smith and Warner, Op. cit. p. 148-151 and Landau, Op. cit., describe the duties and powers of a trustee.
Section 304 of the Act specifies certain securities exempted from the provisions of the Act.



choose what action to take following breach of a covenant.'” The supertrustee that we
propose would have substantially greater responsibilities and authority, including the
authority to act independently of bondholders.

Our proposal is voluntary and market based. We do not propose to mandate the
appointment of a supertrustee for all public bond issues but to allow appointment at the
option of the issuer.”’ If the supertrustee is effective in reducing the agency costs of debt,
it will reduce the issuer’s borrowing costs in two ways. First, tighter bond covenants and
greater monitoring by the supertrustee will reduce the yield required by investors.
Second, the ability to renegotiate the debt contract will reduce the likelihood that the firm
will be forced to forego value-increasing projects in the future.

The costs of the supertrustee will be paid by the bond issuer in the same way that
issuers pay rating agencies to rate their bonds. The firm issuing a bond will consider the
costs and benefits of having a supertrustee appointed for the bond and will choose to have
one appointed if the benefits exceed the costs. Importantly, a supertrustee perceived by
investors as ineffective may suit the borrower but will not bring about the expected
reduction in the cost of borrowing, and so the benefits of the supertrustee in this case will

not justify its costs.

19 Smith and Warner Op. Cit. 150 (“... while the trustee must act in good faith, his responsibilities often go
no further unless there is a default.”’) and Landau, Op. cit., 26 and 69 (“... duties of the trustee [prior to
default] are largely administrative ...”) and 140 (... under the usual indenture [the trustee] has ... no
authority or right to give any ... consent [to a change in the indenture] or waiver.”).

2 Similarly, the firm that issues the bond will specify, by contract, the rules under which the supertrustee
operates, including its appointment and replacement and its compensation.



DUTIES OF THE SUPERTRUSTEE

The supertrustee is intended to emulate the behavior of a solitary creditor on a
private loan--such as a bank--in obtaining information about a borrower and assessing
covenant compliance, in renegotiating the terms of the indenture, and in deciding what
action to take following breach of a covenant.

Monitoring. With respect to monitoring compliance with the bond indenture, the
supertrustee will have access to non-public corporate documents, including financial
statements and cash flow projections for subsidiaries and divisions. The supertrustee will
also have access to the officers and directors of the firm and the firm’s accountants--as
well as communications between the firm and its accountants--if it requires additional
information. On the basis of the information gathered, the supertrustee will be required to
make an independent determination that the issuer is not in violation of any covenant.

The responsibility and authority of the supertrustee to monitor compliance differs
significantly from the monitoring responsibilities of a conventional trustee.”! The latter
generally does not have access to non-public information and relies instead on public
filings with the SEC, such as annual and quarterly reports.22 More significantly, the
conventional trustee does not have to assess compliance independently,23 but can rely on
annual compliance certificates submitted by the company stating that it is not in violation

of any covenants.?*

2l However, a conventional trustee does have substantial responsibility with respect to monitoring the
release and substitution of property pledged as collateral for a mortgage bond Landau, Op. cit. p. 112 - 123.
22 Landau Op. cit. p. 134 and Smith and Warner, Op. cit. p. 143.

3 Landau, Op. Cit. at 70, observes that while “... it is usually provided that a trustee may make independent
investigations ... of the performance by the obligor of its covenants ... it is recommended that an express
qualification be inserted [in the indenture] to the effect that the trustee is under no duty to do so.”

2 Compliance certificates are described by Smith and Warner, Op. cit. p.145-146. Compliance certificates
for public bonds are conclusory. They merely state whether or not a covenant has been breached and do not

10



Renegotiation. The supertrustee will be authorized to renegotiate the terms of a
bond indenture independently of bondholder direction and without the need for approval
by bondholders of its actions. This is a key element of our proposal because it eliminates
the difficulty of the issuer negotiating indenture amendments with a fluid and dispersed
group of creditors. We expect that lowering the cost of renegotiation of bond covenants
will foster the inclusion of more and tighter covenants in public bond indentures, which
will better control corporate behavior and lower the agency costs presently associated
with public debt.

