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Sovereign Piracy

By G. Mitu Gulati and Kenneth N. Kleg
INTRODUCTION

In October 1995, Peru announced its Brady Plan debt restructuring of guaranteed Banco
delaNacion and Banco Popular de Peru bank loans.! Approximately four months later, Elliott
Associates, LP (Elliott), awel-known vulture fund, purchased nearly $20.7 million face amount
of loans from two internationa banks for about $11.4 million.? The restructuring went forward
with Elliott holdingout. Instead, Elliott filed suit in New York against the bank and Peru
demanding full payment on the bank loans and guaranty. In June 2000, Elliott obtained a
judgment against Peru for $55.7 million.?

The problem for Elliott, however, was the standard problem that arises when a creditor
sues asovereign. Often, especidly if the stateis the debtor, thereislittlein theway of assets
that can be attached.* Elliott's lawyers, however, came up with acreative solution. They
intercepted and attached the pay ments that were about to be madeto the other creditors, i.e, the
ones who had agreed to the Brady Plan debt restructuring.

Elliott did two things to put this strategy into effect. First, it obtained arestraining order
against The Chase M anhattan Bank in New York (Chase), the New York fisca agent for the
Brady bonds, after successfully arquingthat the funds were still the property of Peru (Chase

being the agent for the debtor).® This tactic was thwarted temporarily because Peru got word of



the order just in timeto stop thetransfer of funds to Chase. Elliott next sought ex parte, but did
not get, an order from aBrussels Commercia court restraining Euroclear from either accepting
money from Peru or payingit to the other creditors. Elliott quickly appeded ex parteto the
Court of Appeds of Brussds, which issued the restraining order the next day.® By this time,
Peru was getting close to defaulting on its Brady pay ments--thethirty-day grace period was
closeto ending--and it choseto settle by paying Elliott $56.3 million.”

Centrd to Elliott's victory in Brussdls was its success in arguing that Peru was
contractualy barred from paying one group of creditors (here, the creditors who had agreed to the
restructuring) before payingit (the holdout). The basis for the argument was adevice caled the
pari passu® clause-a standard clause found in amost al sovereign bond indentures.® The clause
typicaly states (asit did in this case) that the debtor represents and warrants that “"[t]he
obligations of the Guarantor hereunder do rank and will rank at least pari passu in priority of
pay ment with al other Externa Indebtedness of the Guarantor, and interest thereon.’”*°
Professor Andreas Lowenfeld of New York University explained Elliott’s argument in a
declaration to the court.** Elliott argued that the meaning of the pari passu clause was clear.”
What the clause say's, according to Lowenfeld's opinion, is that if the debtor does not have
enough money to pay its creditorsin full,®* they al haveto be paid ther pro ratashares.** The
debtor is not dlowed to pay one creditor in full and leave the others unpaid. Invivid, Tom-Dick-

Harry terms, Lowenfeld explans:



A borrower from Tom, Dick, and Harry can’t say ~'| will pay Tom and Dick in full, and
if thereis anything left over I'll pay Harry.”” If thereis not enough money to go around, the
borrower faced with apari passu provision must pay al three of them on the same basis:

Suppose, for example, thetota debt is $50,000 and the borrower has only $30,000

available. Tom lent $20,000 and Dick and Harry lent $15,000 each. The borrower must

pay threefifths of the amount owed to each one--i.e., $12,000 to Tom, and $9,000 each
to Dick and Harry. Of course the remaining sums would remain as obligations of the
borrower. But if the borrower proposed to pay Tom $20,000 in full satisfaction, Dick
$10,000 and Harry nothing, acourt could and should issue an injunction at the behest of

Harry. Theinjunction would run in the first instance against the borrower, but | believe

(puttingjurisdictional considerations aside) to Tom and Dick as well.*®

At afirst cut, the Lowenfeld position may make senseto some. After dl, the pari passu
clause explicitly statesthat creditors areto rank equaly in priority of payments. Ranking
equaly must mean that, if thereis not enough money, dl the pari passu creditors get paid pro
rataout of whatever funds are available. Our contention, however, is that one does not have to
dig deep into the context of sovereign borrowingand the guaranty documents to redizethat the
above articulation is not quite so clear. For one, whatever elsethe pari passu clause may mean,
it does not force the solvent borrower to make pro ratapay mentsto al its creditors.’’

M oreover, we do not think it clear a al that the clause means that asovereign that has



inadequate funds to pay al its creditors is required to pay dl of its creditors ratably.

Prior to the issuance of the Brussels opinion, the problem of holdouts was considered to
be one of the primary barriers to orderly sovereign debt restructurings and, hence, one of the
sources of gobd financid instability causingthe need for bailouts and the sort.”” What the
Brussels decision does is to put alarge hammer in the hands of holdout creditors,* thereby
enabling them to cause even more disruption in restructurings. Those inclined to be holdouts
have astronger position, and it encourages others to hold out. For the sovereigns and, we argue,
for the mgority of creditors, thisis anightmarish situation. Theresult islikely to bethat the
threat of Elliott and its brethren being able to attach pay ment streams to creditors will force
sovereigns in distress to turn to more extreme forms of renegotiation. This might include exit
consent offers that would amend the terms of bonds held by the holdouts to prevent such
disruptions.*

The Brussds court made its interpretation on the basis of an ex parte motion by Elliott.*
Had Peru had an opportunity to respond, wethink that the court would not have legpt quite so
easily toits conclusion. The court did not reference the market understanding of the standard
pari passu clause. It concluded that the clause meant something different than the market
understanding. The danger now is that some later court will look to the Brussels court's
interpretation and hold that as the standard interpretation. Our purposeisto arguethat the

Brussels court’ s interpretation was wrong and should be disregarded. Elliott managed to extract



one windfal, but things should stop there.

This Article proceeds in four parts. First, this Article explains why, from an ex ante
bargaining perspective, sovereign debtors would be loathe to agreeto pari passu clauses with the
interpretation gven by the Brussds court. Next, the Articlelooks to theliterature and case law
construing sovereign and corporate debt and demonstrates why the Brussels interpretation is
wrong, results in awindfal to holdout creditors, and harms the mgority of other creditors. The
Article then discusses New York bond interpretation law and the need for the Brussels
interpretation to be challenged. Findly, abrief conclusion is provided.

