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Introduction

Many of us who purport to study and explain human behavior se-
cretly dread becoming the punch line of the story about the jump-
ing frog. In that tale, a scientist sets out to measure how far a bullfrog can
jump. On the first day of the experiment, the scientist prods the creature’s
posterior while commanding “jump frog, jump.” The frog jumps g feet.
The scientist records in his notebook: “Day one—frog jumps g feet.”

On the second day, the scientist surgically removes one of the frog’s
legs. When prodded with the instruction “jump frog, jump,” the frog jumps
five feet. The notebook entry for that day reads: “Day two: frog with three
legs, jumps 5 feet.”

Day three is a repeat of the experiment, but the poor frog now has two
of its legs removed. “Jump frog, jump.” Notebook entry: “Day three: with
two legs, frog jumps 18 inches.”

On day four, the frog loses yet another leg in the interests of science.
“Jump frog, jump.” Notebook entry: “Day four: with one leg, frog jumps
1.5 inches.”

The scientist removes the last of the poor frog’s legs on day five and
issues the by-now familiar command, “jump frog, jump.” No response. The
scientist says in a louder and more imperious voice, “jump frog, jump!”
And again, “jump frog, jump!!” The animal still does not stir.

Notebook entry: “Day five: frog went deaf.”

Attempting to deduce the motivation or rationale for human behav-
ior based solely on the record of that behavior is not so different from
the study of jumping frogs. The observer can get it badly wrong. Law pro-
fessors can study the practices of lawyers in preparing the tens of thou-
sands of commercial contracts that are signed each day. From the textual
evidence of those contracts, many of them in utterly standard boilerplate
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form, academics might ascribe rational motivations and objectives to the
drafters. Fair enough, you say. After all, these documents are prepared by
seasoned, highly paid members of what still styles itself a learned profes-
sion. The contracts themselves are intended to embody legally binding
commitments of their clients, enforceable if necessary with all the majesty
of the law. It is hardly the place where one would expect to encounter the
casual, the unpremeditated, or the indecipherable text.

And then, every once in a while, the frog goes deaf.

In the story we tell in this book, a novel (some might say singular) ju-
dicial interpretation of an obscure clause in cross-border financial con-
tracts—the pari passu clause—briefly rattled the chandeliers of interna-
tional finance. One might have expected the elite practicing bar to have
quickly clarified their forms so as to discredit what they universally be-
lieved was a heretical interpretation of this boilerplate provision before
the heresy could spread and gain traction. But that did not happen. In
more than go percent of the contracts subsequently issued, no attempt
was made to clarify the imprecise language of the clause. To be sure, over
time a small number of contracts did incorporate new provisions that had
the effect, if not the clear purpose, of reversing the aberrant interpreta-
tion. But the fact that these changes were limited to a small minority of
the outstanding contracts served to only deepen the puzzle. In this book,
we unpack the puzzle of why the response that standard theory would
predict did not occur. The story that emerges is partly about why these
financial contracts did not change despite the ongoing risk of other courts
or adjudicative bodies adopting the same destabilizing interpretation.

At bottom, though, this is a story of forgetfulness. It is a story of how a
remarkably unconfiding contractual provision was introduced into inter-
national financial contracts over a hundred years ago (presumably to deal
with a risk or contingency that arose at that time). This contractual provi-
sion was promptly absorbed into the lumpish boilerplate of such contracts
and then came to be replicated, thousands upon thousands of times, even
while the knowledge of its origin and purpose insensibly faded from the
minds of its remote drafters. If anything, the increase in the popularity
of this clause in international financial contracts seems to have been in-
versely related to market understandings of its meaning. As the clause be-
came more widely used over the past century, shared understanding of its
intended meaning actually diminished—so much so that this clause ap-
pears today in almost every one of the cross-border documents that form
the subject of our study. Despite the fact that the clause is frequently dis-
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played prominently on the front page, almost no one seems to understand
what it means.

This is also a story about the organic life form known as a standard
commercial contract and about how such documents pass relatively un-
touched through the hands of generations of lawyers much like a seed
can pass unharmed through the intestinal tract of a bird. The story can be
told from the standpoint of basic human psychology; novelty sparks cu-
riosity, repetition stupefies it. Or it can be told from the perspective of a
legal profession in which new lawyers are expected to learn the lore of
their craft from their elders in a tutorial, master/apprentice system that
no longer exists in most major law firms. Or the tale can be brought down
to the individual lawyer working on a financial document at 3:00 a.m., and
who briefly scratches her head over the significance of a pari passu repre-
sentation in her agreement, only to yawn and pass on, comforted by the
thought that someone at the firm must know why it is there. The docu-
ment is, after all, the firm’s standard form for this type of deal.