We further anticipate that the supertrustee will be well informed about the nature
of the issuer’s business (as a result of its monitoring obligations) and able to identify the
merits and dangers of any proposed change in the indenture. This is in sharp contrast to
the present situation, where individual bondholders have little incentive, and the
conventional trustee no significant responsibility, to acquire information about the
company. Under the current system, neither bondholders nor the trustee are well prepared
to negotiate covenant changes.

Some indenture amendments entail relaxing a restrictive covenant in return for the
firm making a lump sum payment to creditors or raising the coupon rate on a bond. More
extreme amendments involve extending the maturity of the bond, deferring interest
payments, or forgiving part of the contractual payments (including interest rate reductions
and forgiveness of principal repayments). Such amendments are not uncommon in

private workouts of distressed debt and can be in the best interests of creditors if the

provide any supporting information. A supertrustee, like a private creditor, would be authorized to request
detailed calculations affirmatively demonstrating compliance with a covenant.

11



alternative--forcing the firm to adhere to the original payment provisions—Ileads to a
costly financial distress.?

Giving the supertrustee the power to approve changes in the core terms of a bond
may be unacceptable to bondholders and is not essential to our proposal. Private loan
agreements with multiple creditors provide that changes in core terms require the consent
of every lender, whereas covenant changes require only the consent of a majority of
lenders.”® This suggests that creditors value the right to veto changes in core terms much
more than the right to veto other covenant changes and that they would be reluctant to
cede (to a supertrustee) power to approve changes in core terms.

On the other hand, the cost of obtaining the consent of a limited number of co-
creditors on a private loan is much lower than the cost of obtaining such consent from
many dispersed corporate bondholders. For this reason, giving the supertrustee the
authority to renegotiate core terms may be more valuable for public bonds than for private
loans. Section 316(b) of the Act presently requires unanimous approval of bondholders
to changes in a bond’s core terms.”” The most extensive implementation of our proposal
would therefore require legislative changes to this provision.

The discretion we propose for the supertrustee to renegotiate indenture provisions
on behalf of bondholders may be considered far-reaching. However, stockholders
delegate comparable discretionary authority to the board of directors and grant the board

wide latitude in making decisions that materially affect shareholder wealth. In addition,

% See S. Gilson, K. John and L. Lang, “Troubled Debt Restructurings: An Empirical Study of Private
Reorganization of Firms in Default,” Journal of Financial Economics October 1990, 315-353. See also C.
Baldwin, and S. Mason, “The Resolution of Claims in Financial Distress: The Case of Massey Ferguson, ”
Journal of Finance May 1983, 505-516.

% M. Roe, “The Voting Prohibition in Bond Workouts,” Yale Law Journal, 1987, p. 274.
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indenture trustees under English law presently have some discretion in renegotiating bond
covenants and making modifications to indentures that (in the opinion of the trustee) are
not materially prejudicial to the interests of bondholders.”® (However, as a matter of
practice, a trustee under U.K. law does not typically exercise its power to make
substantial permanent covenant changes or agree to changes in covenants in return for
changes in the core terms of a bond. Our proposal thus goes beyond the discretion
presently practiced by English trustees. Additionally, a U.K. trustee does not have the
significant monitoring obligations that we propose and hence may be less well informed
than a supertrustee about the nature of a borrower’s business.) Finally, under our
proposal the supertrustee’s discretion to renegotiate the terms of the bond indenture
would be limited by the contract that determines what it can change without bondholder
consent--and this can vary from one bond indenture to another.

Enforcement. Upon breach of a covenant, the supertrustee will have the power to
decide whether to waive the breach for a specified period of time, or to amend the
indenture to relax the covenant or to accelerate the maturity of the bond. Absent a
payment default, it can exercise this power independently of bondholders and even
contrary to their express preferences.

