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PREFACE

This is the sixth edition of 7he Insolvency Review. Once again this volume offers an in-depth
review of market conditions and insolvency case developments in key countries around the
world. A debt of gratitude is owed to the outstanding professionals the world over who
dedicated their time and talents to this book. Their contributions reflect diverse viewpoints
and approaches, which in turn reflect the diversity of their respective national commercial
cultures and laws.

The preface to the fifth edition explored the trend in favour of insolvency regimes
that offer debtors the opportunity to restructure debts and operations and emerge as going
concerns. These regimes generally share certain core features, including an emphasis on
reorganisation rather than liquidation, a stay of enforcement proceedings, continuity of
management, protections for new financing, and claim classification and voting mechanisms
that bind hold-out creditors to the terms of a restructuring if requisite conditions are met.
Recent examples evidencing this trend include Singapore’s sweeping reforms to its corporate
insolvency laws,! which incorporate a number of features similar to those of US Chapter 11 and
English schemes, and the recommendations set forth in the Proposal for a Directive of the
European Parliament and of the Council on preventive restructuring frameworks, second
chance and measures to increase the efficiency of restructuring, insolvency and discharge
procedures and amending Directive 2012/30/EU (the Proposed Pre-Insolvency Directive).?

In some jurisdictions, approaches to insolvency that embrace these core principles have
tended to favour a variety of interests other than those of creditors. Among other things,
some offer enhanced protections to the debtor, shareholders or employees. For example, the
new Singapore law lacks a provision that would allow for share capital to be transferred (or
extinguished and reissued) to creditors or other parties without the approval of shareholders,
and the Proposed Pre-Insolvency Directive does not provide the debtor’s creditors with the
opportunity to solicit votes on a competing restructuring plan or valuation estimate. Other
jurisdictions (e.g., Mexico) provide certain constituencies, for example workers who are owed
wages, priority status over secured creditors.

1 See Companies (Amendment) Bill 2017 (Bill No. /2017), available at https://www.mlaw.gov.sg/content/
dam/minlaw/corp/News/CAB.pdf.

2 Proposal for a Directive of the European Parliament and of the Council on preventive restructuring
frameworks, second chance and measures to increase the efficiency of restructuring, insolvency and
discharge procedures and amending Directive 2012/30/EU (22 November 2016) (the Proposed
Pre-Insolvency Directive), available at http://ec.curopa.eu/information_society/newsroom/image/

document/2016-48/proposal_40046.pdf.
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Preface

While the trend of favouring non-creditor interests continues to gain traction in some
jurisdictions, it is by no means universal. Some countries take a more ‘pro-creditor’ approach.
Features of such regimes may include the automatic replacement of existing management
with an administrator or liquidator, prohibitions on seeking court protection without
creditor consent, the absence of a stay of enforcement proceedings such that secured creditors
may foreclose on their property, and required compliance with the absolute priority rule.?
While some creditor-friendly features, such as the absolute priority rule, are fully compatible
with reorganisation, other features, like the absence of a stay or an absolute requirement that
creditors consent to a reorganisation, make it more likely a debtor will liquidate. In such
jurisdictions, reorganisation may be difficult or, as a practical matter, impossible without
creditor support.

Increasingly, countries cannot be pigeon-holed into ‘pro-creditor’ or ‘pro-debtor’
categories. Rather, the various jurisdictions surveyed in this book and across the globe are on a
continuum that ranges from strongly pro-creditor to strongly pro-debtor. Movement in either
direction is justified by perceptions of trade-offs, for example between benefits to healthy
companies (‘ex ante’ benefits) and benefits for firms in distress and their stakeholders (‘ex post’
benefits).* Creditor friendly regimes tend to claim ex ante benefits such as encouragement
of lower borrowing costs, more robust capital markets and incentives for appropriate
risk-taking, and optimal allocation of assets to their highest and best uses. Pro-debtor regimes
tend to emphasise maximising the total value of assets of insolvent companies, preserving
the going-concern value of viable enterprises that would likely be forced to liquidate in an
overly creditor-friendly environment, and distributional considerations (such as mitigating
hardships to employees and shareholders).