Finally there is the obvious question: If the pari passu clause could have
lain dormant, unchallenged for more than a century in cross-border finan-
cial contracts, how many other boilerplate clauses might similarly have
outlived the memory of their origins and purpose, making them prime
candidates for creative interpretations by highly motivated litigants?

The origins of this project lie in an “incubator lunch” at the University
of Virginia Law School roughly six years ago. Those lunches, the brain-
child of our friend George Triantis, offered informal settings where fac-
ulty could present their ideas for possible research projects to a group of
colleagues, who would then shed light on whether the ideas were worth
pursuing. One of us, Gulati, who had already spent a number of years
studying sovereign debt contracts, pitched the idea that the standard mod-
els of contract interpretation might not work well in situations in which
the parties to the contract, because they were using historical boilerplate,
had no idea what the provisions meant, and nor did anyone else. The ex-
ample used to illustrate the problem was the pari passu clause in sover-
eign bonds, which no one seemed to understand but which was used every-
where. The lunch group was skeptical about the efficacy of the project—it
seemed at once too ambitious and too obvious. Developing a new theory
of contract interpretation for boilerplate contracts did not strike them as
particularly interesting.

Scott, however, was interested in the example itself—and specifically,
the question of why it was that these sophisticated and highly paid law-
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yers, working at the most elite firms, failed to alter a contract term that not
only posed a litigation risk to their clients but that no one understood. He
had also noticed this phenomenon while working as an expert on a variety
of contract issues in different settings involving sophisticated lawyers and
large-scale commercial disputes.

The phenomenon flew in the face of conventional wisdom, at least that
of the economic variety, about standard-form contract terms. To quote
Smith and Warner’s classic 1979 article on financial contracting:

[Boilerplate contract terms] take their current form and have survived because
they represent a contractual solution which is efficient from the standpoint of
the firm. ... Harmful heuristics, like harmful mutations, will die out.!

At odds with the quotation above, the pari passu example seemed to indi-
cate that inefficient and harmful contract provisions could persist for long
periods of time, even in the most sophisticated of financial markets.

The two of us had also long been intrigued by the contrast between the
standard justification given to law students as to why they are asked to
read hundreds of cases in their first-year contracts classes and the reality
of law practice. At the schools we were teaching at then, the majority of
our students were hoping to go into transactional practices, where they
would be drafting and negotiating contracts. But only a miniscule frac-
tion of contracts are ever litigated, and transactional lawyers are almost
never involved in the litigations. Nevertheless, contract law is taught to
all students almost exclusively through case law, whether they plan to be
transactional lawyers or litigators. If asked why this is so, the explanation
we generally give, and that we suspect others also give, is that “students
study past disputes in order to draft contractual provisions that will avoid
similar disputes in the future.”

Yet neither one of us had seen much evidence of transactional lawyers
engaged in a dynamic process of regularly reading cases and incorporat-
ing that learning into novel innovations in subsequent contracts. Some
of the transactional lawyers we knew did not appear to have looked at
a case in years. The task of reading cases seemed to be the province of
the litigators, while the thinking about contract drafting remained with
the transactional lawyers. In theory, the two groups might be specializing
and transferring information across the artificial boundary that separated
them. However, we had seen little evidence of interaction among trans-
actional lawyers and litigators, let alone a process by which they collabo-
rated in R&D on contract design.
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Several hours later, long after the others had left the lunch table, the
two of us realized that we could not suggest a plausible answer to why the
clause had neither been improved nor, better yet, just deleted. The failure
to revise a contract term that, owing to an aberrant interpretation, now car-
ried a nontrivial litigation risk was inconsistent both with the theoretical
models of how sophisticated contract drafters behaved and with the dy-
namic model of case law serving as the basis for contract drafting and inno-
vation. We assumed there had to be a rational explanation for the fact that
the frog did not jump. Our speculation was that we would find some form
of an “agency problem” driving the phenomenon: Lawyers were failing to
represent their clients’ interests adequately owing to recognizable con-
flicts of interest. Perhaps, for example, lawyers were reluctant to admit that
they had failed on past deals to exert appropriate efforts on behalf of the
clients to remove the litigation risk that ultimately materialized. Agency
problems such as this are familiar topics in the legal and economics litera-
ture. They illustrate the divergence of interests between the principals (the
sovereigns who issue the bonds and the underwriters who market them)
who want to maximize the joint value of the contract and their agents (the
lawyers) who draft the contract terms that ideally are designed to achieve
the principals’ objectives. Whether owing to this or other causes, we be-
lieved that we would solve the puzzle quickly. Surely, it would take only a
few months to find the answers to our questions and to publish the results.

