
Bond Funds During the Sovereign Debt Crisis: the Argentinian Experience
Bond funds have significantly increased assets under management over the last decade. At the same time a prolonged low interest rate environment pushed many bond funds to pursue a "reaching for yield" strategy (e.g., Becker and Ivashina (2015), Choi and Kronlund (2017), Campbell and Sigalov (2021)). In order to understand the potential threats to financial fragility we need to investigate reallocations of bond holdings and investor flows for funds that pursued such a strategy after they experienced a negative shock leading to a default of high-yield bonds in the funds' portfolio.
Similarly to commercial banks the open-end mutual bond funds are involved in liquidity transformation: funds accumulate positions in relatively illiquid bonds which they finance by issuing shares to investors that could be redeemed on a daily basis. Chen, Goldstein, and Jiang (2010), Goldstein, Jiang, and Ng (2017) show that during the adverse shocks the liquidity mismatch of mutual funds can lead to a first-mover advantage in the redemption decisions among funds' investors which might generate a run-like behavior. At the same time the heterogeneity of expectations regarding the defaulted bond's recovery rates and existence of funds specializing in distressed bonds allows fund managers to adjust holdings of defaulting bonds in order to reduce their losses. 
Using the unexpected outcome of the Argentinian presidential primary elections in August 2019, which led to a loss of a pro-market president and soon resulted in the country's sovereign default we investigate how variation in international bond funds' exposure to Argentinian sovereign bonds and past experience with the Argentinian debt affected the discretionary sales of bonds by fund managers and flows by ultimate investors.
When studying how exposure and experience of funds affect their holding adjustments and flows following negative shock, inference may be confounded if the variation in exposure and experience is endogenous to unobserved variation in funds' investment opportunities during the shock. In order to purge our specifications of this variation, we employ the difference-in-difference research design. The unexpected nature of the elections outcome in our case creates a meaningful component of randomness in distribution of funds' pre-election exposure, liquidity, maturity structure, experience and location. Using exogenous variation in these characteristics, we can then causally estimate their impact on funds' post-shock holdings adjustments and flows.
The Argentinian case provides an ideal setting for our study. Although Argentina has experienced eight previous sovereign defaults in its modern history, with the most recent one taking place in 2001, it enjoyed a successful return to the international debt markets in 2016-2018 when the country raised $56 billion from international bond funds and other financial institutions. However, the unexpected outcome of presidential primaries in 2019 resulted in an overnight reassessment of the sovereign default probability of Argentinian debt and an immediate collapse of the prices of sovereign bonds by 30 per cent.  
Our first set of results shows that the degree of fund's exposure to Argentinian bonds prior to the elections is significantly associated with both bond sales by fund managers and investors outflows. We test the strength of these relationships by conditioning on the level of funds' liquidity and average maturity of bonds going through default and restructuring.   
We find that a higher level of fund liquidity prior to an adverse shock offsets the negative impact of fund's shock exposure on discretionary bond sales but has no effect on the relationship between funds exposure and overall investor flows. This evidence suggests that fund managers are aware of the strategic complementarity among fund's investors which leads managers of less liquid funds to reduce Argentinian bond holdings more in anticipation of investors' redemptions. More liquid funds when faced with potential redemptions avoid costly fire-sales of their holdings by using internal liquidity.
These finding resonates with the recent studies by Choi, Hoseinzade, Shin and Tehranian (2020) and Jiang, Li and Wang (2020) who relate bond trading or change in the composition of assets to flows by investors and show that funds engage in active liquidity management in order to avoid the mismatch between illiquid assets and liquid liabilities.
Next we test the hypothesis on how the asymmetric losses on short-term versus long-term bonds during the restructuring process are reflected in fund managers' post-shock positions and investors' flows. Asonuma, Niepelt and Ranciere (2017) and Fang, Schumacher and Trebesch (2020) show that during sovereign defaults and subsequent restructuring the "haircuts" or losses on short-term bonds are significantly higher compared to those on long-term bonds. 
We find that following the event that substantially increased the probability of the sovereign default and restructuring, managers of funds with longer duration of Argentinian bonds were less sensitive to fund's exposure as discretionary sales for such funds were lower compared to funds with shorter duration of Argentinian bonds in their portfolio. This suggests that fund managers anticipate higher losses in the upcoming restructuring on shorter duration bonds and execute deeper liquidations of positions in such bonds comparing to funds with longer duration portfolios. At the same time our results demonstrate that ultimate fund investors are not sensitive to the duration composition of the defaulting bonds held by the fund. 
