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The pari passu
principle in loan
transactions

An important, yet undervalued principle in
loan transactions is the pari passu principle.
The principle concerns the ranking of lenders’
claims and concomitant security rights in
loan transactions. In this article, the meaning
and scope of the pari passu principle in loan
transactions is discussed.

Our courts have interpreted the term pari passu to
mean equally and without preference. The judgments in
Nulliah v Harper 1930 AD 141, Donaldson Investments
(Pty) Ltd v Anglo-Transvaal Collieries 1979 (3) SA 713 (W)
and Absa Bank Ltd v Moore and Another 2017 (1) SA 255
(CC) are some of the judgments that deal with the

pari passu principle.

In a typical loan transaction,! the borrower usually makes a
representation that its obligations to repay that loan, rank
at least pari passu with the claims of all its other unsecured
and unsubordinated creditors, except for obligations
mandatorily preferred by law applying to companies
generally. The borrower thereby effectively represents
that, in the case of an unsecured loan,? the lender’s loan
will rank equally and without preference to other loans
and will be repaid rateably along side all its other debt,
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with the exception that the law may determine a different
order for the ranking of claims. A borrower making such

a representation ought to satisfy itself that this is in fact
the case, and that other lenders do not enjoy preferential
payment rights. Such a pari passu clause gives the lender
the comfort that legally, there is a parity of claims, and that
no claim will be paid in preference to its claim.

There is usually a further representation by the borrower
that any security provided by the borrower or any other
obligor, has or will have the ranking in priority expressed

in the security documents, or first ranking priority, and

it is not subject to any prior ranking or pari passu ranked
security. The borrower thereby represents that the
security has the ranking, or status in law, that the borrower
professes it has, including that it does not rank equally

and without preference to other security rights, that is,

it ranks ahead of other security. Similarly, a borrower
making such a representation ought to satisfy itself that
this is in fact the case, and that other lenders do not enjoy
preferential security rights. The pari passu clause in the
context of security gives the lender the comfort that legally,
the security rights have the ranking that the borrower
represents they have.

1 As contemplated in the Loan Market Association’s Single Currency Secured Term Facility Agreement dated 21 December 2018 written for investment

grade borrowers in the South African market.

2 A similar representation is usually made in respect of loans for which security is given.
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When payment rights are enforced

The recommended due diligence investigation by
borrowers as to the legal and factual correctness of their
pari passu representations is especially necessary for
borrowers who have taken out many loans with different
lenders. It is submitted that the pari passu representation
in respect of both loans and security rights ceases to be
factually true and loses its value at the point in time when
an aggrieved lender successfully enforces its payment
rights (whether pursuant to a contractual demand with
which the borrower complies or by obtaining a court
order) against a borrower because it defaulted on its loan
repayment obligations as the aggrieved lender’s loan will be
repaid ahead of any other unpaid loans.

The taking of security establishes a priority of claims as
between lenders and appears practically to render the
pari passu clause in respect of loans somewhat oblique on
the borrower’s insolvency as between secured lenders and
unsecured lenders. The reason is that on the borrower’s
insolvency, the lenders that hold security as contemplated
in the Insolvency Act 24 of 1936 (Insolvency Act), will be
repaid first from the proceeds of the sale of the assets
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over which security is held before preferent creditors and
concurrent creditors are paid. In these circumstances,
there will be no payment rights or security rights that rank
equally and without preference. It has been held in English
law that the pari passu clause applies on the borrower’s
insolvency, not before, and that it is consequently
incorrect to interpret the clause as meaning that the
borrower is prevented from making payments to another
creditor before the advent of its insolvency, unless the
borrower simultaneously pays the lender whose facility
agreement contains a pari passu clause.*

The pari passu representation in respect of both loans

and security rights may be framed as a repeating
representation, which is designed to ensure that certain
basic facts relating to the pari passu ranking of the loan
repayment obligations and the related security rights,
remain as they originally were.®> Repeating representations
are typically required to be true on each draw down date of
the facility and on the first day of each interest period. Itis
for this reason that a pari passu repeating representation
applies both prior to, and on, the borrower’s insolvency.®

- S B NN

Assuming the clause is worded as described in the third paragraph of this article.

McKnight, Paterson & Zakrzewski The Law of International Finance 2 ed (Oxford University Press, 2017) 182 paras 3.18.10 and 3.18.10.1.

S Wright The Handbook of International Loan Documentation 2 ed (Palgrave Macmillan, 2014).

Whether that means that the borrower is prevented from making payments to another creditor before the advent of its insolvency unless the borrower
simultaneously pays the lender whose facility agreement contains a pari passu clause is an open question to be decided by our courts.
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The borrower will commit an event of default under the facility agreement if
its pari passu representation in respect of the loan or security rights ceases to
be true in any of the abovementioned or other circumstances.’

An interesting legal question is whether lenders who each hold different forms
of security rights, such as, for example, bonds, cessions in securitatem debiti,
guarantees (a form of quasi security as it is not mentioned in the definition of
security in section 2 of the Insolvency Act) and pledges, can be said to hold
pari passu security as between or amongst each other. It is submitted that
each form of security will need to be assessed and compared to the other
forms of security in order to determine its relative ranking as against the other
security, so as to arrive at a legally defensible answer. Considerations when
making such a determination may include, amongst others, the legal structure
and substance of the security, the ease or difficulty of enforcing the security
and the lenders’ respective legal positions on the borrower’s insolvency.

Dr A Kariem
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Chambers Global 2021-2024 ranked our
Finance & Banking practice in:
Band 2: Capital Markets: Debt and
Capital Markets: Equity.

Ludwig Smith recognised as a

“Senior Statesperson” in Banking & Finance.

Jacqueline King ranked by
Chambers Global 2017-2024 in
Band 2: Capital Markets: Debt.

Deon Wilken ranked by
Chambers Global 2021-2024 in
Band 3: Banking & Finance.
Sammy Ndolo ranked by
Chambers Global 2023-2024 in
Band 4: Banking & Finance.
Peter Hesseling ranked by
Chambers Global 2023-2024 in
Band 3: Capital Markets: Equity.
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7 See clause 22.3 (titled Other obligations) of the Loan Market Association’s Single Currency Secured Term Facility Agreement dated 21 December 2018

where it is an event of default if an obligor does not comply with any provision of the finance documents (other than clause 22.21 (titled Non-payment)
and clause 22.2 (titled Financial covenants and other obligations)), and fails to remedy it within any applicable grace period.
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