We began by gathering information along two different dimensions.
First, we collected data on the contracts themselves—to see whether what
we had perceived by casual observation (that the contract provisions had
not been revised to fix the offending provision) was actually the case for a
large dataset. Second, we asked a sample of the senior New York lawyers
who worked on sovereign debt contracts whether we could speak to them
about our puzzle. In our original research plan, we proposed to interview
25 to 30 lawyers in New York and to examine 50 to 75 sovereign debt con-
tracts over the period from 2000 to 200s.

Our early optimism turned out to be misplaced. No coherent answers
could be gleaned from either the first set of contracts or the interviews.
Instead of a straightforward agency problem or other market failure ex-
planation, these hard-nosed Wall Street lawyers told us stories about
rituals, talismans, alchemy, the search for the Holy Grail, and Zeus. Frus-
trated, we assumed that we simply had not talked to enough people or the
right people or looked at enough sovereign debt contracts. As we write
this introduction, more than six years after we began, we have examined
more than 1,500 sovereign debt contracts, covering the period from 1820
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to 2010, and conducted more than 200 interviews. As we kept unpacking
the story, it became more fascinating, even as a straightforward conflict
of interest hypothesis proved ever more elusive. No single agency prob-
lem emerged from the data, at least not in a fashion that we could assert
with confidence. To be sure, we recognized that the lawyers we talked to
would be unself-conscious about the array of possible conflicts that might
explain the failure to amend or eliminate a troublesome clause, and also
would be quite ignorant of any theoretical explanations for the faithless-
ness of agents. Nevertheless, the explanations we were given for why a
troublesome clause was allowed to remain in subsequent contracts were
both diverse and conflicting. Moreover, we determined from our research
that these explanations often rested on myths that were based on quite
unsupportable factual premises.

Over time, a messy but more consistent hypothesis began to emerge:
There are a number of overlapping sources of agency conflicts in con-
temporary big firm law practice—at least law practice of the sort repre-
sented by the firms that draft these contracts and thus have had to grapple
with the pari passu issue. The myths that we were told are best understood
as ways in which the lawyers were able to deflect what would otherwise
be obvious failures to correct errors in the formulation of historic boiler-
plate. “Three and a half minutes” is one explanation that was candidly of-
fered to us by a lawyer who sought to explain the trade-off between the
time it took to “draft a new contract” and the effort costs of redesigning
boilerplate that was widely used and had been part of the standard-form
contract for many years. But “three and a half minutes” is also a meta-
phor for a business model that relies on herd behavior, fails to provide in-
centives for innovation and thus rises and falls on volume-based, cookie-
cutter transactions. To be sure, we found that in a few instances individual
lawyers, who appreciated the litigation risk, did adapt by redesigning sov-
ereign debt contracts (often by adding new terms rather than correcting
perceived errors in existing terms). But our evidence suggests that in the
great majority of firms, lawyers rely on the herd and on their myths: The
returns to the firm in terms of volume transactions outweigh the pres-
ent value of the risk.? This is despite the fact that a social planner seeking
to maximize the joint interests of lawyers and their clients would likely
choose a different business model. In short, we conclude that social wel-
fare is less than it would be under a different regime, even though the
private benefits of volume transactions over careful design may explain
the firm behavior that we see.
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The book divides informally into three parts. In the first seven chapters,
we focus on the question with which we began: the puzzle over the legal
market’s failure to respond to a litigation event by clarifying the ambigu-
ous provision that was the source of the litigation. Chapter 1 describes the
litigation that began the story: Elliott Associates, a vulture fund, attached
payments from the government of Peru intended for those bondholders
who had agreed to a restructuring of their debt, arguing that the pari passu
clause entitled them to a pro rata share of the payments. In chapter 2, we
lay the groundwork for what follows by describing the archetypical sover-
eign bond transaction: We focus specifically on the purpose and meaning
of the standard-form contract terms at issue in the Elfiott litigation and
the respective roles of the sovereign (who issues the bonds) and the un-
derwriter (who markets the bonds) in the drafting of those contract terms.
Chapter 3 sets out the various theories from the academic literature that
might explain why the pari passu clause would remain unchanged follow-
ing the Elliow litigation. Chapters 4 and 5 describe the nature and extent
of the litigation risk generated by the Elliott litigation and set out the ba-
sics of the qualitative and quantitative datasets that we use to analyze the
aftermath of the case. We then turn in Chapters 6 and 7 to the explanations
offered by our respondents for why the clause was not revised. In these
chapters, our emphasis is on the qualitative—on how our respondents ex-
plained the failure to revise a contract term that virtually no one seemed
to understand. We juxtapose their explanations with the theoretical ex-
planations for the “stickiness™ of standard-form terms in commercial con-
tracts and with the data on the contracts themselves, including the evi-
dence of price effects owing to differences in litigation risk in particular
bond issues.

