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The relationship between creditors and debtors is unique. Creditors need
debtors as customers and binds them in credit agreements. Creditors tend to
be suspicious of debtors as debtors selectively disclose information. This
relationship follows the agency theory. Creditors always want a fair and
equal position with other creditors. This research discusses solutions thatcan
be given by debtf@@s to creditors so that the pari passu pro-rata parte principle
can be achieved.

The study
observed the relationship between creditors and debtors in credit agreements
as well as their positions in the concept of negative pledge and pari passu.
The methodology used is normative juridical method, specifically
hermeneutics and idiographics from the economic and finance perspective.
The research concluded that debtors and creditors could ensure a fair and
equal position with the implementation of negative pledge through Niffiter
Credit Agreement and Security Sharing Agreement. A negative pledgeis one
way to ensure that the interests of all creditors are fair and equal. The
creditors are jointly entitled to all of the debtors” assets. Thus, all creditors

have an equal position.

1. INTRODUCTION

Companies need funds to grow their businesses [1].
Company management can obtain funds from financial loan
institutions, shareholders, or a combination of both [2]. The
selection of loans or shareholder funding determines the
capital structure. The capital structure will determine the cost
structure of the company [3].

A loan from a financial institution is an alternative
that is often chosen [4]. The cost of a bank loan is lower than
the expected return of shareholders [5]. However, these loans
require collateral [6]. Sharcholder funding does not require
collateral [7].

In addition to collateral, financial institutions as
creditors will provide the covenants of the company or debtor
in the credit agreement. A violation of a covenant will result
in the debtor being default [8]. Creditors provide lower
interest, but loans are more binding for the debtor. This
shows the existence of the agency theory [9]. Financial
institutions are not involved in the management of the
company. Sharcholders are involved in company
management [10].

Creditors and debtors have a unique relationship
[11, 12]. Creditors need debtors as customers. Creditors

provide loans only to the good and trusted debtors. Debtors
need creditors as providers of funds for growth.

Creditors do not fully trust every debtor. Creditors
tend to be suspicious of debtors. Creditors have a belief that
debtors tend to keep secrets from them. Due to this reason,
creditors bind debtors to various financial, operational, and
legal aspects [13]. A credit agreement governs all of these
bindings or covenants. Creditors require various covenants to
regulate a debtor’s business activities. Creditors do not
inspect the debtors’ daily business activities. These
covenants are under the supervision of creditors. This
supervision will provide a sense of security to creditors for
loans provided [14].

Creditors lend funds to debtors, but there are still
doubts about the debtors” ability to pay. Creditors ask for the
maximum and best possible debtor guarantee [15]. Creditors
choose debtors who can repay their loans [16]. Creditors also
suspect that debtors will provide different or better terms and
conditions to other creditors. Creditors believe that debtors
will not be fair in the relationship between all creditors [17].
Creditors believe that debtors will provide different collateral
values and types of collateral.

This research is unique and novel in providing
solutions to problems between creditors and debtors based on
legal principles, and the economic theory before bankruptcy




occurs. The settlement of creditor and debtor problems can
be anticipated earlier before bankruptcy. This research fills
the gaps and solutions to creditors’ distrust of debtors.

This research aims to provide baer relationships
between debtors and creditors by fulfilling the pari passu pro
rata parte principle. The clauses in a credit agreement will
improve this relationship. A good relationship between
creditors and debtors will increase the effectiveness of
economic development [18]. An explicit agreement will
reduce defaults and bankruptey disputes [19]. A mutual trust
agreement will reduce unnecessary costs, such as prosecution
fees for defaults, guarantee execution costs in the event of a
default, and other court-related costs. Creditor and debtor
problems arise when one party defaults [20]. A debtor’s
default may result in bankruptcy [21].