NEGOTIATING THE PARI PASSU CLAUSE

Thethrust of Lowenfeld's argument on the meaning of the pari passu clauseis twofold.
First, Lowenfeld argues that the clauseis clear and unambiguous.® Second, he argues that the
clear meaningis dl payments on dl the debts that are ranked pari passu must be made pro rata
Thereis some superficial apped to hisinterpretation. After dl, for acreditor, what else does
“ranked equdly’’ mean other than beingpaid on apro ratabasis? In other words, what would be
the point of being ““ranked’” equally if that did not mean that onewas goingto be “pad’ pro
rataadongwith everyone elseat the samerank? The aboveinterpretation of this standard termis
not so obvious. Indeed, the aboveinterpretation is precisely what the clause does not mean.
Debtors, and especidly sovereign debtors, would be crazy to agreeto such atermwith dl of ther

creditors. Totheextent that sovereigns do agreeto gve creditors the pari passu pay ment rights--



rights that the Brussels court held that they adready have under the pari passu clause®--thisis
likely to result in alower interest coupon for the creditors who receiveit, to be granted only after
hard negotiations, and to be gven to only afew creditors.

Thefirst questionisthat if the pari passu clause does not mean what Lowenfeld say s it
means, what does it mean? After dl, thethrust of Lowenfeld's argument seems to bethat it must
mean pro ratapay ment. The purpose of this clause* however, is to ensurethat the borrower
does not have, nor will it subsequently cregte, aclass of creditors whose clams will rank senior in
priority to thelending claims of the current creditors.® Inthe corporate debt context, this means
that no other lender will enjoy apriority in aliquidation distribution of the borrower's assets.*

In the sovereign debt context, wherethereis no liquidation, the pari passu clause works
as acovenant by the borrower that it will not bestow alegdly senior priority status on certain
lenders.?” This protects against the temptation for the sovereign to enact laws affecting the lega
ranking of creditors.® “"Ranking’ pari passu, therefore, is aout insolvency payouts (in the
corporate context) or about the ateration of payment priorities by law (in the sovereign
context). It is an equd ranking, but it gpplies to specific contexts.® Thepoint hereis that
thereis awdl-established, aternate “clear’” interpretation of the clause.

Providing an dternate and milder interpretation for the clause does not by itself mean that
this interpretation trumps the one gven by the Brussds court. Why would al lenders not adso

want to be paid pro rataand, therefore, negotiate for that additiona right? The answer liesinthe



interests of the sovereign debtor.

Consider the case of asovereign debtor, Fredonia. Fredoniais asmal developing country
that faces aredistic possibility of having occasions whereit will not have enough funds to pay dl
its debts. In such asituation, Fredoniais unlikely to pay al its unsecured creditors, with their
standard pari passu clauses,* pro rata. Fredoniawill want to be ableto pay its most important
unsecured creditors first. Those are the internationd financia institutions like the Internationa
M oney Fund (IMF), the Asian Development Bank (ADB), and the World Bank,* workers and
police or military personnd who protect public hedth and safety, and trade creditors who
provide much needed supplies. Indeed, the Brussels decision is likely to have sent ashock to the
IM F and World Bank who are accustomed to assuming that countries can and will pay them
first.® A sovereign that is short of cash will not wish to make pay ments pro rata, thereby
defaulting on dl its debts and bringng upon itsdf theire of every creditor. Instead, asovereign
will want to be ableto pay theimportant creditorsfirst so that they continueto provide
support. Given the sovereign's stronginterest in being able to make pay ments to some creditors
over theothers, and gven that there are a least two plausible interpretations of the pari passu
clause, it makes senseto interpret the clause more likely to reflect the parties’ bargain ex ante.

In addition, thereis the holdout problem that the broad interpretation of the pari passu
clause exacerbates. For asovereign like Fredoniathat is negotiatingits debt clauses, thereis

adway s the possibility that the day will come when the debt has to be restructured and the



creditors haveto be asked to extend the maturity or takeless. Creditors will not likely
renegotiateif they know that someone like Elliott can grab onto pay ments that are supposed to
go to their restructured debt. Unlike corporate debtors, sovereigns cannot declare bankruptcy
and rely onthelaw to force arestructuring on recacitrant creditors.® Holdout problems,
therefore, are amajor issuefor sovereigns. Thisisillustrated by the recent discussions over
whether the standard unanimity provisions in sovereign debt contracts governed by New York
law can and should be replaced by super-mgority action clauses.®*® Thelast thingthat a
sovereign, dready worried about holdouts, desires is to gve potentia holdouts even more
leverage. The Brussds decision, however, does just that. This leverageis not apower that the
sovereigns are likely to have bargained, ex ante, to gve away .

Indeed, gving the holdouts such power is something that the mgority of creditors are
unlikely to want themselves. To the extent renegotiation of distressed sovereign debt servesto
further theinterests of both the debtors and creditors, a holdout results in costs to both sides.*
In other words, the pie becomes smaler if the holdout is ableto extract apremium for itsef. To
the extent that some creditor is gven the power that Elliott clamed the basic pari passu clause
gaveit, it islikely that the debtor will be very careful that this creditor is not onewho will turn
out to be aprofessiona holdout.*

Having discussed why hy pothetica sovereign debtors are unlikely to gvethe entire range

of unsecured creditors rights of thetypethat the Brussels interpretation gves them, this Article



now turns to describe the contractua language that is used when such powerful rights are gven.
MARKET UNDERSTANDING

New York law defers to standard market understanding of what the terms mean, as
opposed to going into what the specific parties to the ded might have intended in aspecific
transaction.® Theunderlyingrationade hereisthat if everyonein the market understands and
knows what the standard terms mean and knows that the courts will follow these standard
understandings, that provides certainty, which in turn promotes efficiency . To the extent that
these sophisticated parties do not like the boilerplate terms, they are freeto include specific
terms to contract around them. Given the foregoing, the question that arises is: What was the
market's understanding of the standard pari passu term?*

Thereare at least two waysto attack this question. First, we can look at the caselaw and
academic commentary.”? Second, we can look to see whether there are other clauses for which
parties negotiate dongside the standard pari passu clause that would be rendered meaningess by
oneinterpretation of the clause® As best we can tell, there are no cases interpretingthe pari
passu clause. At least, thereis none on the question whether the basic clause grants a creditor the
right to pro rata pay ments as aroutine matter. Interms of the academic literature, however, there
has been writing on the meaning of the pari passu clause. Specificaly, there have been severd
pieces by Lee Buchheit tackling the sovereign context.* Asthe Lowenfeld opinion correctly

points out, Buchheit argues that thereis alack of clarity in the market about what exactly the



pari passu clause means.” Lowenfeld's opinion then goes on to explain that despite Buchheit's
difficulty in figuring out what the pari passu clause means, the meaningis clear, i.e,, that the
creditors haveto be pad pro rata* Buchhet's article, however, does go on to explain what he
does not think the clause means: it does not compe a sovereign borrower to pay dl of its external
debt on aratable basis.”