It is difficult to verify whether pro-creditor regimes generate ex ante benefits because the
benefits are difficult to isolate and the causes and effects are hard to confirm.> A jurisdiction’s
insolvency regime is only one of many factors influencing the availability of and access to
credit in a national economy. Recently, however, Germany’s rather abrupt change from a
highly pro-creditor insolvency regime to a very pro-debtor insolvency regime provided an
opportunity to observe the effects of such a change at work. Earlier this year, the Harvard
Law School Bankruptcy Roundtable® (the HLS Bankruptcy Roundtable) reported on a draft
article by Canipek, Kind and Wende” evaluating this natural experiment.

3 See, e.g., La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert W Vishny, Law and
Finance, Journal of Political Economy, 1998, Vol. 106, No. 6, 1113-1155, available at https://www.
journals.uchicago.edu/doi/pdfplus/10.1086/250042.

4 McGowan, Miige Adalet and Dan Andrews, Insolvency Regimes and Productivity Growth: A Framework
for Analysis, Organisation for Economic Co-operation and Development, Economics Department
Working Papers No., 1309, July 1, 2016, available at http://www.oecd.org/officialdocuments/
publicdisplaydocumentpdf/?cote= ECO/WKP(2017)57&docLanguage=En.

5 Fisher, Timothy C G and Martel, Jocelyn, The Impact of Debtor-Friendly Reforms on the Performance of a
Reorganization Procedure (January, 18 2012). Available at SSRN: https://ssrn.com/abstract=1987543.

6 The Effect of Creditor Rights on Capital Structure, Investment, Profitability, and Risk: Evidence from a
Natural Experiment, Harvard Law School Bankruptcy Roundtable, July 10, 2018, https://blogs.harvard.
edu/bankruptcyroundtable/2018/07/10/the-effect-of-creditor-rights-on-capital-structure-investment-
profitability-and-risk-evidence-from-a-natural-experiment.

7 Canipek, Aras, Axel Kind and Sabine Wend, The Effect of Creditor Rights on Capital Structure,
Investment, Profitability, and Risk: Evidence from a Natural Experiment, March 2018, available at SSRN:
https://ssrn.com/abstract=3121980.
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Preface

The prior German insolvency regime favoured liquidation of the insolvent company and
the sale of its assets. As Canipek et al. note, in the case of bankruptcy, existing management
had to be replaced with an administrator, who in practice was often a person with limited
management skills and a liquidation-oriented attitude. Ninety-nine per cent of all firms that
filed for bankruptcy liquidated, with over half doing so within three months of the filing date.?
On 1 March 2012, the then existing law was amended by the Act of the Further Facilitation
of the Restructuring of Companies (ESUG). As discussed in detail in the Germany chapter
of this book, ESUG incorporated many debtor-friendly elements, including a three-month
stay period and an injunction against secured creditors for the duration of the case. To offer
a sense of how significantly ESUG changed the nature of Germany’s insolvency framework,
Canipek et al. note that, on the well-known creditor rights index of La Porta et al., which
varies between zero (poor creditor rights) and 4 (strong creditor rights), German bankruptcy
laws shifted from a score of 3.5 to a score of 1.0.°

In the HLS Bankruptcy Roundtable post, Canipek et al. describe the conclusions of
their study as follows:

In the study, we show that high-tangible-asset companies — which the reform predominantly affected
— turned away from being overly risk-averse at the cost of profitability, relative to low-tangibility
control firms. Specifically, weaker creditor rights motivated affected firms to increase financial
leverage and to prefer the more flexible unsecured debt. Moreover, affected firms reduced unprofitable
but risk-lowering expansions and sold off less profitable but easily-marketable assets that are useful
in downturns by providing the liquidity that can prevent bankruptcy. Our results suggest that
weaker creditor rights encourage firms to eliminate protection mechanisms formerly constructed to
contract around liquidation-oriented bankruprcy provisions. This view is supported by the increased

profitability and higher risk of treated firms after the reform.