The enforcement power of a supertrustee is substantially greater than the
enforcement power of a conventional trustee. While the latter has authority to accelerate
the maturity of a bond following a defined “event of default,” it shares that power with

bondholders, who can independently declare a bond immediately due and payable as well

27 yp.;

Ibid.
28 We thank Phillip v. Randow, University of Osnabrueck and David Norris, Law Debenture Corporation
p-l.c., for information about U.K. practice.
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as reverse the decision of the trustee to accelerate maturity. A conventional trustee
ordinarily has no authority to waive a breach of a covenant or to amend the indenture to
relax a covenant. In addition, holders of a majority of outstanding bonds can direct a

conventional trustee to take actions that they specify.”’

INCENTIVE STRUCTURE OF A SUPERTRUSTEESHIP

We said earlier that the supertrustee is intended to emulate the behavior of a
solitary private creditor in monitoring covenant compliance, in renegotiating the terms of
the indenture, and in deciding what action to take following breach of a covenant. This
behavior can be elicited with a variety of incentives regarding liability, compensation, and
the power to appoint and replace the supertrustee.

Liability. In negotiating changes in a loan agreement and in enforcing the
agreement, a private creditor takes account of the effect of its actions on the value of the
loan and also on its reputation for non-opportunistic behavior.’® The latter element is an
important aspect of the creditor’s ability to attract future business and also accounts for
the willingness of the borrower to agree to tight covenants when the loan is originated: a
borrower would be reluctant to agree to tight restrictions on its decision-making and
stringent limits on its operating characteristics if it did not have confidence that those
restrictions and limits will be relaxed when it is in the best interests of shareholders and
not contrary to the interests of the creditor.

The supertrustee will have substantial powers and must be held accountable for its

actions. However, the liability regime for the supertrustee should take account of the

% Landau Op. cit. pp. 140, 207.
30 Carey et. al Op. cit. p. 42 - 44.
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benefits to bondholders that derive from the supertrustee’s reputation for non-
opportunistic behavior. That is, the liability regime should not require that the
supertrustee always make a decision that extracts the maximum immediate value for
bondholders. This is because the issuer’s interest is that if it agrees to tight covenants it
can expect that those covenants will not be enforced opportunistically in case it later
seeks a waiver or amendment. The regime should also recognize that the anticipated ex
post behavior of the supertrustee affects the borrower’s willingness to accept restrictive
bond covenants in the first place.

We recommend that the supertrustee's decisions be evaluated under a standard
analogous to the "business judgment rule" applicable to decisions by a board of directors,
so that bondholders can not sue a supertrustee if its judgment is viewed as being merely
wrong or substantively unreasonable.’’ This will allow the supertrustee the latitude
needed to take account of the effect of its decisions on its own reputation.

The Trust Indenture Act of 1939 specifies a much stricter regime of trustee
liability. Following a default, Section 315(c) of the Act prescribes that the indenture
trustee must "use the same degree of care and skill [in exercising its enforcement powers]
as a prudent man would exercise or use under the circumstances in the conduct of his own
affairs.">* The prudent man rule would almost certainly deter a supertrustee from taking
into account the effect of its decisions on its own reputation and almost certainly requires

that a trustee act in the exclusive best interests of bondholders in a narrow sense. When

3! They should, however, be able to bring a claim if the supertrustee acts in bad faith or in the presence of a
disabling conflict of interest. The supertrustee’s interest in acting non-opportunistically should not, for this
purpose, constitute a disabling conflict of interest.

21t is common practice for a trustee under the Act to consult with, and seek guidance from, bondholders
following default, thereby avoiding any significant liability under the prudent man rule (Landau, Op. cit.

15



applied to a supertrustee, this may not be in the best ex ante interests of the borrower and
lenders.”