Further, both Buchheit and Philip Wood are clear that, at least in the corporate context,
the clauseis not violated if the solvent borrower pays one creditor before the other. Buchheit
argues:

[A] lender who remains unpaid a atime when other creditors are current on their loans
may articulate his grievancein terms of liberty, equdity or fraternity, but he should not invoke
his pari passu covenant as the legdl basis for his disgppointment. This provision assures the
creditor that its loan will not be subordinated to the claims of other creditors in the event of the
borrower's bankruptcy, but it does not force the solvent borrower to make pro rata pay mentsto
al its creditors.®
And Wood argues " [i]t should aso be observed that the pari passu clause has nothingto do with
the time of pay ment of unsecured indebtedness since this depends upon contractua maturity .
The pari passu undertakingis not broken merely because one creditor is paid before another.””#

Despitetheforegoing, as even Buchheit acknowledges, there are at least some bankers and

borrowers who read the clause and think (Buchheit argues, incorrectly) that the pari passu clause,
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in the sovereign context, is there to compel the borrower to pay dl of its externd debt on a
ratable basis (either in terms of the amount, or the timing, of debt service pay ments).”’* Further,
a least one commentator, adthough agreeing with Buchheit and Wood on the interpretation of the
clause in the corporate context, disagrees with Buchheit (and agrees with Lowenfeld) on its
meaning in the sovereign context.*

Acknowledgng the above difference of opinion vis-aVis the sovereign context, the
guestion is, gven the clarity of what the pari passu clause means, or better, does not mean in the
cor por ate context, whether theidentica languageis to beinterpreted any differently in the
sovereign context. If so,* such adifferent reading cannot be afunction of the plain language--
because, as observed above, thisis not what the plain language means in the corporate context.

As opposed to answering the question through quotes from commentators, an dternative
solution is to look to other clauses in the bond contracts that provide for ratable pay ments or its
equivalent. The presence of such clauses--which would be rendered meaningess by an
interpretation of the basic pari passu clause as providing pro ratapay ments for adl creditors as a
routine matter--should lend weight to the position that the basic pari passu clause means
something else (or less).

First, there are clauses where the standard language, " rank, and will rank, pari passu,’’ is
supplemented with something like ““and will be aid as such’’* or ““and will be serviced on apari

passu basis.”’* It seems that this additiona language does what Elliott argued the standard
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clause dready did.

Second, and more important, however, there are other clauses that are occasiondly found
adongside the pari passu clause. Therearea least five. They are: (i) the "mandatory
prepay ment clause’ that restricts non-ratable prepay ments to others; (ii) the “turnover clause”’
that saysthat creditors who receive preferentia prepay ments haveto turn it over to the others;
(iii) the ““sharing clause’ that says that whatever one lender receives has to be shared ratably
with the others; (iv) the "negative pledge clause’ that say s that other lenders are not to be gven
afunctiona preference by having assets pledged to them; and (v) the " acceleration clause,’”
where a creditor who holds debt in default getsto ask for dl of the debt to be paid immediatey .*
Under the Elliott interpretation, the foregoing clauses would be rendered superfluous. 1f
everyone gets paid ratably under the basic pari passu clauseitsdf, then thereis no need for these
additional clauses.

This andysisyidds three points. First, in the corporate context, the standard pari passu
clause does not take the meaningthat Elliott ascribestoit. Second, in the sovereign context there
is a least disagreement about the meaning of the clause. Third, there are other clauses, and
supplementa language to the basic pari passu clause itsef, that are rendered meaningess if
Elliott’ s interpretation of the pari passu clauseis taken.*® When put together with the economic
interests described above, serious doubt is cast upon the Brussdls court's interpretation.

NEW YORK BOND INTERPRETATION LAW

12



Although New York is the undisputed choice of law in corporate bond contracts, it is
used somewhat less so in sovereign bond contracts.”” Nevertheless, New York governs alarge
fraction of bonds, both corporate and sovereign.® Interpretation of sovereign bond contracts
begns, however, as amatter of basic contract law. Lookingat interpretation of bond contracts
under New York law isinstructive.

New York's rules of contractua construction requirethat the entire bond contract be
considered and that any ambiguities be resolved to fit with the contract as awhole and to make
every part of the contract meaningful.® Although New York courts have not interpreted the pari
passu clause, we can learn much by studyingopinions that interpret other boilerplate provisions
in bond contracts governed by New York law. Thefedera courts located in New York have a
specific gpproach to interpreting standard or “"boilerplate’ terms, such as the pari passu term, in
bond contracts.®

Remarkably, perhaps because the issues arisein federa bankruptcy or securities class
action cases, many of the cases interpreting boilerplate New York bond law do not involve New
York courts. For example, the United States Court of Appeds for the Fifth Circuit construed
New York bond law and held that a ™"large degree of uniformity in the language of debenture
indentures is essentia to the effective functioning of thefinancid markets. ...’ Themost
influentia caseis Sharon Sed® in which the United States Court of Appeds for the Second

Circuit underscored the need for uniform interpretation of boilerplate provisions, irrespective of
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theintent of the parties, based on public policy interests in protecting the efficiency of financia
markets:

Wheresas participants in the capital market can adjust their affairs accordingto auniform
interpretation, whether it be correct or not as an initia proposition, the creation of enduring
uncertainties as to the meaning of boilerplate provisions would decrease the value of al debenture
issues and greatly impair the efficient working of capita markets. Such uncertainties would
vastly increase the risks and, therefore, the costs of borrowing with no offsetting benefits either
in the capita market or in the administration of justice.®