The stronger pre-ESUG creditor rights not only produced ex post deadweight losses in terms
of inefficient liquidation, but also discouraged firms to make profitable investment decisions.
This reveals ex ante inefficiencies of creditor rights, an aspect largely ignored in the extant
literature.

This conclusion is interesting. If the argument for pro-creditor regimes is that they
increase ex ante efficiency, then they need to actually deliver ex ante benefits. Canipek et
al. offer empirical support for the proposition that pro-creditor insolvency regimes do not
deliver the predicted benefits for healthy companies, since their selling points (for example,
lower borrowing costs) come with inherent costs (for example, incentives to avoid insolvency
even when it is inefficient to do so). However, while the HLS Bankruptcy Roundtable post
suggests that broad implications may be taken from Canipek et al., the study is narrowly
focused on comparing ESUG with the pre-ESUG regime. This leaves open the possibility
that there may be combinations of pro-creditor and pro-debtor features in between these
extreme formulas — regimes in a ‘middle ground’ — that strike an optimal balance.

In this sixth edition, readers will have the opportunity to consider the merits of
restructuring regimes that take each approach and whether regimes that take a middle ground
— exhibiting an appropriate combination of pro-debtor and pro-creditor features — are best.

8 id. at 7.
9 id. at 2.
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Preface

One such ‘middle-ground’ approach — with a statutory stay of creditor remedies, continuation
of the debtor-in-possession, a limited period for the debtor to exclusively control the
reorganisation plan process and the possibility of creditor cramdown if the absolute priority
rule is followed — will be quite familiar to our American readers.

The recent trend towards legal frameworks that adopt features of Chapter 11 perhaps
demonstrates a growing belief that some pro-debtor features, like reorganisation and debtor
control, are, on the whole, more conducive to wealth creation and preservation. Perhaps the
trend is driven by competition for investment, on the theory that companies and investors
would prefer to preserve going concern value in the case of a downturn, as is suggested
by Singapore’s recent enactments. Whatever the drivers, I expect that the trend away from
liquidation and in favour of reorganisation will continue, and that, within the reorganisation
framework, countries will continue to experiment with both pro-creditor and pro-debtor
features in an to attempt to find the optimal balance.

I once again want to thank each of the contributors to this book for their efforts to
make 7he Insolvency Review a valuable resource. As I have noted in prior editions, this book is
a significant undertaking because of the current coverage of developments we seek to provide.
As always, my hope is that this year’s volume will help all of us, authors and readers alike,
reflect on the larger picture, keeping our eye on likely, as well as necessary, developments,
both on the near and distant horizons.

Donald S Bernstein

Davis Polk & Wardwell LLP
New York

September 2018
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Chapter 5

ENGLAND & WALES

lan Johnson'

I INSOLVENCY LAW, POLICY AND PROCEDURE

i Statutory framework and substantive law

The legislative framework underpinning UK insolvency law? is principally provided by the
Insolvency Act 1986 (IA 1986) and the Insolvency Rules 2016 (IR 2016),> which apply
to both companies and individuals. They also apply in modified form to certain forms
of partnership. Elsewhere, ‘special insolvency regimes’ apply to certain regulated entities,
including credit institutions, insurance undertakings and utility companies (see Section L.vi).

The IA 1986 and IR 2016 are supplemented by other legislation, such as the Companies
Act 2006 (including the statutory provisions relating to schemes of arrangement used in
restructurings) (CA 2006), the Company Directors’ Disqualification Act 1986 and the Law
of Property Act 1925 (which, in some cases, governs the ability of a secured creditor to
enforce its security).