2. LITERATURE REVIEW

One of the main objectives of bankruptcy law is to
ensure the distribution of bankrupt assets from debtors to
creditors [22]. The distribution of assets follows the principle
of pari passu pro-rata parte, which means dividing bankrupt
assets to creditors without collateral based on the
consideration of how much the creditor claims [23]. The
process of asset settlement in a bankrupt company is
uupr()i'cssi() and does not follow bankruptcy law
principles. The principle of pari passu pro-rata parte
emphasizes the distribution of debtor’s assets to pay
creditors’ debts following proportional procedures [24, 25].

From an economic standpoint, the allocation of a
bankrupt company's assets is not taken into account. Laws
concentrate on loans with collateral. The allocation of a
bankrupt company's assets is not seen from a financial
perspective. The focus of rules and regulations is on loans
with collateral. From a legal standpoint, the transfer of the
assets of insolvent enterprises appears fair, but from an
economic standpoint, it is not [26, 27].

The pari passu pro rata parte prin@ is an
essential clause in the credit agreement. The pari passu
nluse is standard in international contracts, especially for
unsecured debt obligations [28, 29]. To understand the pari
passu clause, the meaning of this term is from Latin, namely
the phrase ‘pari passu’ [30]. Pari passu means ‘with §fial
step’ (in the same position), and it comes from the word Peiri,
ablative of pars, which means ‘equal,’ and the word passu,
lative of passus, which means ‘step” or stages [31,32]. The

_[33]. Thus, pari passu means being in the

same cond inn in the same situation and has an equal
position.  This clause is generally included in debt
agreements to protect the lender or creditor from being in a
subordinated loan position [32].

With a pari passu position, no creditor has a higher
rank than the others. All creditors have the same place [34,
35]. This arrangement in a credit agreement includes equal
status between creditors who have guarantees or separatist
creditors and does not include concurrent creditors in a pari
passu position.

The application of the pari passu principle creates
confusion for other creditor [36]. The pari passu principle
can only be applied if all creditors agree, and it is stated in a
Master Credit Agreement (MCA) [37]. Without an MCA,
this pari passu principle cannot be applied between creditors.
Without an MCA arrar ent, each secured creditor would
have collateral righls.g; is regulated in the Law of the
Republic of Indonesia on Bankruptcy and Suspension of
Debt Payment Obligations. The principle of pari passu holds
that the position of creditors is the same. In recording the debt
of a bankrupt company, the creditors have several functions,
namely preference, separatist, and concurrent [38].

Many researchers and writers have changed their
minds about the pari passu clause. In a market where many
businesses have more advanced knowledge, pari passu
clauses are considered to have no clear purpose and can result
in ineffectiveness for decades [39]. The British Supreme
Court has affirmed that the parties must not bind themselves
to the distribution of assets to a company based on the pari
passu principle [40].

A loan agreement is also known as a pro-rata parte
clause, which 1s related to pari passu. The pro-rata parte
clause deals more with regulating collateral goods. When all
creditors are equally based on pari passu, then the creditors
have the same position, namely pro-rata parte, in obtaining
collaterafFights [41]

The principle of pari passu pro-rata parte is
regulated in Article 1131 and Article 1132 (ahe Indonesian
Civil Code [42, 43]. This principle stipulates that all creditors
have the same rights over the debtor’s assets unless there are
valid reasons for priority based on the criteria or position of
the creditor [44].

Pro-rata parte regulates the rights of each creditor
in obtaining collateral and in voting on matters concerning
the debtor. Pro-rata parte is not defined as a one-man-one-
vole system, but it is based on c composition of the loan
value given to the debtor. The principle of pari passu pro-
rata parte 1s reglﬂed in Article 189 Paragraphs (4) and (5)
as well as in the explanation of Article 176 letter (1) of the
Indonesia Bankmptcy Law [45].

The pro-rata principle regulates the distribution of
creditors’ portions. This principle stipulates that creditors
have the same position on guarantees provided by debtors
based on their respective loan portions. Each creditor will get
an equal share according to the amount of the loan. If Bank
A has a loan to a debtor of IDR 5 billion and a total of IDR
100 billion, then the portion of Bank A 1s 5/100, which 15 5%.
The 5% portion is the portion of voting rights in deciding on
the debtor’s assets. This portion is the rights of the creditor
on the executed guarantee 1f the debtor defaults.