Our respondents resisted our framing of the problem as a search for
explanations for the stickiness of contractual boilerplate. In response to
our questions, they frequently attempted to reframe the discussion by an-
swering questions that we were not asking. They appeared to be suggest-
ing that we were asking the wrong question. The right inquiry (the “quest,”
to quote one of them) was to unearth the historical origins of the offend-
ing provision. Once we discovered the true origins of the clause, all would
become clear. We took the bait. Chapters 8 and g report both on the sto-
ries of historical origins of pari passu that respondents told us and on our
attempt to find those historical origins using what we believe is the larg-
est existing academic database of sovereign debt contracts. We think we
managed to come close to determining where the clause originated. Quite
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possibly, the clause originated in a bond issued by the Republic of Bo-
livia in 1870, which was issued to finance the attempt of an American ad-
venturer, Colonel George E. Church, to connect Bolivia to the Atlantic
Ocean. Colonel Church’s expedition failed (among other things, as one
commentator reported, he ran into “savage Indians, some of them even
cannibals,” along the way*).

If we had expected to be celebrated when we returned with our tales of
Colonel Church and the origins of pari passu, we were to be disappointed
(admittedly, the story of Colonel Church notwithstanding, we had found
ourselves no closer to discerning the original meaning of the clause). Our
respondents exhibited a singular lack of interest in learning about the or-
igins of the clause, despite their prior insistence that this was where the
answers lay.

In Chapter 10, therefore, we turn to an analysis and interpretation of
what we have learned. We conclude that the evidence supports the hy-
pothesis that the financial pressure on big firms to maintain a high volume
of transactions contributes to an array of conflicts that are largely hidden
from the individual lawyers charged with drafting responsibility—con-
flicts that are hidden in part by the myths that the members of this legal
community collectively tell themselves. Chapter 11 provides an epilogue
to the story: The pari passu drama has begun a second act in 2011 with the
sovereign debt crisis in the eurozone and in litigation against Argentina in
federal court in New York, where a district court judge gave Elliott Asso-
ciates a second victory ten years after their first one.

Our two perspectives, relative to the events we describe and the people
we interviewed, are significantly different. One of us specializes in the
area of sovereign debt finance, does both academic and policy work in the
area, worked as an expert on one of the early iterations of the pari passu
litigation and has worked closely with some of the characters in this book.
The other is a specialist in contracts and commercial transactions and has
spent much of the recent past focusing on contract design and the role of
transactional lawyers in drafting complex contracts. Before this project,
he had little prior experience with the world of sovereign debt finance,
let alone its lawyers. We would like to think that the combination of our
two different perspectives and biases has helped make this a better book.



CHAPTER ONE

A Story of Sticky Boilerplate Begins
in Brussels

You have to understand the system. No one pays that much attention to the
minute details like this. One cannot afford to, if one wants to stay competitive.
The firm has a computer program. You know .. . one that a junior associate can
go to and plug the relevant parameters into—you know, type of issuance, type
of issuer, which side we are representing, etc.,—and the computer generates a
standard contract. The firm spent [a large amount] on putting together this sys-
tem. Associates can now produce a contract for one of these deals in three and
a half minutes. This is the future of contracting in these markets.!

Had it been your fate to practice law sometime during the relatively unevent-
ful period that elapsed between the end of the Peloponnesian Wars and the
first Q.J. trial, you would view contract drafting very differently. Every word of
every contract you prepared would have called for physical labor on the part
of both the author and the typist: hands clutching pens, fingers hitting keys,
eyes proofreading text. Not anymore. You have joined the legal profession at
a time when the sentence “I drafted the Agreement” is universally understood
to mean “I sucked 99.7% of the Agreement off some electronic blob on a word
processor.”...