Even if anon-New York court has interpreted aboilerplate provision in amanner with
which aNew York court might disagree, the paramount interest in market certainty supports
uniform interpretation. For example, in Franklin Life Insurance Co. v. Commonwealth Edison
Co., aU.S district court in lllinois interpreted aboilerplate provision in apreferred stock
prospectus governed by Illinois law to permit equity financingto fund early redemption of
preferred stock.* Later, when aUnited States District Court for the Southern District of New
York faced asimilar issue construing redemption under an indenture governed by New York law,
one of thelitigants contended that Franklin was incorrectly decided and should be limited to its
facts.® Adoptingtheinterpretation in Franklin, the New York district court noted the
importance of uniformly interpreting boilerplate for the reasons set forth in Sharon Sed.*

Recently, the United Sates Court of Appeds for the Eleventh Circuit considered whether

14



New York law embraced arule of construction for public indentures similar to the federa Rule of
Explicitness.®” Out of an abundance of caution, the Eleventh Circuit certified the question to the
New York Court of Appeds, but not before speculatingthat it thought the New York high court
would beloath to upset market expectations:
[W]e wonder whether the New York courts would disturb the heretofore uniform
treatment of this question, particularly gven the evidencethat the capita markets appear
to have adjusted to the Rule of Explicitness. ... Given New York's role as the nation's
financid capita and our intuition that asizeable proportion of outstandingindenture
agreements include clauses that invoke New York law, as well as theimportance of
standardization in indenture agreements generaly, we suspect that the courts of New
York, as apracticd matter, would be loath to depart from prior practice and thus radicaly
reduce the current vaue of debt held subject to the condition of subordination until the
senior creditor receives “payment in full.”” See generally, Sharon Sted Corp. v. Chase
Manhattan Bank, N.A., 691 F.2d 1039, 1048 (2d Cir.1982) (" Uniformity in
interpretation is important to the efficiency of capitd markets. . .. Whereas participants
in the capita market can adjust their affairs according to auniform interpretation, whether
it be correct or not as an initid proposition, the creation of enduring uncertainties asto
the meaning of boilerplate provisions would decrease the vaue of dl debenture issues and

greatly impair the efficient working of capita markets.”’); Broad v. Rockwdl Int'l Corp.,
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642 F.2d 929, 943 (5th Cir. 1981) (en banc) (construing an indenture agreement governed

by New York law and notingthat "'[&] large degree of uniformity in the language of

debenture indentures is essentid to the functioning of the financid markets....”");

accord Leverso v. SouthTrust Bank of Al., N.A., 18 F.3d 1527, 1534 (11th Cir.1994)

(same).®

Indeed, the New York Court of Appeds decided unanimously that New York law would
adopt aRule of Explicitness identica to thefederd rule® To be sure, the court analogzed to the
New York Rule of Expressness it had adopted previously construing New York generd
assignments for the benefit of creditors. But theimpact of the ruling on market expectations
was raised a ora argument and surely must have been afactor that influenced the outcome of the
decision. The court of appeds was panfully awarethat investors want certainty. To ater the
Rule of Explicitness would have changed the rules of interpretation after bonds wereissued,
disrupted bond markets, and created huge financia windfals for senior creditors and harm for
junior bondholders.™

Thesituation that the New York Court of Appeals avoided in Southeast Banking is
precisely the situation created by the Court of Appeds of Brussels in Elliott Associates.
Soecificdly, large institutiond creditors holding sovereign debt now face the prospect of lower
returns and increased risk of sovereign default dueto the ability of holdout creditors to enjoin

pay ments based on pari passu clauses. Holdouts win, and institutiona creditors and sovereign
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debtors lose.

This disruptive result will not eventuateif the New York Court of Appeds and other
courtsinterpret the standard pari passu clauseto permit preferentia pay ments. Indeed, inthe
absence of apay ment clauseto preclude preferences or anegetive pledge clause to prevent
collaterdization, thisis the result that would comport with market expectations. Anythingless
will encourage holdouts and lead to sovereign piracy .

CONCLUSON

The Brussdls court has interpreted the pari passu clausein amanner that will disrupt
sovereign debt restructurings. Unless other courts construe the clause to grant parity of priority
rather than pay ment, speculators will snap up defaulted sovereign debt and hold out for full
pay ment.

In addition to the mischief that it has caused, and may continueto cause, in the sovereign
market, the Brussels decision has the potentid to disrupt lifein the corporate lendingworld as
wel. Assume, for amoment, that the Brussels interpretation of the basic pari passu clauseis
dlowed to stand. Then thereis ameaningful risk that adomestic court interpreting the clause as
amatter of first impression (domesticaly) will be guided by Sharon Sed to look to and follow
the Brussedsinterpretation. Such an interpretation (indeed, in terms of market price, just ahigh

enough likdihood of such an interpretation will suffice) will provide awindfal to those
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bondholders holding securities with the basic pari passu clause and take vaue avay from those
who negotiated for specific protective clauses that produced the same effect.

Asthings stand today , what we have as aresult of the Brussels decision is agreat ded of
added uncertainty . Parties will overcomethis uncertainty in new debt issues by negotiating new
language to limit the scope of the basic pari passu clause. Put differently, if we are correct that
the Brussels decision has seriously dtered existing market expectations, one should seethe
markets adapt.