Section 315(d) of the Act provides more generally that the indenture trustee may
not be relieved from liability for its own negligent actions or its own negligent failure to
act.>® However, this provision is modified by sections 315(a) and (b), which provide that,
prior to default, the trustee must fulfill only those (relatively few) duties set forth in the
indenture and that the trustee may rely on compliance certificates provided by the
company. Our proposal envisions substantial pre-default duties for the supertrustee and
would not allow the supertrustee to rely on corporate compliance certificates. Because
our proposal contemplates greater duties than those commonly found in indentures
qualified under the Act, Section 315(d) may be inconsistent with a business judgment
standard for the supertrustee.>

Compensation. The compensation of a supertrustee should be commensurate
with its duties and responsibilities. In broad terms, compensation should be greater for
bonds with more complex covenants, for bonds issued by companies with more
complicated and less transparent operating characteristics, and for bonds bearing more

credit risk and for which more intense monitoring is appropriate and more renegotiation

pp. 207-208).

* Landau, Op. cit. p. 53, observes that private placements (which are not subject to the provisions of the
Act) that provide for a trustee usually do not impose a prudent man standard following default.

3 Landau, Op. cit. p. 4, describes the reason for this prohibition on immunity provisions in a bond
indenture.

35 Exempting supertrustee bonds from the liability provisions of Section 315 does not necessarily require a
legislative amendment to the Act. The Securities and Exchange Commission enjoys broad statutory
authority to "exempt ... any security or transaction ... from any one or more provisions of [the Act], if and to
the extent that such exemption is necessary or appropriate in the public interest and consistent with the
protection of investors and the purposes fairly intended by" the Act.
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is likely to be needed. As we discuss below, it is also in such cases that the benefits of
using a supertrustee are likely to be greatest.

Given the considerable latitude in decision making available to the supertrustee,
its compensation may include incentives to encourage it to fulfill its duties effectively.3 6
The incentives can be penalties for poor performance, bonuses for superior performance,
or both. Such incentive compensation should be positively related to changes in bond
values resulting from the supertrustee’s actions but not to changes in value that stem from
matters beyond the supertrustee’s control, such as changes in the general level of interest
rates. Thus, compensation could be tied to changes in market values that result from
variations in the bonds’ credit risk. For example, the supertrustee could be compensated
according to a schedule that simulates the value of an option--similar to the stock options
granted to corporate managers and directors--which varies inversely with the spread
between the yield on the bonds and the yield on Treasury debt.”’

Appointment and Replacement. The supertrustee can be appointed by
bondholders--just as stockholders choose a board of directors--or by the borrower,
thereby emulating the situation in the private credit markets where a borrower chooses its
creditors. Because the borrower is the party that decides whether a public bond issue will
have a supertrustee, it should also be the party that decides how the supertrustee will be

appointed.

% However, bond rating agencies perform their tasks without such incentive-based compensation. The
economic interest of a rating agency in preserving its reputation suffices as an incentive for diligence.

37 This scheme, however, imposes penalties and delivers bonuses for reasons that may be unrelated to the
actions of the supertrustee, such as fluctuations in the business outlook for the industry in which the firm
operates. A similar criticism can be directed at executive stock options.
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The choice between the two appointment schemes depends on whether, on
balance, it is more desirable to enhance the incentive of the supertrustee to represent
bondholder interests or whether it is more desirable to encourage non-opportunistic
behavior by the supertrustee.3 ® Giving the borrower the power to appoint the supertrustee
will increase the sensitivity of prospective supertrustees to the cost of acquiring a
reputation for opportunistic behavior in negotiating waivers and amendments to bond
indentures.® (This does not imply that a supertrustee selected by the borrower will be
indifferent to creditor interests. Investors will not accept a lower rate of interest on a
supertrustee bond if they do not have confidence that the supertrustee will act responsibly
and the borrower will have no incentive to select such a supertrustee.)

On the other hand, the responsiveness of the supertrustee to creditor concerns will
be greater if bondholders have the power to elect a supertrustee after the bond has been
issued. To reduce the borrower’s anxiety that it may have to deal with an opportunistic
supertrustee, the indenture might provide that if bondholders replace a supertrustee
appointed by the borrower, they must elect the replacement from a list of candidates

submitted by the borrower.