While European Union law has only a limited effect on the domestic insolvency
framework," it governs jurisdiction and recognition in many EU cross-border cases. On
23 June 2016, a referendum was held in which the British public voted to leave the EU,
and on 29 March 2017 the prime minister gave formal notice of the United Kingdom’s
intention to withdraw, in accordance with Article 50 of the Treaty on European Union,
triggering the two-year period for negotiating the terms on which the UK will leave (which
could be extended by mutual consent). As discussed in more detail in Section V.i, it is not
yet clear what form the exit will take, or what the legal consequences will be. The existing
legal framework is expected to remain in place until the UK leaves (and it is anticipated that
transitional arrangements may preserve significant aspects of the restructuring and insolvency
framework for a longer period), and is, therefore, still discussed in detail in this chapter. The
implications for cross-border insolvency are discussed further in Section V.iv.

1 Ian Johnson is a partner at Slaughter and May. The author would like to thank Nicky Ellis, a professional
support lawyer at Slaughter and May, for her assistance in preparing this chapter.

2 The term ‘UK insolvency law’ is used in this chapter to denote the insolvency laws applicable to England
and Wales. Similar laws apply, with modifications, to Scotland and Northern Ireland.

3 These came into force on 6 April 2016, in most cases replacing the Insolvency Rules 1986 in their entirety.

4 With certain significant exceptions, such as the Financial Collateral Arrangements (No. 2) Regulations

2003 (implementing the EU Directive on Financial Collateral Arrangements, which aims to simplify the
process of taking and enforcing financial collateral across the EU). The regulations disapply a number of
provisions of the IA 1986, including the moratorium on enforcement of security in insolvency processes
such as administration and company voluntary arrangements and the order of priority of claims in floating

charge realisations.
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England & Wales

In the restructuring and insolvency context, the most significant piece of EU legislation
is the EC Regulation on Insolvency Proceedings (recast) (No. 2015/848) (the Recast ECIR),
which limits the jurisdiction of the English courts to open main insolvency proceedings. The
Recast ECIR is directly applicable in all EU Member States except Denmark,’ in cases where
the debtor’s centre of main interests (COMI) is situated in an EU Member State. It imposes
a framework of jurisdictional rules governing the opening of all proceedings that fall within
its scope and will override the national law of EU Member States where necessary. Certain
types of debtor are excluded from the Recast ECIR, the key examples being credit institutions
and insurance undertakings, which are subject to separate regulations. Most provisions of the
Recast ECIR came into force on 26 June 2017, following an extensive review and subsequent
revision of the EC Regulation on Insolvency Proceedings (No. 1346/2000) (Original ECIR).
The Original ECIR continues to govern insolvency proceedings that were opened before that
date. Throughout this chapter, we use the umbrella term ‘ECIR’ where the position under the
Original ECIR and the Recast ECIR is the same.

Where the ECIR applies, main proceedings® may only be opened in the UK if the
debtor company has its COMI (which is presumed, in the absence of proof to the contrary,
to be where the debtor’s registered office is located)” in the UK. The company does not have
to have been incorporated in an EU Member State. If the company’s COMI is in another
EU Member State, secondary proceedings can be opened in the UK if the company has an
establishment in the UK.® Insolvency proceedings opened in an EU Member State under
the ECIR will be automatically recognised without any formality in all EU Member States,
including the UK, from the time the judgment opening the proceedings becomes effective in
the EU Member State in which the proceedings are opened.

If the company’s COMI is outside the EU, the ECIR will not apply and the UK, in
common with other EU Member States, will be free to act in accordance with its existing
laws and practice when exercising jurisdiction, opening proceedings and recognising and
enforcing proceedings opened within and outside the EU.

ii  Policy

Changes to insolvency legislation were introduced under the Enterprise Act 2002 to facilitate
corporate rescue. Key amendments included the streamlining of the administration regime
and the limiting of the circumstances in which the holder of a qualifying floating charge’ (QFC
holder) can appoint an administrative receiver to realise its security. These changes reflect the
shift in policy voiced by successive UK governments over recent years in an attempt to make
the UK a more rescue-orientated, debtor-friendly jurisdiction, where entrepreneurship is to be

5 References to ‘EU Member State’ in the remainder of this chapter should be taken to mean an EU Member
State other than Denmark.

