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D
istressed credit funds 
that invest in bank loans 
and trade claims should 
acknowledge lessons 
from the past financial 

crisis of 2008. While new problems 
require new solutions, distressed 
credit funds can arm themselves 
in the interim with lessons from 
the past.

There is one obvious similarity 
of the credit crisis of 2008 and the 
economic crisis today: markets 
collapsed. In 2008, the implosion 
of the housing market affected the 
credit markets just as the corona 
virus swiftly affected our economy 
with stay at home orders and clo-
sures of non-essential businesses. 
The two different affects similarly 
dislocated market valuations. Cred-
its that were trading at par, at or 
near 100 cents on the dollar, are 
now trading distressed, or below 
80 cents on the dollar (even though 

there isn’t a specific line of demar-
cation at which the trading conven-
tion moves from par to distressed). 
Just like musical chairs, the music 
stops and creditors that hold par 
paper may be required to sell loans 
on distressed trading documents. 
This happened in 2008 and is hap-
pening again today.

For purposes of illustration, a 
distressed credit fund holds bank 
loans in a retail company. The past 
10 years of an economic boom 
enabled the retailer to expand 
globally. The retail company per-
formed well and paid its loan com-
mitments on time. The retail com-
pany used leverage to operate its 
stores, expand its presence online 
and perhaps build additional brick 
and mortar stores in high traffic 
metropolitan locales. A contagion 
sweeps across the globe, stay at 
home orders are put into place and 
non-essential businesses close. 
Shopping declines and the retailer 
that was once able to pay its debt 

as they became due now cannot. 
The distressed credit fund that 
held par loans in this company now 
wants to sell the loans to another 
secondary market participant.

Looking back to 2008, we know 
that the distressed credit fund will 
be expected to sell on distressed 
trading documentation. What does 
this mean for the fund? At a mini-
mum, there will be a mismatch in 
representations, warranties, indem-
nifications, among other items. The 
fund will need to provide greater 
protections to the secondary mar-
ket participant buyer in a distressed 
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transaction than the seller received 
when it purchased the loans in the 
par transaction. Funds seeking to 
purchase bank debt in today’s 
market should ask for distressed 
transaction documents. It is impor-
tant to understand the differences 
between par and distressed trading 
documents.

�Difference Between Par  
and Distressed

Distressed transactions require 
a seller to offer robust and com-
prehensive representations and 
warranties in the purchase agree-
ment that are not present in a par 
transaction. This is key because an 
investor will not want to provide 
greater protections in the form 
of representations and warran-
ties than it received when it pur-
chased the bank loans. The Loan 
Syndication and Trading Associ-
ation, or LSTA, provides trading 
documentation for the majority of 
the transactions in the secondary 
loan market on two trading con-
ventions, par and distressed. The 
LSTA purchase and sale agreement 
contains a short form agreement 
that references back to a longer 
form agreement. There are stan-
dard terms and conditions that 
are incorporated by reference into 
the short form agreement. It is in 
these terms that they key distinc-
tion between par and distressed 
transactions lie.

Purchase and Sale Agreement

A par trade settles on a trade 
confirm and assignment agree-
ment. The assignment agreement 
is a form that is attached as an 
exhibit to a credit agreement. A 
distressed trade settles on an 
additional document, the purchase 
and sale agreement (PSA). The PSA 
contains detailed representations, 
warranties and indemnifications. 
These are additional protections 
that the seller provides the buyer 
since the credit at issue is in finan-
cial distress. The PSA is an agree-
ment that allocates risk between 
the buyer and seller.

Chain of Title

A distressed transaction con-
tains a chain of title. A buyer can 
trace how the loans traded and 
the seller provides a “no bad acts 

representation” to the buyer. The 
chain of title will trace each holder 
of debt to the earliest seller of the 
debt on distressed paper. The seller 
assures the buyer that each previ-
ous owner made the same repre-
sentations and warranties up the 
chain. When a credit shifts from 
par to distressed, the seller must 
“step-up” and provide broader rep-
resentations and warranties than 
it received.

In addition to providing form 
trading documents to market par-
ticipants, the LSTA also provides a 
shift date poll that polls the mar-
ket and identifies the date when a 
credit started trading on distressed 
documents. The chain of title and 
related representations in the dis-
tressed trade documentation arms 
the buyer with the ability to track 
missing distribution payments in a 
credit and demand the payments 
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from the seller and prior holders 
of the loan. Other representations 
and warranties that are present in 
the distressed trade include protec-
tions against set-off and preference 
payments.

By comparison, a seller offers a 
clean title representation in a par 
trade. The purpose of the assign-
ment agreement in a par transac-
tion is to transfer title of the bank 
loans from seller to buyer. The par 
trading documents do not offer the 
same protections as distressed 
trading documents.

Indemnification

In the PSA, the seller is provid-
ing the buyer with a broad indem-
nification. The seller indemnifies, 
defends and holds the buyer harm-
less from any obligation of the 
buyer to disgorge any payments 
received in connection with the 
bank loans. This means if a distribu-
tion payment is clawed back from 
the borrower, the buyer is indemni-
fied by the seller. The seller, who 
purchased on par trade documen-
tation and is now required by the 
market to sell the bank loans on 
distressed trade documentation did 
not receive this indemnity from its 
seller.

In 2008, distressed investors 
learned the hard way of settling 
on par documents when distressed 
documents should have been used. 
The mismatch in representations 

exposed certain secondary market 
participants to greater liability. 
Learning from the past, second-
ary market participants are now 
encouraged to purchase on the 
LSTA’s distressed trading documen-
tation in order to benefit from the 
broad protections afforded in the 
documents. The representations 
and warranties, indemnification 
and other protections, such as 
the concept of assumed obliga-
tions, protect buyers in an uncer-
tain distressed market. The PSA is 
drafted so that the seller retains 
all obligations arising or occurring 
prior to the settlement date of the 
distressed transaction and from the 
seller’s bad faith, willful misconduct 
or breach. The distressed docu-
ments are truly drafted to address 
issues that we are seeing now in 
the distressed markets.

An important difference between 
the crisis of 2008 and 2020 is the 
swift response from the govern-
ment. The recent infusion of capital 
creates liquidity in the market and 
opportunities for faltering compa-
nies to stabilize. This could create 
less investment opportunity for dis-
tressed credit funds. Once stay at 
home orders are lifted and testing 
is readily available, companies may 
be able to recover. The financial 
system benefited from financial 
regulations in 2008 and banks that 
were then part of the problem can 
now be a solution. That said, we 

are seeing a unique time for dis-
tressed credit funds to take advan-
tage now of the capital reserved for 
distressed transactions. Distressed 
credit funds were forced to sit on 
the sidelines the past 10 years due 
to lack of distressed investment 
opportunities. Now is the time to 
invest and put the capital to work 
on the right trading documents.

Conclusion

Looking back to the financial cri-
sis of 2008, distressed credit funds 
and secondary market participants 
learned the importance of settling 
transactions on the proper trad-
ing documents. While we cannot 
apply all lessons from the past to 
today’s economic crisis, it will be 
interesting to see what new intel-
ligence comes from our current 
events and how that gets applied 
going forward in the distressed 
credit markets and related trading 
documents.

Jennifer Pastarnack is a part-
ner at Sullivan & Worcester in the 
NYC office and leads the firm’s glob-
al debt and claims trading practice.
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