Takethe sovereign context first. Restructurings of existing obligations will be coupled
with exit consents that gut the ability of the holdouts to usethe pari passu clause. This strategy
will then probably betested in the courts. With respect to new issues, sovereigns and ther
underwriters will adapt in a least threeways. First, they can dter the pari passu clauseto state
“pari passu with respect to priority but not payment.”” Second, they can makethe pari passu
clause explicitly subject to amendment in an exit consent. Third, they can moveto the practice
that is standard in English Law governed bonds, which is to use the super-mgority rule rather
than the unanimous consent provision for modifications to pay ment terms.” If this happens,
business will migrate from New York to London as sovereigns select Engish solicitors and
underwriters to handle new issues. If so, aBrussds court's interpretation of New York law will

have caused a European Union member to gain business a New York's expense.
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In the corporate context, if bond lawvyers perceive that therisk of the Brussds
interpretation prevailingis high enough, one should see similar changes. Specificadly, the standard
pari passu clause will be dtered in the manner suggested above to make clear that theright is with
respect to priority and not pay ment. Interms of costs, there are the costs involved in atering
each new document. But theredl costs of the Brussels decision arein the increased uncertainties
and added complications, especidly with respect to sovereign restructurings, that have been
added to amost al the corporate and sovereign debt contracts that are out thereaready. That is,
unless in the corporate context thereis astrongand quick rgection of the Brussels interpretation,
a least three costs will materidize. First, because the Brussds interpretation increases hold out
leverage, the uncertainty whether domestic courts will adopt the Brussds interpretation should
depress prices of distressed corporate bonds. Stated differently, once the market becomes aware
of the Brussds interpretation and therisk it poses to corporate restructurings, the spread
between investment grade domestic corporate bonds and junk bonds should widen. Second,
litigation should increase as opportunistic vulture investors acquire debt and litigate the Brussels
interpretation.” Third, parties engaged in corporate restructurings will incur increased legdl costs
as aresult of the Brussels opinion. Although some of the costs will involve litigation, others will
involve legal opinions and drafting services. Thus, the sooner an authoritative domestic court
rgects the Brussels interpretation the better for the hedth of the distressed corporate bond

market.
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Elliott Assocs., L.P. v. Banco delaNacion, 194 F.3d 363, 366 (2d Cir. 1999).

Seeid. a 366-67; see also Joshua Chaffin, Investor "Vultures' Come Under Scrutiny,

Financia Times, Oct. 25, 2000, at 19.

See Elliott Assocs., L.P. v. Banco delaNacion, 2000 U.S Dist. Lexis 14169, a *2
(SD.N.Y. Sept. 29, 2000). For descriptions of these recent events involving Elliott and
Peru, see ERIC LINDENBAUM & ALICIA DURAN, MERRILL LYNCH & Co., DEBT
RESTRUCTURINGS: LEGAL CoNSIDERATIONS (Oct. 30, 2000). Seealso GABRIELLE
LIPWORTH & JENS NYSTEDT, INTERNATIONAL M ONETARY FUND, CRISIS
RESOLUTION AND PRIVATE SECTOR ADAPTATION (paper presented at the First Annua

IM F Research Conference, Nov. 9-10, 2000).

Thereason for thisis that generaly only property used for the commercid activity in
guestion inside the jurisdiction where the suit is brought may be attached. See, eg., 28
U.SC. §1610 (1994 & Supp. IV 1998). Giventhat most of the sovereign’s assets
relatingto the borrowing are likely located within the sovereign’s own boundaries, this
leaves few assets for the creditors to reach. SeeM ooDY’S INVESTOR SERV., SPECIAL

CoMMENT, How To SUE A SOVEREIGN: THE CASE oF PerU (Nov. 2000); seealso
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MoobY’s INVESTOR SERV., SPECIAL COMMENT, SOVEREIGN DEBT: WHAT HAPPENS

IF A SOVEREIGN DEFAULTS (July 2000).

See Elliott Assocs., L.P., Generd Docket No. 2000/QR/92 (Court of Appeds of Brussdls,
8th Chamber, Sept. 26, 2000) (unofficia translation on file with The Business Lawyer,

University of M aryland School of Law) [hereinafter Brussels Opinion].
Id.

The settlement includes post-judgment interest. See Lindenbaum & Duran, supra note 3,

a 2.

“[T]heterm “pari passu’ is adopted from the Latin for “with equa step,’ or “side by
side’”” Carl S Bjerre, Secured Transactions Inside Out: Negative Pledge Covenants,

Property and Perfection, 84 CorNELL L. Rev. 305, 309 n.6 (1999).
See Brussdls Opinion, supra note 5.

See Declaration of Professor Andreas Lowenfeld at 8, Elliott Assocs., L.P. v. Banco dela
Nacion, 2000 U.S Dist. LEX1S14169 (SD.N.Y. Sept. 29, 2000) and Elliott Assocs.,
L.P. v. Republic of Peru, 2000 U.S Dist. LEXIS368 (SD.N.Y. Jan. 18, 2000) (executed
Aug. 31, 2000) (on filewith The Business Lawyer, University of M aryland School of

Law).
Id.

As noted in footnote 10, we have acopy of Professor Lowenfeld's opinion that was

submitted in the New York cases. As of thedate of the publication of this Article, we do

22



13.

14.

15.

16.

not know whether the same memorandum was submitted in the Brussels case. For
purposes of the arguments in this Article, however, we will assumethat it was. We do so
because the point of the Articleis to question both the interpretation of the clause gven

by the Brussels court and the arguments made by Professor Lowenfeld.

Professor Lowenfeld limits his opinion to the context where thereis " "not enough money
to go around,”’ or the debtor is insolvent in the equity sense of inability to pay debts as
they becomedue. Inthe current caseit is unclear whether Peru had enough money to go
around. After dl, ultimately it paid Elliott in full. M oreover, it is not clear based on its
plain meaning that the pari passu clauseis restricted to instances where the borrower is
insolvent. For example, in theory, the clause could apply to asolvent debtor that was
flush with cash but chose not to pay aparticular debt. Alternatively, the clause could
apply to requireratable pay ment of al outstanding debts even if aparticular debt was not
yet due. Theauthors believethat the basic pari passu clause applies whether or not the

borrower isinsolvent, but only to guarantee ratable priority, not ratable pay ment.
See Lowenfeld Declaration, supra note 10, at 12.
Id. at 11-12.

See, eg., LEe C. BUuCHHEIT, HOw TO NEGOTIATE EUROCURRENCY LOAN
AGREEMENTS 83 (2d ed., 2000); PHiLIP WoOOD, LAW AND PRACTICE OF
INTERNATIONAL FINANCE 156 (1980) (" The pari passu undertakingis not broken

merely because one creditor is paid before another.’”).
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17.

18.

19.

