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INTRODUCTION

Subsequently to the comments to the revised draft articles of a future Unidroit
~*'Convention on International Interests in Mobile Equipment, as proposed by the Drafm}g
Group of the Study Group in December 1956 (Study LXr - Doc. 30),.reprodu'c§d n
Study LXXIT - Doc. 32 and Doc, 32 Add. 1, the Unidroit Secretariat received additional
comments from the Aviation Working Group and the International Air Transport
Association. This paper reproduces these joint comments hereunder.

¢ ¢

This memorandum will set forth the Joint comiments of the Aviation Wortking Group jointly
organised by Airbus Industrie and The Boging Company ("AWG") and the International Alr
Transport Association ("IATA") on the above-referenced revised draft srlicles ("reviged text").
This is also the. memorandum which is contemplated by, and is supplementary to, the joint
AWGIATA memorandum to the study group dated 13 December 1996 outlining certain
recommendations relating to, infer aliy, the general structure of the proposed convention
("AWG/IATA Memaorandum"). See 1996 Unidroit Btudy LXXI) - Doc. 31.

Part T will note certain general comments on or relaring to (he revised toxt. Part IT will then set forth
certain specificcomments op the revisad text.

PartI . General Comments relating to the Revised Text

We are encouraged by the progress made on the proposed convention as reflected in the revised jext
and, in particular, by the inclusion of Appendix IV in the distributed muterials, The purpose of this
commentary, together with the recommendations made in the AWG/IATA Memorandum, is to
assist In the continuation of thig progress, Our hjéctive is to ensure that the proposed convention
will be coramercially acceptable to, gnd vigorously supported by, the air transport industey, This
will be the case if, and only if, the proposed convention, taken as a whole, materially promotes the
asset-hased financing of aviation equipment, Put more concretely, the proposed convention will be
& success, in our view, If it provides confracting states and transaction parties with the opportunity
to substantially eliminate legel risks which ars cwrently itnpediments to asset-based financing or
which increase its costs, With this introduction, we would turm to our general coniments are ag
follows:-

1 wmmmmmmmmmmm ol

The AWG/IATA Memorandum, jointly recommended that the format of the proposed legal
instrument be modified so that it is compromised of p base/umbrella agreement which sets forth the
basic legal framework applicable to all categories of equipment ("buse/nmbrells convantion”)
aceompaniad by equipment-specific protocols, each containing rules specifically applicable to a
particular category of equipment ("protoenl™), Once a pratocol enters into force, it would
automatically incorporate the base/untbrells convention (a8 may be supplemented and modified by
the protocol).



This commentary assumnes the study groups acceptanec of the base/umbrella convention plus
protocol approach and the recommended terms of reference and processcs for preparation of the
protocol relating to airframes, aircraft engines and helicopters (“aireraft equipment protocol™,

As s technical matter, certain amendments to the base/umbrelia convention are required to reflect its
relationship to the protocols.

2 Eghancement of Commercial g;;gnaiﬁmmmwnging
Friaciples - ' | ' ' .

The proposed convention will materially facilizate asset-based financing only if the application of its
rules, taken as a whole, is a certain to produce a commercially acceptable result. A commercially
acceptable result, in the context, is one in which asset-based financing principles are respested (to
the extent the same are applicable by virtue of the positions taken by contracting states in the
ratification process and the transaction parties in the contracting process),

In broad terms, three elemenis of the proposed convention raise questions and issues in this regard
and therefore require attention:- : :

2.1 Necessity for Certain Timetahles

The most fundamental of asset-based financing principles is the principle thar, in exchange for a
reduced interest or rental rate, a secured party/lessor will have the ability upon defauit to prompily
take possession of the subject equipment and, in the case of asset-based debt financing, to convert
the equipment into proceeds for application against the abligations secured. ‘The international legal
framework applicable to aiteraft equipment financings, in many instances, in tension with this
fundamental prineiple.

Our highest priority in partivipating in the propesed convention is to ensure that contracting states
have the option of selecting rules which embody this findamental principle, thereby permitting
transaction parties in their countries to take greater advantage of international asset-based financing
in connection with the acquisition of unprecedented amounts of required airoraft equipment in the
coming vears, .