Merchandise suppliers are unsecured creditors. The
position of creditors, which is regulated by the pari passu and
the pro-rata parte principles, becomes an issue in a default.
The role of creditors becomes a sensitive issue when
calculating debt restructuring and bankruptcy [46].

Separatist creditors hold the right to guarantee
material goods, and these creditors can sell the collateral that
is guaranteed to them. Separatist creditors can directly sell
and auction their collateral [47]. Separatist creditors are
secured creditors. A bank usually is a separatist creditor.
Banks as creditors holding material security rights can
execute the collateral if the debtor defaults on one’s
obligations. Banks’ legal protection is the right toffifforce the
collateral following Article 55 of the Indonesia Bankruptcy




and Suspension of Debt Payment Obligations Law (PKPU
Law) [48].

Separatist creditors have mortgage rights and apply
parate executies or the right to carry out executions as if there
was no bankruptcy [49]. Separatist creditors in executing
collateral cannot be hindered by a period of suspension
because the position of the separatist creditor is separate from
other creditors, and the collateral object is notincluded in the
bankruptcy law [50].

Creditors have th@fight to have their loans repaid.
This has been regulated in the credit agreement that the
debtor is obliged to return tffEJloan following the agreed
period in the loan agreement. If the debtor defaults, then the
creditor If the right to confiscate the collateral. The creditor
has the right to sell the collateral to cover the debtor’s
obligations [51].

Third-party legal protection is provided by
appearing as a concurrent creditor by submitting a third-party
[n to the curator in a verification meeting [52]. The
suspension of debt payment obligations only applies to
concurrent creditors [53]. Creditors want a fasmtt]ement of
debt, and the debtor can pay off all debts. The debtor wants a
debt settlement that provides legal protection with all debtors
able to obtain a refund of the receivables [54].

Many of the rules in bankruptcy law contradict the
norms and principles of bankruptey. This creates a reproach
for parties who want to take advantage of the condition of
bankruptcy with bad intentions [55]. The Bankruptcy Law
stipulates that the right to sell, especially mortgage rights
owned by creditors, can be suspended if the debtor is in a
state of bankruptcy. This is different from the Mortgage Law,
which gives creditors the right to execute collateral objects to
pay off debtors’ debts [56, 57].

Some agreements require a negative pledge. A
negative pledge is a clause in a deal that does not allow
debtors to pledge their assets to any individual party [58].
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Several companies propose negative pledge clauses
not to provide separate collateral agreements to certain
creditors. All debtor assets are pledged to all creditors on a

pari passu basis. The @@kcution of debtor assets in a state of
defzfEl will follow the principle of pari passu pro-rata parte.
All creditors have the same position towards the debtor’s
assets based on the pari passu principle in a negative pledge.
However, the calculation of rights to assets is based on the
pro-rata parte principle. The position of the debtor is not
distinguished between separant and concurrent. Thus, the
negative pledge is related to the pari passu prmua parte
principle. The clauses will be related to the principle of
balance (equality) and the principle of justice (principle of
fairness).

The negative pledge clause is not fully effective in
protecting creditors in obtaining the right to collateral. Others
can use the “priority principle” [61, 62]. For the negative
pledge to work, the priority principle must be removed.

The determinatiofffZ} the right of execution of the
collateral by the creditor is based on the position of the
company’s debt. This theory is based on the accounting
theory. The accounting theory holds that short-term debt is
above long-term debt. Debt is placed above the capital. The
placement of the Chart of Account (COA) records determines
the priority in the order of payments. The accounting theory
does not consider the collateral effect.

The position between creditors is based on the order
of COA in the accounting theory. Under normal
circumstances, creditor priority applies. In a state of default,
all creditor’s debts become due and can be collected so that
the creditor’s position becomes equal. Workers have
positions as preferred creditors with privileges that prioritize
payments from other creditors in the event of bankruptcy
[63]. Workers’ wages are categorized as preferred creditors
according to the regulations . Tax payable also is classified as
preferred creditors [64, 65].