The munificence of these machines is therefore a mixed blessing. On the
positive side, they help ensure uniformity throughout the Firm in the drafting
of boilerplate provisions, they are the medium through which some carefully
considered judgments about contract wording are communicated to succeed-
ing generations of lawyers in the Firm, and they often allow us to meet a cli-
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ent’s expectations about delivery schedules and cost. On the darker side, the
ready availability of prefabricated contracts means that new lawyers have less
of an opportunity to practice the craft of contract drafting. Far too much of the
revealed text is preserved in each new incarnation of the document, mostly
because an inexperienced drafter will not be sure why it is there or whether
taking it out would help or hurt the document.?

Long before the days of computers, lawyers were justifying their fondness
for standardized contract terms—the paradigmatic “boilerplate” found in
virtually all commercial contracts (even those that are carefully negoti-
ated). Paul Cravath, of the Cravath firm, in a speech given in 1916, exhorted
his listeners to place their implicit confidence in models and precedents.

The provisions of the modern reorganization agreement and the modern cor-
porate mortgage are the result of the experience and prophetic vision of a great
many able lawyers. ... It would indeed be a courageous man who would say
that any of the provisions which some of these lawyers have conceived to be
wise should be rejected simply because he cannot for the moment think when
or how it will become useful.”

But we suspect that if Mr. Cravath had been asked how lawyers at his
firm should respond to a court decision interpreting a contract provision
in a manner different from the intent of its drafters, he would have said
that it was unacceptable not to immediately clarify the offending provi-
sion. In sophisticated markets, theory tells us that the response from the
Cravaths of the world to a court decision misinterpreting the meaning of
a widely used standard contract provision should be rapid, if not immedi-
ate. Some cases, to be sure, promote legitimate debate about whether the
newly minted judicial interpretation is erroneous. In such cases, new for-
mulations may evolve more slowly as parties grapple with the language
that best represents the shared understanding of the risks the clause al-
locates. But sometimes the meaning of a standard, widely used clause is
universally accepted in the relevant community. Here an interpretation
that differs from that common wisdom is sure to receive quick attention.
Subsequently drafted contracts should amend or clarify the meaning of
the clause to avoid the risk that the court’s erroneous interpretation will
apply in the future.

Reality is different, particularly when it comes to contracts with boiler-
plate clauses.® Boilerplate clauses—standardized clauses that have been
used by rote over long periods of time—often remain unchanged, even
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when a court decision has created uncertainty regarding the clauses’ mean-
ing. In short, boilerplate clauses are sticky: They seem resistant to amend-
ment even when amendment seems desirable. Multiple theories for con-
tract stickiness have been advanced.® But the academic understanding of
the stickiness phenomenon sits at the point of post hoc rationalizations—
understandable in light of the difficulty of empirically testing for the fac-
tors that produce resistance to change. Testing for the factors that might
induce a revision in boilerplate language is straightforward; one looks to
theory for factors that might cause change and then examines the data to
see which of the possible causal factors moved in line with the change.®
But with factors that impede revision, it is less clear how one might empir-
ically test the theoretical conjectures; nothing changes, meaning there are
no correlations to observe.’

We attempt to shed light on the question of sticky boilerplate using what
will undoubtedly strike some readers as a naive technique.® We went into
the field and asked the lawyers drafting these contracts why they had not
altered the standard language in light of what they universally claimed was
an aberrant interpretation of its meaning. These were sophisticated mar-
ket actors, many of whom had clear views about why they behaved in cer-
tain ways. Our aim was not only to gain traction on the reasons why boiler-
plate was resistant to revision, but also to obtain insight into the world of
elite law firm practice. The production (and maintenance) of boilerplate
contracts is, in many respects, the lifeblood of transactional practice in to-
day’s law firms. To the extent we are able to understand the assembly-line
process that produces these contracts, we can better appreciate both the
strengths and the deficiencies of the business model employed by the
modern big law firm.

To put our findings in context, we put the views of the respondents to-
gether with both the regnant theories accounting for sticky boilerplate
and a quantitative analysis of the contracts themselves. Viewing the sto-
ries told by the respondents against the backdrop of theory and the avail-
able empirical evidence provides a test of a consistency hypothesis: If the
stories are neither consistent with theory or the evidence, then what ex-
plains what we have been told? Alternatively, if the stories are consistent
with the theory but not the evidence, what explains the myths that lawyers
tell themselves? We hope this approach reveals a richer picture both of
the stickiness phenomenon and the nature of modern law practice.

The form of narrative in this book follows the preceding structure in
that explanations from the respondents are juxtaposed against the theo-
ries that purport to explain the same phenomenon. The quantitative data