See, eg., BARRY EICHENGREEN & ASHOKA M ODY, INTERNATIONAL M ONETARY
FuND, BAIL-INS, BAILOUTS, AND BORROWING CosTs 5-6 (paper presented at the First
Annua IM F Research Conference, Nov. 9-10, 2000) [hereinafter EICHENGREEN &
MopY]; Lee C. Buchhet & G. Mitu Gulati, Exit Consents in Sover eign Bond Exchanges,
48 UCLA L. Rev. 59, 62 (2000); Barry Eichengreen, Bailing in the Private Sector: Burden
Sharing in Inter national Financial Crisis Management, 23 FLETCHER F. WORLD AFF. 57
(1999); Samud E. Goldman, Mavericks in the Market: The Emerging Problem of Hold-
Outs in Sovereign Debt Restructuring, 5 UCLA J. INT'L L. & FOREIGN AFF. 159, 164-65
(2000); Seven L. Schwarcz, Sovereign Debt Restructuring: A Bankr uptcy Reor ganization
Approach, 85 CorNELL L. Rev. 956 (2000). Elliott’s strategy against Peru is not an
isolated occurrence. Infact, in 1996, Elliott successfully obtained a$57 million judgment
and attachment order against Panama. See Elliott Assocs., LP v. Banco delaNacion, 194

F.3d 363, 366 (2d Cir. 1999).

Remember, these pari passu clauses are standard.

Ecuador's recent Exit Consent offer had in place acouple of provisions that might have
worked to thwart the attachment strategy. For one, the restructured bonds had pay ments
comingin through a Trustee (who was technicaly the agent of the creditors) and not
through aFiscal Agent (whoistypicdly the agent of the debtor). And second, the bonds
provided for the time and place of the payments to be dtered if the circumstances caled
for it (i.e, so that the vultures would not know where the pay ments were comingin). On
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20.

21.

22.

23.

24,

25.

26.

27.

the Ecuador offer, see REpuBLIC OF ECUADOR: OFFER TO EXCHANGE (June 27, 2000).

See Brussdls Opinion, supra note 5.

See Lowenfeld Declaration, supra note 10, at 11-12.

Id.
See Brussdls Opinion, supra note 5.

The phrase, " ranks, and will rank, pari passu.’’
These current creditors are protected by the standard pari passu clause.

In this sense, the pari passu clauseis theflip side of asubordination agreement. It isan
agreement not to subordinate debt that is the beneficiary of the clauseto other debts of
the borrower. There aretwo basic kinds of subordination agreements: complete and
inchoate. Aninchoate subordination agreement becomes operative only when an
insolvent debtor makes adistribution of its assets. A complete subordination agreement
operates immediately to preclude the borrower from paying principd or interest on the
subordinated debt so long as the senior debt remains unpaid. See Dee M artin Calligar,
Subor dination Agreements, 70 YALE L.J. 376, 377-78 (1961). Just as *"subordination’’
has two meanings, so too does pari passu. If the pari passu clauseis complete, it
requires al pay ments by the borrower to beratable. On theother hand, if it isinchoate, it
only precludes the borrower from creating anew class of senior debt or subordinatingthe

existing debt.

As agenerd matter, adebtor cannot legdly subordinate alender unless it obtains her
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28.

29.

consent. See Buchheit, supra note 16 a 83. The concern with asovereign, however, is

that the sovereign will simply ater the law to subordinate the disfavored lender.

See Buchheit, supra note 16, a 84 (" [Jovereign borrowers, because they haveit within
their power to enact laws affectingthe legal ranking of creditors, are thought to be
appropriate objects of apari passu covenant.’’); see also Lee C. Buchhet & Raph
Reisner, The Effect of the Sovereign Debt Restructuring Process on Inter-Creditor
Relationships, 1988 U. ILL. L. Rev. 493, 497 (" [T]he borrower violates [the pari passu]
undertaking only by attemptingto create aclass of senior indebtedness in preferenceto
that outstanding under the loan agreement in which the clause sppears.’’). On this point,
the Lowenfeld opinion itself quotes William Tudor John to say of the clause:

[t is primarily intended to prevent the earmarking of revenues of the government
towards asinge creditor, the alocation of foreign currency reserves, and generally against
legd measures which have the effect of preferring one set of creditors against the others or
which discriminate between creditors.

Lowenfeld Declaration, supra note 8, a 10 (quoting William Tudor John, Sovereign Risk
and Immunity Under English Law and Practice, in 1 INTERNATIONAL FINANCIAL LAW
71, 96 (Robert S. Renddll, ed., 2d ed. 1983)). The clause dso protects against alaw

subordinating existing debt to new debt issues.

Indeed, it would beinterestingto look at the historica evolution of the clausein sovereign
lending agreements. Consistent with Lowenfeld’s quote from Tudor John, the orignal
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30.

31

god of the clause may have been to keep sovereigns from earmarking particular revenue
streams for favored creditors. At thetime (most likely inthe early part of the 20th
century), there were no sovereign security interests and, hence, no negative pledge
clauses. The pari passu clause, therefore, probably served as something of a substitute

because the primary risk to guard against was not collateradization but subordination.

Whether the context is corporate or sovereign debt, however, the function of the clauseis
to assure equdity of rank. Inevitably there are recognized senior claims to which the debt
will be subordinated. Examples include secured clams, claims of favored creditors such as
depositors, and thelike. A commentator, writing about the gving of pari passu opinions
by counsd, explains: “"In many cases, it is suggested that the opinion recipient recognize
that preferred clams may exist and that a generd exception should beread into the pari
passu opinion.”” Michad Gruson & Stephan Hutter, International Bar Association
Project on Legal Opinions in Inter national Business Transactions, 10 U. PA. J. INT'L
Bus. L. 71, 85 (1988). Asdiscussed infra notes 39-56 and accompanyingtext, when the
parties’ intent is for the equa ranking to be broader than priority status and to havethe
meaning attributed to the clause by the Brussels court, the debt instrument either contains
additional language that is used to supplement the standard clause or includes other

clauses.

Asthe Lowenfeld opinion explains: A clause such as Section 11(c) [the basic pari passu
clause] is astandard clause included in virtudly &l loan or debt restructuring agreements.”’
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32.

33.

35.

36.

Lowenfeld Declaration, supra note 10, a 9. Implicit in that statement is the assertion
that therights granted by that clause are ones that the sovereign debtor has agreed to gve

all of its creditors.

ThelM F and World Bank are a crucia source of continuing credit for asovereign in

trouble.