Creditors will always suspect debtors. The debtor
will not disclose the precise information to the creditor.
Debtors who provide valid details to creditors will not
receive financing. There are two hypotheses of this research:

Hypotheses 1 :
The relationship between creditors and debtors will not
achieve a fair and an equal relationship

Hypotheses 2 :
The relationship between creditor and creditor will not
achieve a fair and an equal relationship.

3.RESEARCH METHODOLOGY

This research sought to find a solution to the
relationship between creditors and debtors who need but
suspect each other. This research focused on solutions based
on legal functions. In this case, legal functions refer to

The data collected utilized primary and secondary
legal as well as other supplementary materials. Other




additional materials were taken from different disciplines
related to the research theme.

This study examines legal materials and companies

that experienced corporate debt restructuring to bankruptcy.
The study reviews

the position of creditors in cases that occur. The problem of
restructuring and bankruptcy creates problems in accordance
with applicable law . Then the research looks for solutions so
that creditor problems can be solved with a better method.

4. RESULTS AND DISCUSSION

4.1 Legal Perspective

4.2 Economic and Finance Perspective

J, debtors obtain loans from creditors by

providing collateral. Creditors need collateral to reduce credit
risk. This collateral can be executed if the debtor defaults.

Arrangements regarding execution procedures at the time
of default are stated in the credit agreement.

Creditors will ask for the highest possible
collateral coverage. The higher the coverage ratio, the




more the creditors believe that the loan will be secure.
Creditors ignore other information and focus on the
collateral value obtained. The debtor will try to provide
minimum collateral. Small collateral will allow the
debtor to get additional loans. Additional loans can use
the remaining assets that have not been pledged as
collateral. As a result, creditors suspect that the coverage
ratio is not the same between creditors.

Creditors who just made the last loan will get a
worse collateral asset. However, creditors still need debtors.
A bank needs debtor as consumers. The comparison of
collateral coverage and type of collateral per creditors is
described in Figure 1. Each creditor provides different loan
facilities with different collateral and different collateral
ratios. This creates problems of justice and balance.

The leverage ratio is a comparison between debt and
capital. The comparison of collateral coverage is the ratio of
total assets divided by total debt. This collateral coverage is
related to the leverage ratio. The explanation of this
calculation is in Table 1.

Tl'aovenemt regarding collateral coverage reflects
the ratio of total assets to total debt. Total assets are total debt
plus equity. This covenant clause has a calculation basis. The
covenant concerning leverage ratio and collateral coverage is
referred to as total assets and equity and leverage ratio.

Amount Type of Security
100 Million 108% Fined Asset
200 Millian 110% Account Receivable
[ Debtar ]-—4[ Creditar & ] 300 Millan 1% Investmient inshare
150 Million 6% Fived Asset
Creditar E 50 Million 0% Fived Asset and Cash Deposit

Figure 1. Comparative of Collateral Coverage and
Collateral Type

In a credit agreement, the covenant regarding
leverage ratio is related to collateral coverage. The debtor’s
leverage ratio is 10x, so the maximum collateral coverage
ratio is 110%. If the debtor’s leverage ratio is 10x, the
collateral coverage ratio is unlikely to reach 120%. A
collateral coverage ratio of 120% can only provide a leverage
ratio of 4x. This is explained in Table 1.

Table 1. Calculation of Leverage and Collateral

Coverage
No. | Leverage (Debt / Maximum Collateral
Equity) Coverage (Total Debt +

Equity) / Total Debt)
1. 10 times 11/10 x 100%= 110.00%
2. 8 times 9 /8x100% =11250%
3. 6 times 7/ 6x100% =116.67%
4. 4 times 5 /4 x100% =120.00%
5. 2 times 3 /2x100% =150.00%

The leverage ratio is a comparison between total
debt or lialbil to equity. In addition, the collateral
coverage ratio is the ratio of total assets to total debt. Total
assets are the sum of total debt and equity. This is illustrated
in Figure 2.