6 Main and secondary proceedings for the purposes of the Recast ECIR must be ‘collective insolvency
proceedings’ and are listed in Annex A to the ECIR. Those relevant to corporate insolvencies in the
UK are: winding up by or subject to the supervision of the court; creditors’ voluntary liquidation
(with confirmation by the court); administration (including out-of-court appointments) and voluntary
arrangements.

7 Under the Recast ECIR, the presumption does not arise if the registered office has been moved to another
Member State in the three-month period before the request for the opening of insolvency proceedings.

8 Under the Original ECIR, such secondary proceedings had to be winding-up proceedings, and were listed
in Annex B. The Recast ECIR has removed this restriction.

9 Broadly defined as a floating charge over the whole or substantially the whole of the company’s property.
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England & Wales

encouraged and where there should be no stigma attached to business failures in the absence
of wrongdoing by the directors of the company. However, when compared with certain
other jurisdictions, such as the United States, the UK still appears to be a creditor-friendly
jurisdiction. The government has been considering options for the reform of the corporate
insolvency framework, including proposals intended to facilitate restructurings and business
rescue. As discussed further in Section Vv, it is not clear at present whether these reforms
will be pursued.

In the UK, the prevailing approach to treatment of businesses in financial difficulties
was traditionally to attempt to achieve a consensual solution to keep businesses going.
However, the complexity of capital structures, diverse views of different stakeholders and the
flexibility of tools such as schemes of arrangement, company voluntary arrangements (CVAs)
and pre-packaged administrations (discussed in subsection iii) have meant that solutions that
are not fully consensual have become more commonplace. Often these are used as either
a ‘stick’ to encourage consensual negotiations, or to assist with the implementation of a
restructuring strategy agreed as part of a broadly consensual process.

iii  Insolvency procedures
Introduction — insolvency and rescue procedures

Subject to the applicability of any special insolvency regimes (see Section L.vi) or any
jurisdictional limitations imposed by the ECIR, the processes described below can be used
to wind up or rescue a company in the UK. In brief, a company (including an overseas
company if its COMI is in England or if the company is otherwise found to have sufficient
connection with this jurisdiction)'® may be placed into voluntary or compulsory liquidation,
unless it is subject to a special insolvency regime. Alternatively, it may be made subject to any
of three alternative statutory procedures: administration, CVA or receivership. In addition,
a company may have its debts rescheduled or compromised by way of a creditors’ scheme of
arrangement (scheme). Unlike liquidation, administrations, CVAs and schemes can be used
to rescue a company and may form part of a restructuring plan. The IA 1986 also provides for
receivership (including administrative receivership),' which is a self-help remedy enabling a
creditor to recover what it is owed through the realisation of charged assets.

Liquidation
A company may be wound up by way of a ‘members’ voluntary liquidation’ (MVL), which
is a solvent liquidation, or a ‘creditors’ voluntary liquidation’ (CVL), which is an insolvent
liquidation. A CVL can also be used as an exit route from administration. In a CVL, the
creditors will have a greater say than in an MVL and are also able to appoint a liquidation
committee to supervise certain aspects of the winding up. A company can also be wound up
by the courts as a compulsory liquidation.

In both a voluntary and a compulsory liquidation, the liquidator is under a duty to
collect in and realise the assets of the company for distribution to the creditors. There is
no prescribed time limit within which to complete this process. The company will then be

10 See Sections 220 to 221 of the IA 1986, which allow for the winding up of foreign companies as
unregistered companies.
11 It is not possible to appoint an administrative receiver in respect of a company incorporated outside

the UK.
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England & Wales

dissolved. If the liquidator believes that he or she could achieve a better result for the creditors
were the company to be placed in administration, then he or she may apply to the courts for
himself or herself or another person to be appointed as administrator. If main proceedings are
pending in another EU Member State, and the company’s COMI is located in that Member
State, it will still be possible to commence a CVL in the UK, provided the company has
an establishment in the UK. If, however, main proceedings have already been opened in
another EU Member State, the English courts must stay the secondary proceedings in whole
or in part if requested to do so by the liquidator in the main proceedings.’ The English
courts have the power, however, to request the liquidator in the main proceedings to take any
suitable measure to guarantee the interests of the creditors in the secondary proceedings and
of individual classes of creditors. Such a request may only be rejected if it is manifestly of no
interest to the creditors in the main proceedings.