On the effectively preferred creditor status of the internationd financid institutions such
as the World Bank, the IM F, and the ADB, see Lee C. Buchheit, Of Creditors, Preferred

and Otherwise, INT'L FIN. ReEv., June 1991, at 12-13.

In his classic bond contract interpretation opinion in Sharon Sed Corp. v. Chase
Manhattan Bank, N.A., Judge Winter explans:

Where contractud language seems designed to protect the interests of both parties and
where conflicting interpretations are argued, the contract should be construed to sacrifice
the principd interests of each party aslittleas possible. Aninterpretation which
sacrifices amgjor interest of one of the parties while furtheringonly amargina interest of
the other should be rgected in favor of an interpretation which sacrifices margnd

interests of both partiesin order to protect their mgor concerns.

With respect to new debt issues, however, the sovereign can select Endlish law rather than

New York law. Seeinfra note57.

See, eg., BARRY EICHENGREEN & ASHOKA M oDy, WouLD COLLECTIVE ACTION
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37.

CLAUSES RaISE BORROWING CosTs? AN UPDATE AND ADDITIONAL ResuLTs (M ay
2000), available at <http://elsa.berkeey .edu/users/eicheng/research.htm>; EICHENGREEN
& Mopy, supranotel7, a 5-6; Liz Dixon & David Wall, Collective Action Problems and

Collective Action Clauses, FIN. STABILITY Rev., June 2000, a 142.

A recent M oody’ s Investor Service Soecid Comment makes the same point with respect
to adifferent issuein the Elliott versus Peru proceedings. What Elliott succeeded in doing
was ataining " post-judgment attachment of al assets of the sovereign’s agent, Banco de
LaNacion, inthe United States.”” SPeciaAL COMMENT, HOw TO SUE A SOVEREIGN,
supra note 4, a 1. The Spoecid Comment further explains:
That an entity closely related to the sovereign can conceivably be held financidly liable
and that al of its assets in thejurisdiction where the suit is brought may be attached to
make good on defaulted debt opens adoor that had hitherto not been considered available.
... [And it turns theinvestor’s] suit from an academic and avenging "I told you so”’
exercise to amore letha weapon lending this disconsolate investor’s bark abit more bite.
This case has dso raised concerns that proliferation of such suits by aggessive
investors could realign incentives of sovereign and other creditors. After al, when a
sovereign settles out of court for asubstantia sum with onelitigous creditor it will
adversely impact, however margnally, the clams of its other creditors. It is possible, and

indeed probable, that to protect ther interests these creditors will attempt to somehow
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38.

39.

40.

41.

hinder their uncooperative brethren.

Id.

See Buchheit & Gulati, supra note 17, a 83 (makingthe point that protections against
holdouts serve not only the debtor's interests, but aso those of the non-holdout

creditors).

For example, in the recent Southeast Banking bond contract interpretation case, the New
York Court of Appeds explicitly taked about the importance, in commercid matters, of
gving deference to market understandings. See Chemica Bank v. First Trust of New

York, N.A. (Inre Southeast Banking Corp.), 710 N.E. 2d 1083, 1086 (N.Y. 1999). Doing
S0, the court explained, provides for “reliance, definiteness and predictability,”” which

enables the partiesto “intdligently negotiate and order their rights and duties.”’ Id.

See Sharon Sed Corp. v. Chase M anhattan Bank, N.A., 691 F.2d 1039, 1048 (2d Cir.
1982); seealso M arcd Kahan & M ichad Klausner, Sandar dization and Innovation in
Corporate Contracting (" or the Economics of Boilerplate’), 83 VA. L. Rev. 713, 718
(1997) (describingthe “learning’ and ~"network’’ benefits of standardization in

corporate contracts).

Of courseit is possible that the market's understanding has changed over time. For
example, from 1890 until 1966 New York had a preference law that imposed persond
ligbility on officers of an insolvent corporate debtor that paid one creditor in preference

to another. SeeN.Y. Stock Corporation Law § 15 (M cKinney 1940) (historica note
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42.

43.

45.

referringto previous similar laws dating back to 1890). Duringthis era, the market might
have assumed that the pari passu clause aso prohibited preferentia pay ments. But New
York repeded its preference law in 1966, and since then the markets could well assume
that the pari passu clause likewise does nothing to deter preferences in the absence of a

specific contractua covenant to the contrary. See 1966 N.Y. Laws, c. 664, sec. 16.
See Southeast Banking, 710 N.E.2d a 1086 (lookingto commentary and case law).

Cf. Chase M anhattan Bank v. Traffic Sream (BVI) Infrastructure Ltd., 86 F. Supp. 2d
244, 257 (SD.N.Y. 2000) (""In construing acontract, one of acourt's basic godsisto

avoid an interpretation that would leave contractud clauses meaningess.’’).

Lowenfeld's opinion quotes the following language from one of Buchheit's articles: " The
fact that no one seems quite surewhat the [pari passu] clause redly means, at least ina
loan to asovereign borrower, has not stunted its popularity among drafters of loan
agreements and debt restructuring agreements.”” Lowenfeld Declaration, supra note 10, at
11 (quoting Lee C. Buchheit, The Pari Passu Clause sub specie aeter nitatis, INT'L FIN. L.
Rev., Dec. 1991, a 11 [hereinafter Pari Passu Clause]). Thelatest version of Philip
Wood' s treatise expresses a similar agnosticism about the precise meaning of the pari
passu clause in the sovereign context. Wood writes, [i]n the state context, the meaning
of the clause is uncertain because thereis no heirarchy of payment which is legdly

enforced under abankruptcy regme.”’ PHILIP R. WooD, PROJECT FINANCE,
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46.

47.

48.

49,

50.

Sl

52.

53.

SUBORDINATED DEBT AND STATE LOANS 165 (1995) [hereinafter 1995 Wood].

Lowenfeld Declaration, supra note 10, at 11-12.

See Pari Passu Clause, supra note 45, at 12.
See Buchheit, supra note 16, a 83.

See Wood, supra note 16, a 156; see also 1995 Wood, supra note 45, at 165.

See Pari Passu Clause, supra note 45, at 12.