However, creditors do not believe that they can get
good assets by obtaining a high collateral coverage ratio.
Creditors tend to ask for a lot of collateral with am;h level
of collateral coverage. The debtor may not be able to
provide a high collateral coverage ratio. The number of
liabilities and equity limits the number of creditor assets.
Thus, the debtor may not offer a lot of collateral and with a
small number of assets. Creditors try to get a high collateral
coverage ratio. If the debtor gives it, the debtor is likely to
make a double or triple pledge on the same asset. Creditors
and Debtors have different positions. The creditor is the
master, and the debtor is the agent. Between agents and
masters have different views. This is in line with Agency
Theory

A double pledge or triple pledge is a fraud or
violation of the credit agreement. The same asset is given as
collateral to more than one creditor. This violation may lead
to default for failing to provide guarantees to creditors.
Creditor collateral must be free from guarantees to parties
other than following the laws and regulations regarding
guarantees.

Balance Sheet

Current Asset Short Term Liabilites

Creditors

Fixed Asset Asset Leverage Ratio

Long Term Liabilites

Other Asset Equity - Shareholders

Total Asset = Liabilities + Equity
Figure 2. Leverage Ratio

In reality, cases of double pledges or triple pledges
still occur in the real world. These cases have increased
creditors’ distrust of debtors. The cost of granting credit is
getting higher because of the higher risk. The collateral value
determines the cost of credit. High credit costs result in high
production costs. High production costs become a burden on
society.

Creditors want to get the same position as other
creditors according to the type of loan. Creditors like to have
rights to the company’s assets following &ban, especially at
the time of default. This is in line with the pari passu pro rata
parte principle.

The princi of a negative pledge will provide a
solution to achieve the pari passu pro-rata parte principle.
Debtors do not pledge certain assets to certain creditors. All
debtor assets become collateral to creditors. All creditors
have equal rights to the debtor’s assets, including current,
fixed, and other assets.

4.3 Agreements in Negative Pledge

The negative pledge requires the abolition of the
creditor’s special rights. Creditors must waive priority




principle rights, net-off rights, and other preferential rights.
Creditors have the same position as at the time of bankruptcy.
All debtor assets become collateral to all creditors. Debtors
do not differentiate between secured and unsecured creditors
or between trade payable and loan payable. The schematic
system is depicted in Figure 3. All creditors have collateral
for company assets and creditor rights are based on the same
loan amount and loan ratio. So that there are no creditors who
are exaggerated in the ratio and type of loan. Each creditor
knows the position of the other creditors.

Covenants for all creditors are the same. All
creditors have the same covenants, such as leverage,
collateral coverage, shareholding, dividend payouts, positive
covenants, negative covenants, and affirmative covenants. A
credit agreement is the same for all creditors. Creditors will
know the number of existing creditors and the amount of a
loan. Creditors allow new credit facilities as long as the
leverage ratio is below the specified amount stated in the
credit agreement.

Debtar |Cor paration) ]

C
") (=) =]
{

L —

Poolof Asset § Collateral
{Megative Pedge)

Figure 3. Negative Pledge

This credit agreement is known as a Master Credit
Agreement (MCA). Every creditor who wants to provide a
loan will sign this agreement. Each new creditor entering it
will sign this agreement. The debtor will notify the new
creditor of the existing creditors.

Debtors offer MCA to all creditors. If the debtor
already has a loan, then all the agreements are combined into
one. The contents of this agreement incorporate all covenants
and clauses contained in all contracts. After this merger, each
new creditor will co-sign the MCA. This clause opens the
entry of new creditors with an obligation to notify the
existing creditors. The debtor only informs them and does not
require consent. New creditors will also get a list of the
existing creditors and the loan amount. Thus, all creditors
have the same position in the agreement. Creditors will not
suspect each other. MCA regulates credit agreements. MCA
complies with the pari passu principle.

In addition to the MCA, creditors will sign a
negative pledge agreement or Security Sharing Agreement
(S5A). This SSA will stipulate that all debtor assets are
collateral for all creditors in the MCA. Creditors have
collateral but do not have specific collateral. Collateral in
SSA is a mutual guarantee. Creditor supervision is the
responsibility of all creditors. Figure 4 describes the SSA
scheme.