38 Under either scheme, there should be an exception permitting prompt replacement of the supertrustee in
cases where it grossly neglects to fulfill its duties, acts in bad faith, or becomes subject to a disabling
conflict of interest. The replacement procedure should enable a material fraction of the bondholders (for
example, 25%) to move to have a supertrustee replaced. As long as a greater percentage (perhaps a
majority) of bondholders do not oppose replacement, the supertrustee should be removed upon a finding by
a court or arbitrator that the supertrustee has acted in a proscribed manner.

3 Protection of non-public information is another reason for the borrower’s desire to control the identity of
the supertrustee. A major task of the supertrustee will be to seek information from the borrower and
monitor the borrower. In doing so, the supertrustee will have access to non-public information, as is the
situation now with private lenders such as banks (Saunders Op. Cit. at 55-56; E. Fama, “What’s Special
About Banks,” Journal of Monetary Economics, January 1985, 29-39; and C. James, “Some Evidence on
the Uniqueness of Bank Loans,” Journal of Financial Economics, December 1987, 217-235. This activity
is an important feature of financial intermediaries and a reason for their particular involvement in lending to
information-problematic borrowers (see the discussion in Carey et. al., Op. cit. p. 44) which can be
emulated by the supertrustee.
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WHO MIGHT USE A SUPERTRUSTEE?

The supertrustee is a device to locate responsibility for monitoring, renegotiating,
and enforcing a public bond indenture in a single entity. This enables borrowers and
lenders to overcome the problems created by the dispersion and fluidity of public debt
without sacrificing the liquidity and diversifiability of that debt. These benefits are not
free, because the supertrustee will have to be compensated for the substantial
responsibilities it undertakes. The supertrustee structure is economically efficient only if
the added costs of a supertrustee are smaller than the benefits of (1) being able to issue
debt at a lower rate of interest and (2) avoiding inflexible constraints on future actions.

We believe the supertrustee structure will be more desirable for debt issued by
firms with greater inherent credit risk and less transparent operations and by firms in
more volatile industries with significant intangible assets, such as entertainment and
biotechnology.40 In addition, because most of the costs of a supertrustee are fixed costs
that do not vary with the size of an issue or the number of issues outstanding, the scheme
will be relatively more attractive for larger bond issues and for issuers with more public
indebtedness. The same supertrustee may be appointed to more than one bond issue of
the same firm, and this would be economical because of economies of scale in the
acquisition and use of information.

Finally, the proposed scheme will be more attractive for longer-term bonds for
two reasons. First, there are temporal economies of scale in monitoring a company

through time because information acquired in past years reduces the cost of monitoring

0 Carey et. al.,Op. cit., characterize such firms as “information-problematic™ borrowers.
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the company in future years. Second, covenant protection is relatively more valuable on
longer-term debt, as is the ability to renegotiate restrictive covenants and stringent

minimum operating characteristics.

CONCLUSIONS

This paper has proposed an institutional innovation designed to lower the cost of
credit obtained from issuing publicly traded bonds by reducing the agency costs of those
bonds without impairing their liquidity or diversifiability. The proposal would focus
responsibility for contract monitoring, renegotiation, and enforcement on a new entity, the
supertrustee, and thereby seek to overcome the free rider problem associated with the
dispersion of ownership of public debt. By emphasizing the economic significance of a
supertrustee’s reputation for responsible behavior, the proposal would also reduce the
opportunistic behavior in contract renegotiation and enforcement that arises in part from
the fluid ownership of public debt.

Some readers may question the desirability of our proposal and wonder why, if it
is so beneficial, somebody hasn’t already tried it. We have two responses. First, every
innovation has to start someplace. Second, it may be that the increasing emphasis on
encouraging corporate directors and executive officers to act to maximize shareholder
value has only recently tipped the balance of public debt contract design in favor of more
elaborate devices to reduce the agency costs of that debt.