This fundamental prineiple is but abstract thetoric if the actual timing element is undefined and
powntially open-ended.! In dizcot terms, if this timing element is not addressed, both inside and

" There are countries in which complex litigation relating o an asset-bassd aircraft equipment fransaction mny take in
excess of five years. Please consider the financial implications of this litigation delay risk and how the associated costs
will be allocated to the transaction partics and (often governmental) credit support providers,

Assume that (i} an aircraft with 2 value and purchuse price of USS125,000,000 dollars is financed by 1 5-yeor [oen
equal to 90% of the purchase price (L18$112,500,000), (i) the interest rate on the Inan, calculaied on the basis of the
above-mentioned findamental principle of asset-based financing, is 8.5% per annum, (iii) in the frst vear of the
transacticn the debtor stopped making payments, (iv) the litigation relating to the availability of defenses to uon-
payment continued for 8 years, and (v) at yeur 3, the value of the aivera®t had drapned such that the 10% equity
cushion, to use the parlance, was not available to offset the londer's damrages,

In over-simplified terms, the litigation delay has imposed a cost equal 10 the sum of (x) the amount of unpaid inzerest
(US89,500,000 a year or, in the aggregate, US$47,000,000) and (¥) the anticipated retumn on the reinvestment or



outside the insolvency contexts, the proposed convention will have a marginal impact on credit,
leasing and lending decigions and will thus be of marginal benefit to the air transport industry.2

The draft aviation text? has recommended an optional timing component to three categories: (i)
non-bankruptey judicial remedies, (if) repossession in the eontext of insolvency/bankmiptey, and
(iif) de-registration and export of aireraft. The provisions ate optional in the sense that they may be
reserved upon by contracting states. In addition, these provisions would apply only, assuming no
such reservation, to the extent expressly agreed to by the iransaction parties. Except for the
foregoing general observations, we will limit our cormments to the first category mentioned above,
as it is currently thought to be cross-applicable to non-aireraft equipment, was the subject of
discussions at the last study group meeting, and is closely related to new Article 15 of the revised
text. We assuine that the second and third categories mentioned ahove will be addrassed
satisfactorily in the aircraft equipment protocol.

On the matter of non-bankruptey judicial remedies, we are persuaded by the study group's reasoning .
that, in principle, a distinction between judicial proceedings refating to the asset on the one hand,

and judicial proceedings relating to ultimate liahility, on the other, is appropriate. Making this
distinction, it has been said, would reducc the risk of non-compliance by contracting states and

would to & significant degree alleviate due process type concerns. Article 15, which embodies this
distinction, is in our view an exceptionally well-drafted and thoughiful initial step towards
satistactory resolution of these difficult issues,

With the recommended amendments set forth on the attached Appendix (o this memorandum
(which are explained in Part II below), we believe that Article 15 would be satisfactory in the
base/umbrella convention. Tt is our firm view, however, that an optional timing elerment in respect
of proceedings relating to the asset (but not to wWrimate liability) needs to be included in the aircraft
equipment protocsl, and that it should be a period of 30 days from the date of the filing thul initiates

such proceedings. '

2.2 Levelof Detail/Rale of Exp) Matepials

While we appraciaté 'iﬁé-édvantagcs of keeping the proposed sonvention light and simple, this
objective is in tension with the parailel objective of obtaining a high degree of commercial

tedeployment of such unpaid amount (¢.2., 5% (US$475,000) or, in the agpregats, US$2,375,000), that is
approxlmately US550,000,000,

Ex ante knowledge of this possibility would make it rational for ali involved to view the transaction as a partiaily
unsecured credit wansuction and to pay the higher costs and to take the greater risks associnted therewith, Tho proposed
conveittion, through the optional timuiables, would give transaction parties and ¢redit support providers the vptian of
minimising thege mbditlonal costs/risks.