If a company is incorporated outside the UK and the ECIR does not apply (i.e.,
the company’s COMI is not located in an EU Member State), it may be wound up as an
‘unregistered company’ under the IA 1986 in certain circumstances, including where it is
unable to pay its debts or if a court is of the opinion that it is just and equitable to wind it
up. There is no statutory guidance as to the criteria that will justify an English court assuming
jurisdiction, but case law has identified the following further requirements that must be
satisfied before the courts will exercise their discretion to make a winding-up order: (1) there
must be a sufficient connection with England; (2) there must be a reasonable possibility,
if a winding-up order is made, of benefit to those applying for the winding-up order; and
(3) one or more persons interested in the distribution of assets of the company must be
persons over whom the courts can exercise jurisdiction. The sufficient connection test may be
satisfied by, for example, the presence of assets within the jurisdiction or finance documents
that are governed by English law. The courts may also assume jurisdiction where the
insolvency procedures in the relevant foreign jurisdiction have been found to be unsuitable
or outmoded.”

Administration

An administrator can be appointed in cases where a company is, or is likely to become,
unable to pay its debts and the purpose of the administration is likely to be achieved. The
purpose is set out as a hierarchy of three objectives. The primary objective is to rescue the
company as a going concern, failing which the administrator must seek a better result for the
company’s creditors as a whole than would be likely in a winding up. If the second objective
is not achievable, the third objective is to realise the company’s property for distribution to
secured or preferential creditors.

The second objective may be achieved by disposing of the company’s business or its
assets by way of a pre-packaged sale (pre-pack), agreed before an administrator is appointed.
The sale will then be effected immediately (or soon after) he or she takes the appointment
(the administrator is not required to notify the unsecured creditors in advance or obtain
their consent). This has proved to be a useful, if at times controversial, restructuring tool
and has on occasion been used by foreign companies, with court approval, after migrating

12 Asdiscussed in Section Lv, the court may refuse to open secondary proceedings if an undertaking to respect
local priorities is in place.

13 Re a company (No. 003102 of 1991) ex p Nyckeln Finance Co Ltd [1991] BCLC 539.

52

© 2018 Law Business Research Ltd



England & Wales

their COMIs to England' (see Section IL.vii). The court held that the industry guidance
on the use of pre-packs provided by SIP 16" had been complied with and expressly gave
the administrators liberty to proceed with the pre-pack as, on the evidence, there was no
realistic alternative to realising better value for creditors.'® As discussed further in Section Vv,
since November 2015, there has been an independent ‘pre-pack pool’ of experienced business
people available to scrutinise proposed deals involving connected parties. Use of the pre-pack
pool is voluntary but strongly encouraged. It was set up to address concerns about the fairness
and transparency of pre-packs involving connected parties, but has not been extensively used
to date.

Administration is a ‘collective insolvency proceeding’ for the purposes of Annex A to
the Recast ECIR."”

An administrator cannot be appointed to a company whose COMI is located outside
the EU unless it is registered under the CA 2006 or is incorporated in a European Economic
Area state other than the UK.® In this respect, the English courts” jurisdiction is narrower
than that for liquidations where an overseas company can be wound up if it has sufficient
connection with this jurisdiction (as discussed earlier in this Section).

The administration will end automatically after one year unless extended by court order
or with the consent of the creditors. Extensions are often required in complex cases.

CVA

A CVA is an informal but binding agreement between a company and its unsecured creditors
to compromise the company’s debts, made with the aim of allowing companies in financial
difficulties to avoid liquidation. If the CVA proposal is approved by three-quarters or more
(in value) of the company’s creditors, it will bind all creditors who were entitled to vote
in the decision-making process, regardless of whether they were in fact notified about it."
Dissenting creditors and creditors whose votes are required to be left out of account are
therefore bound by a resolution of the requisite majority. Secured and preferential creditors
will not be bound unless they have given their consent and, therefore, CVAs are less commonly
used by companies that have a large amount of secured debt.