Other readers may question the feasibility of our proposal, arguing that it is
complex and uncertain of outcome. Our response is that we are not proposing to mandate

a new architecture of debt contracting but rather to expand the menu available to market
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participants. We would be surprised if the proposal were suitable for all but we do

believe that some may find it appetizing.
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Agenda

* Introduction of The Credit Roundtable, its purpose and membership.

 Description of the current process regarding underwriting and distribution of new
issues in investment grade corporate bonds, including the effects of recent market
conditions.

 Discussion of weaknesses in the current process, including impact on investors.
« Recommendations for improvement.

« Recommended next steps.




Overview of The Credit Roundtable (www.creditroundtable.org)

. The Credit Roundtable, formed in association with the Fixed Income Forum, is a group of approximately 65 large fixed
income institutional asset managers representing over $2 trillion in fixed income assets under management. The group
was formed in the spring of 2007, to discuss ways to enhance bondholder protections in the face of increasing numbers
of leveraged buyout transactions and leveraged recapitalizations and other transactions that adversely impacted

bondholder value.

. Assets managed for pension and 401 (k) plans, endowments and foundations, insurance, corporate and other
institutional clients, and individuals.

. Goals and areas of focus of The Credit Roundtable
—  Strengthen bondholder covenant protections (Covenant White Paper)
— Review and improve the new issue underwriting and distribution process
— Review and improve the tender/exchange and consent process
— Educate the buy side community on the importance of protective covenants in investment grade bond indentures

. Supporting firms of the Covenant White Paper

40/86 Advisors

ABN AMRO Asset Management

ABP Investments US Inc.

Advantus Capital Management Inc.

Aetna Inc.

AIG Investments

AllianceBernstein L.P.

Alistate Investments, LLC

American Century Investments

Bear Stearns Asset Management

BlackRock Financial Management, Inc.

BNY Mellon Asset Management

California Public Employees' Retirement System
California State Teachers' Retirement System
Capital Research and Management Company
Capital Guardian Trust Company

CIGNA Investment Management

Claren Road Asset Management, LLC
Covenant Review, LLC

Deutsche Asset Management

Dodge & Cox

Dreyfus

European Credit Management Ltd.
Evergreen Investments

FBL Financial Group, Inc.

Fidelity Investments

First Investors

Franklin Templeton Fixed Income Group
Genworth Financial Investments Department
The Guardian Life Insurance Company of America
Halbis Capital Management

Hartford Investment Management Company
Income Research & Management

ING Investment Management Co.

John Hancock Financial

Knights of Columbus

Legal and General Investment Management America
Loomis, Sayles & Company, LP.

Mason Street Advisars

MetLife, Inc.

MFS Investment Management

Nationwide Mutual Insurance Company

New York Life Investment Management, LLC
Oppenheim KAG

Pacific Life Insurance Company

PIMCO

PPM America, Inc.

Prudential Investment Management

Putnam Investments

SCM Advisars, LLC

Standish Mellon Asset Management

State Fam Insurance Companies

State of Wisconsin Investment Board
Thrivent Financial for Lutherans
TIAA-CREF

Torchmark Corporation

Toronto Dominion Asset Management
T. Rowe Price Group, Inc.

USAA Investment Management Company
The Vanguard Group, Inc.

Wellington Management Company, LLP
Wells Capital Management

Westem Asset Management Co.

White Mountain Advisors LLC

Xract Research LLC




Weaknesses in the Underwriting and Distribution Process

1. Timing of Steps

2. Timeliness of Information: Preliminary Prospectus, Indenture and Other Due
Diligence

3. Limited Disclosure

4. Post Transaction - Investor Protections, Recourse for Insufficient Disclosure

The current process allows investors a minimal amount of time (as little as 15
minutes) to make an investment decision without access to key disclosure
documents and sufficient due diligence.

We are long term providers of capital and ultimately our clients, both large and
small investors, will benefit if we have access to disclosures and are given
adequate time to make investment decisions, thus creating more liquid and
efficient capital markets.










































































