2 Conversely, if the proposed conveniion does address these timsing clements, we would expect {ts impact to be
significant. In partieular, the proposed convention may well be an important step in openiitg up international capital
markets to aircraft-equipment-hacked financing. ‘The timing element may male it possibie for independant credit risk
assessory, such as the major credit rating agencies, to assess the (non-political) risk in a tanssotion. Sec, 8.8, Siiteria

for Enhgnced Equipment Trust Certificatss, Standard & Poor's Global Sector Review, 1993, This, it turn, would make
it more likely that non-professional investors may become participants in transactions of sthis kind.

3 Sce 1996 Unidroit Siudy LXXTI - Do, 23, Annex 1. Hereinafter, this document will be referred to as the “draft
aviation text”.




certainty. In particular, we would note the numerous words, phrases and concepts included in the
revised text,% as well as points included in the draft aviation text but omitted from the revised text,$
which should be elaborated upon or included, as the case may be, in some fashmn in the proposed

convention,

Having said this, we are prepared to support the concept of official comments (“official
comments") to, and an explanatory report ("explanatory report") o, . each of the base/umbrella
convention and the aircraft equipment protocol (collectively, "explanatory materials") as the
appropriate vehicles to address this cldsh of important competing objectives,®

In addition to the practical difficulties of preparing these explanatory matenais, which we belisve
are surmountable,” one significant point remains: the relationship between the proposed convention

and the explanatory materiais.

While the revised text does not contain a provision referring to the proposed explanatory materials,
we would summit that one is necessary. The key question is whether this provision, as suggested in
Article 30(3) of the draft aviation text, is obligatory in nature or, following recent precedent,® is
permissive in nature. In view of the prevailing international rufe that restricts recourse 1o
supplementsry means of treaty interpretation,® we would suggest that, as regards the official

4 Sae, in particular, Articles | (creation and ffects of international interests), 6(2) {(generaf principles on which the
text i5 based, and otherwise applicable rules of private international law), 7 (creation under the convention--with no
other formalities/requirements), 12(1) (precedural 1aw), 12(2) {(without reference to the court (or as proposed) or
Jjudlicial processes) (io the extent wording permaits dectaration for one or more types of agreements), 15-genanally (as
proposed)-15(1) (facilittes), 15(2) (establishmant of default), 15(3) (immobilisation), 26(5) (special rules of insolvensy
law), 28 (by way of security), and 31 (bound by the assignmenz-~without reference to otherwise applicable law) of the

revised text.

5 Ay way of example, see the definition annexure to the draft aviation text and, in particular, psragraphs (&)
(contractual rights and obligations), (9) (country of registratian), (10) {courts), (11) {(deregistration), (17) (inzolvency
proceedings), (19) (judicial proceedings), (44) (party), (43} (selected :’mv) (43) [ioke possession), and (46) (mandatory
rules) of the such annexurs.

& The official comments would address speciflc points viewed as necessary to achieve a high degres of certainty and
guidance in interpretating the base/umbrella convention and aircraft equipment protocol. The explanatory report would
provide general background, discussion and itlustration, a3 appropriste. Except a8 noted in the text of 2.2, the balance
of this maemorandum will simply refer to the collective term "explanatory materials”. Worl will ba required to
determine which matters onght to be addrassed in the official comments and in the expianatory veport.

7 We weuld suggest that detailed work on tha explanatory materiais on the base/umbrella convention commence at
once, ard that the same would be supplemented by the explanatory materials on the aircraft equipment protacol as saon
as possible. It would be desirable to have initial drafts of these explanatory materials available for the final meeting of

the study group in late 1997,

3 See, c.g., EC Convention on the Law Applicable o Contractual Qbligations, 1980 (Gluliano and Lagarde Report
(1980)), and Unidroit Convention on the Intemational Return of Stolen or lilagally Exported Cultural Objecss, {995
(Explanatory Report prépared by Unidroit Secrutariat).

9 See Article 32 of the Vienna Convention on the Law of Treaties, 1969 {Recourse to "supplementary means of
interpretation, including the preparatory work of the treaty and the circurnstances of its cenclusion” generally
inadmissible unless the taxt 1o be interprated "leaves the meaning ambiguous or obscure” or "leads (o a resuit which is
manifestly absurd or unreasonable™.)