14 For example, Hellas Telecommunications (Luxembourg) II SCA [2009] EWHC 3199 (Ch).

15 A Statement of Insolvency Practice (SIP 16 — Pre-packaged Sales in Administration) was introduced to
ensure greater transparency of pre-packs. It sets out the required disclosures that an administrator must
make to creditors of the details of any pre-pack agreement and sale.

16 A pre-pack administration can also be combined with a scheme, as seen in the /MO Carwash and McCarthy
& Stone restructurings.

17 Under the Original ECIR, the circumstances in which administration could be used as a secondary
proceeding were limited, as secondary proceedings are restricted to winding-up proceedings.

18 But note the exception provided by Section 426 of the IA 1986 that permits the English courts to assist
courts having insolvency jurisdiction in other ‘relevant countries’ in Re Dallhold Estates (UK) Pty Ltd
[1992] BCC 394 the court acceded to the request of a Western Australian court to grant an administration
order in respect of an Australian company with assets in this jurisdiction.

19 The IA 1986 and IR 2016 set out various ‘decision procedures’ that may be used when creditors are
required to make a decision. Many of these decisions would previously have been made at physical
creditors’ meetings, but since the IR 2016 came into force on 6 April 2017, such meetings are now
permitted only if the requisite proportion of creditors so request. Challenges on the grounds of unfair

prejudice are possible in some circumstances — see further Section Liv).
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A CVA may be used to avoid or supplement other insolvency procedures, such as
administration or liquidation, where it can take advantage of the moratorium against creditor
action. An optional moratorium is otherwise available for certain small companies. It has the
advantage of being a flexible restructuring tool, which can often be swiftly implemented®
and requires minimal court involvement. It enjoyed some degree of success in the retail sector
at the height of the global financial crisis as a way for a company to reach agreement with its
landlords and other unsecured creditors, and as discussed further in Section II1.i, has recently
become popular again for restructurings in the retail and restaurant sector, particularly where
compromises with landlords are required.

A CVA is listed as a collective insolvency proceeding in Annex A to the Recast ECIR,
which means that it can be proposed by any company, wherever incorporated, provided its
COMI s situated in the UK. If the CVA is approved then it will be binding throughout the
EU and will have the same effect in any other EU Member State as it does under English law.!

Creditors’ scheme of arrangement

A scheme of arrangement is not an insolvency process but falls instead within the ambit of
the CA 2006.% It is a court-approved compromise or arrangement between a company and
its creditors, or any class of them, to reorganise or reschedule the company’s debts. It does
not benefit from a moratorium on creditor actions® but can be implemented in conjunction
with formal insolvency proceedings (administration or liquidation), both of which include a
statutory moratorium. In its simplest form, a scheme may be used to vary the rights of a class
of creditors and can bind dissentient creditors if the requisite majority or majorities vote in
favour of the proposal. It can also be used by companies to amend and extend outstanding
loans and implement debt-for-equity swaps, where they have failed to obtain the requisite
level of consent under the underlying loan facility. It is also sometimes used to provide a
breathing space ahead of a wider restructuring, or strategically as a ‘stick’ or ‘plan B’ in the
context of restructuring negotiations to help achieve a consensual deal.

The scheme process takes time, although once the proposal document has been finalised
and circulated, it may be possible to complete the procedure in approximately six weeks,
subject to court availability. Unlike in a CVA (where the creditors effectively vote as a single

20 The CVA becomes effective immediately after the resolution to approve it has been passed (for which 14
days’ notice is required).

21 A CVAis not specifically listed as a winding-up proceeding for the purposes of Annex B to the Original
ECIR. Arguably though, if it is not effected within a liquidation or administration, it can be proposed as
a means of terminating secondary proceedings for the purposes of the Original ECIR on the basis that it
amounts to a ‘composition’ (see Article 34). The Original ECIR provides that closure in this way requires
the consent of the liquidator in the main proceedings but, in the absence of such consent, it may become
final if the financial interests of the creditors in the main proceedings are not affected by the measure
proposed. The scope of secondary proceedings under the Recast ECIR is no longer limited to winding-up
proceedings.