Accordingto Brian Semkow:

=xtIn the event that the corporate laws governing the borrower will rank the unsecured
clams, however, the covenant will not prevent the lending banks from being discriminated
against [(citing Wood, supranote 16, a 156)]. Inthe context of the sovereign borrower,
the pari passu covenant has adifferent effect. This provision will prevent sovereign
borrowers from discrimination against the lending banks in the pay ment of creditors out
of generd revenues or foreign currency reserves.=ft

Brian W. Semkow, Syndicating and Rescheduling Inter national Financial Transactions: A
Survey of the Legal 1ssues Encountered by Commercial Banks, 18 INT'L LAw. 869, 899

(1984).

As noted earlier, thereis ameaning that commentators do gveto the pari passu clausein
the sovereign context (relatingto the sovereign making laws that ater priority) that has

nothing to do with making ratable periodic pay ments.

See Buchheit, supra note 16, a 84.
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55.

56.

57.

58.

59.

See Buchheit & Reisner, supra note 28, at 497.

See Buchheit, supra note 33, at 12 (noting three of these fiveterms). See also Bjerre,

supra note 8.

In addition, if the pari passu clause wereto have the meaningthat Elliott attributestoit,
one would expect to see bond contracts to contain “ negative’ pari passu clauses akin to
negetive pledge clauses. After dl, many lenders (especidly those such as the IM F and
the World Bank who are used to receiving preferentiad pay ments) will, before lending,
want to make certain that the sovereign borrower has not promised the Elliott ty pe pari
passu treatment to others. Asthings stand today, we do not see such negetive pari passu
clauses. That suggests that the reading of the clause that Elliott advocates is inconsistent

with the market’ s understanding of the clause.

In sovereign debt issues New York shares the mgority of the market with the United
Kingdom. ~"Thereis afundamentd difference between Engish Law bonds and New York
Law bonds. Endish Law bonds generally have a super-mgority collective-action-clause
(CAC) which enforces the new terms of the exchange instrument on al debt-holders.’”
MooDY’S INVESTOR SERV., SPECIAL COMMENT, HOW TO SUE A SOVEREIGN: THE

Case oF PEru 3 n.7 (Nov. 2000).

New York law governed the Peruvian bonds at issuein the Elliott case. See Lowenfeld

Declaration, supra note 10, at 13.

SeeLabav. Carey, 277 N.E.2d 641, 644 (N.Y. 1971).
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60.

61.

62.

63.

65.

606.

67.

See, eg., Sharon Sed v. Chase M anhattan Bank, N.A., 691 F.2d 1039, 1048 (2d Cir.
1982) (defining *"boilerplate’ provisions as ~ contractua provisions which are standard
in acertain genre of contracts’’ such as bond indentures); Chase M anhattan Bank, N.A. v.

Traffic Stream Infrastructure Ltd., 86 F. Supp. 2d 244, 256 & n.19 (SD.N.Y. 2000).

See Broad v. Rockwell Int'l Corp., 642 F.2d 929, 943 (5th Cir. 1981) (en banc), cert.

denied, 454 U.S 965 (1981).

Sharon Sted Corp. v. Chase M anhattan Bank, N.A ., 691 F.2d 1039 (2d Cir. 1982), cert.

denied, 460 U.S. 1012 (1983).

Seeid. 691 at 1048. Interpretation of boilerplate provisions such as those a issue here

does “"'not depend upon particularized intentions of the parties to an indenture.”’ 1d.

See Franklin LifeIns. Co. v. Commonwealth Edison Co., 451 F. Supp. 602, 614-15 (SD.

I1I. 1978), aff d per curiam, 598 F.2d 1109 (7th Cir.), cert. denied, 444 U.S. 900 (1979).

See M organ Sanley & Co. v. Archer Danids Midland Co., 570 F. Supp. 1529, 1539

(SD.N.Y. 1983).

Seeid. at 1542 (" to cast aside the holdingin Franklin would . . . result in the very
situation the Second Circuit sought to avoid in Sharon Stedl,”” i.e,, “intolerable

uncertainty in the capita markets.’”).

Thefedera Rule of Explicitness requires explicit language in ajunior indenture aerting
junior noteholders to therisk that senior noteholders will get postpetition interest in a

bankruptcy case before juniors get principa. Otherwise senior noteholders will not get



68.

69.

70.

71.

72.

73.

such interest even though the terms of the subordination agreement require them to be
“padinfull’”’ beforejuniors share. See Continentad 11l. Nat’| Bank & Trust Co. v. First
Nat’'| City Bank (In re King Resources Co.), 528 F.2d 789, 791-92 (10th Cir. 1976); Inre
Time Sales Fin. Corp., 491 F.2d 841, 844 (3d Cir. 1974); Bankers Life Co. v.

M anufacturers Hanover Trust Co. (In reKingsboro M ortg. Corp.), 379 F. Supp. 227,
231 (SD.N.Y. 1974) (orignating the name ""Rule of Explicitness’’), aff'd per curiam, 514
F.2d 400, 401 (2d Cir. 1975). Accord InreM Corp Fin., Inc., 160 B.R. 941, 959 (Bankr.
SD. Tex. 1993); First Fiddity Bank, N.A. v. Midlantic Nat'l Bank (In relonosphere

Clubs, Inc.), 134 B.R. 528, 535 n.14 (Bankr. SD.N.Y. 1991).

Chemica Bank v. First Trust of New York, N.A. (In re Southeast Banking Corp.), 156

F.3d 1114, 1124-25 (11th Cir. 1998) (footnote omitted).

See Chemical Bank v. First Trust of New York, N.A. (In re Southeast Banking Corp.),

710 N.E.2d 1083, 1087 (N.Y. 1999).

Seeid. a 1087 (citing In re Pavone Textile Corp., 97 N.E.2d 755 (N.Y. 1951), aff'd per

curiam sub nom., United Satesv. Bloom, 342 U.S. 912 (1952)).

In Southeast Banking, Elliott was ajunior bondholder that benefited when the New York

Court of Appeds adopted the Rule of Explicitness in accordance with Sharon Stedl.

See Andrew Yianni, Resolution of Sovereign Financial Crises--Evolution of the Private

Sector Restructuring Process, FIN. StABILITY REv., June 1999, 78, 80-81.

To avoid clams of "champerty™ or "maintenance’ the vultures cannot admit that they
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acquired the debt for purposes of instituting litigation.
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