Our third set of results deals with the effect on discretionary bond sales and flows of: i) funds' previous experience of holding Argentinian sovereign bonds; and ii) funds' location. During the post-election/pre-default period funds had to evaluate the outcome of the upcoming debt restructuring negotiations and adjust expectations about the new bonds' pay-off. Normally restructuring involves outright losses in the form of haircuts and extension of bonds' maturity (debt reprofiling in IMF's jargon). Cruses and Trebesch (2013) show that outcomes of sovereign debt negotiations vary a lot and involve multiple meetings of funds' representatives with the country's government. Moreover, Andritzky and Schumacher (2019) show that in the longer-term investors in distressed sovereign debt fare reasonably well and investors who sell during crises fare much worse than buy-and-hold investors or investors entering the market upon signs of distress.
Sovereign debt restructuring could be lengthy and involves coordination problems for multiple bondholders. We posit the hypothesis that bond funds with a previous experience in defaulted Argentinian debt have lower information asymmetry regarding the negotiation outcome and hence lower renegotiations costs. Thus, we expect the experienced funds to decrease their Argentinian bond holdings less, compared to the newcomer funds who only held newly issued M-bonds. In a similar fashion we expect funds that are located closer to Buenos Aires to have lower costs due to lower information asymmetry regarding the restructuring outcome and lower decrease in their Argentinian bond holdings compared to more distant funds. 
In order to construct a measure of bond funds' previous experience in defaulted Argentinian debt we have collected data on our sample funds' holdings of sovereign Argentinian bonds during the last default back in. In addition to that we have collected data on our sample funds' holdings of so-called 'Kirchner bonds' (K-bonds) that were issued in 2005 in exchange for defaulted bonds. 
Our second variable of interest is the distance between Buenos Aires and the city where a fund's managers are located. Portes and Rey (2005), Hau and Rey (2008) show that distance is a good proxy for information costs and information asymmetry between domestic and foreign investors for equity fund flows. Coval and Moskowitz (1999, 2001) study the abnormal turnover of mutual funds and find that the turnover is highly negatively related to the local bias which is consistent with higher asymmetric information costs for more distant investors. 
We employ an empirical specification which interacts a fund's experience in holding Argentinian bonds and its distance to Buenos Aires. Since most funds are located either in North America or Europe we can summarize the distance by indicator variables for these two continents. 
As we would expect experienced funds based in North America is the group with the lowest renegotiation costs and the lowest average discretionary sales of Argentinian bonds relative to other groups. For example, relative to this reference group the North American newcomer funds decreased their holdings by 23 per cent, the Europe based experienced funds decreased their bond holdings by 35 per cent, while Europe based newcomer funds decreased their holdings by 25 per cent. 
All in all, as expected experienced North American funds exhibit the most conservative adjustment of Argentinian bonds holdings after the negative shock that the election outcome represented.
Our estimates for fund flows show the same ordering of declines in flows across these fund groups. In a regression with a fund family fixed effect we find that North America based experienced had the lowest outflows followed by the Europe based newcomer and experienced funds, North American newcomer funds and finally by Asia-based funds who exhibited the deepest decline in flows relative to the reference group. 
 Our contribution to the literature is twofold. Firstly, we contribute to the growing bond funds literature (e.g., Chen, Goldstein, and  Jiang (2010), Goldstein, Jiang and Ng (2017), Choi and Kronlund (2017), Shek, Shim and Shin (2018), Choi, Hoseinzade, Shin and Tehranian (2020) Jiang, Li and Wang (2020)) by investigating a rare event of default probability reassessment that caught fund managers and investors off-guard allowing us to employ the  quasi-natural experiment methodology and address possible endogeneity issues. 
Secondly, we contribute to the literature on sovereign debt defaults and restructuring. The influential theoretical studies in the area (e.g., Bolton and Jeanne (2007), Pitchford and Wright (2012)) build a framework for optimal debt restructuring while empirical investigations involve cross-country bond level analysis (i.e., Sturzenegger and Zettelmeyer (2008), Cruces and Trebesch (2013), Fang, Schumacher and Trebesch (2020)). To the best of our knowledge we are the first ones to compile data at the bond funds level and study how bond funds adjust their bond holdings during a sovereign default.
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