The debtor agrees to the collateral. This agreement
is called the Security Sharing Agreement (SSA). All debtor
assets become one pool of assets that are pledged as

collateral. All creditors are entitled to this pool of assets—the
distribution of rights based on the portion of the loan that has
been used. SSA complies with the pro-rata parte principle.
Creditors may appoint a trustee as the manager of the MCA
and SSA.

MCA and SSA are forms of implementation of the
negative pledge principle. MCA and SSA also comply with
the pari passu pro-rata parte principle. Creditors must leave
certain privileges and rights to the collateral. Creditors have
confidence that they are on the same level as other creditors.

With MCA and SSA, debtors and creditors will be
more efficient in the loan agreement process. Credit and
guarantee agreements already exist, so there are no additional
fees for making agreements. Old and new creditors have
confidence and trust in the debtor.

New
Creditor

NS

Existing
Creditor

Existing
Creditor

. Security .
Existing Sha.rinér, Exlstlmg
Creditor Agreement Creditor

Existing
Creditor

Existing
Creditor

Exisiting
Creditor

Figure 4. Security Sharing Agreement

The concept of MCA and SSA is common after
debtors and creditors agree on a restructuring proposal. The
restructuring proposal is signed by the creditors who agree to
the debt restructuring with the debtor. The concept of MCA
and SSA is moved to an earlier stage and is beneficial to all
parties before bankruptey occurs.

Debtors who have good performance and a good
reputation can start offering negative pledges to creditors.
The principle of the negative pledge will save the cost and
time of debtors and creditors. Not all creditors can accept this
negative pledge principle. Debtors rather than creditors offer
standard clauses. A violation of the law regarding standard
clauses does not apply here.

The implementation of a negative pledge must
follow the regulations of the financial authorities in each
country. Some financial rules require explicit guarantees for
lending. Creditors, especially banks, will find it challenging
to meet these requirements.

This implementation can be in the form of a
combination of particular collateral to creditors and negative
pledges. This implementation is a transition period before
fulfilling the 100% negative pledge. The mixture can be 50%
special or collateral to creditors, and 50% is a negative
pledge. This combination is only for the value of the
guarantee. The contents of the agreement remain the same as
the MCA. The interests of creditors are guaranteed by the
contents of the MCA credit agreement. Covenants governing
debtors stay the same between creditors under the MCA. This




scenario can still achieve the pari passu pro rata parte
principle. The difference only occurs in the collateral owned
by 50%.

5. CONCLUSION

From the law and economics theory
perspective, a legal fortification of negative pledge
through interpretation is desired and therefore, shall be
adopted. The normative facts that the legal regime for
negative pledge is already available yet judicial
interpretation is required. In a deeper analysis of the
relationship between debtors and creditors, debtors and
creditors have a dilemmatic relationship. Cneditmmeed
debtors, but creditors do not trust debtors. Creditors are not
involved in the day-to-day management of the debtor’s
business. The creditors do not trust the debtor in the credit
agreement. Creditors and debtors have different positions.
The relationship between debtors and creditors does not
achieve the principle of fairness and equality. Meanwhile, the
relationship between creditors also do not achieve the
principles of fairness and equality.

The credit agreement fulfills the principle of
fairness and equality is to provide a negative pledge principle
in the credit agreement. Debtors can apply the negative
pledge principle to all creditors.

The negative pledge will ensure open
communication between creditors. identical creditor
positions, identical loan guarantees, and an equal loan to
creditor ratio. There are no hidden issues, ensuring that
&diu)rs receive  their  just compensation. The
implementation of the negative pledge principle fulfills the
pari passu pro rata parte principle.

argumentum per analogiam or legal construction [67]. This
study has limitations regarding banking regulations that
apply in each country. Research can be conducted to
compare banking regulation between countries along with
the administrative regulation with regard to securities. Laws
regarding the implementation of negative pledges to the
rules of each country can also be developer.
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