22 The English courts’ jurisdiction to sanction a scheme hinges on their jurisdiction to wind up the scheme
company in question (the criteria for which are discussed earlier in this Section).

23 The court has, however, stayed proceedings for summary judgment in a case where steps to implement a
scheme were well advanced and it had a reasonable prospect of success: Re Vietnam Shipbuilding Industry
Group & Ors [2013] EWHC (Comm) 1146.

24 For example, the scheme proposed by DTEK Finance Plc in April 2016, which provided the group with a

moratorium in which to negotiate a restructuring.
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class), it may be difficult to achieve a consensus among affected creditors as to the composition
of the various creditor classes. Class composition will be considered at the convening hearing
if there are outstanding issues as to fairness. The fact, however, that it is binding on all
members of the relevant class (or classes) of creditors, once it has been approved by the
appropriate majorities, sanctioned by the courts and delivered to the Registrar of Companies,
gives it an important advantage over a CVA.

Schemes are sometimes used by overseas companies,” often in circumstances where
such companies are unable to obtain the requisite level of approval for the compromise
in their own jurisdiction. Sufficient connection has been found in a number of cases on
the basis of the underlying facility agreement being subject to English governing law and
jurisdiction clauses,? including where the relevant clauses have been changed to English law
in anticipation of the scheme.” The courts will be influenced by whether there is a procedure
that is equivalent to a scheme available in the relevant overseas jurisdiction and will also want
to be satisfied that the effects of the scheme will be recognised in other jurisdictions. The
concern is greater where there are local creditors, opposed to the scheme, who may attempt
to ignore its terms and bring claims against the debtor or its assets on the basis of the original
(pre-scheme) finance documents (see Section Lvii for further details).

The fact that a scheme is neither a purely informal out-of-court procedure nor a formal
court-based procedure, and that it falls outside the scope of the ECIR, has led to some
difficulties in relation to its recognition by the courts of certain EU Member States.

The Recognition and Enforcement of Judgments in Civil and Commercial Matters
(No. 1215/2012) (Judgments Regulation) provides one avenue for recognition, although it
has not been conclusively determined whether schemes fall within its scope (see Section Lvii
for further details). In cases where recognition under the Judgments Regulation is refused
by an overseas court (or recognition is sought in jurisdictions where that regulation does
not apply), that court may be able, with the benefit of expert evidence where necessary, to
recognise the scheme under private international law. The recognition of schemes remains a
controversial topic and, usually, it will be necessary for there to be robust expert evidence on
recognition if, for example, there are foreign borrowers or guarantors or if some or all of the
debt is foreign-law governed.

The effectiveness of a scheme may, however, be recognised outside the EU in countries
that have implemented the United Nations Commission on International Trade Law
(UNCITRAL) Model Law on Cross-Border Insolvency in a form that allows for recognition
of such processes.?®

25 Including those whose COMIs are located in another EU Member State. The English courts’ jurisdiction
in relation to schemes of foreign companies has been found not to have been fettered by the ECIR: see
Re Drax Holdings; Re Inpower [2003] EWHC 2743 (convening hearing: 17 November 2003) and Re Dap
Holding NV [2005] EWHC 2092 (sanction hearing: 26 September 2005).

26 See, for example, the decisions relating to Zéle Columbus, Rodenstock, PrimaCom, Seat Pagine, Vivacom,
Cortefiel and Zlomrex.

27 E.g., Re Apcoa Parking Holdings GmbH & Ors [2014] EWHC 1867 and DTEK Finance BV, Re [2015]
EWHC 1164 (Ch), where the governing law in an indenture relating to high-yield bonds was changed
from New York law to English law before the scheme application was made.

28 E.g., Chapter 15 of the US Bankruptcy Code, which implements the Model Law in the United States,
amended the definition of ‘foreign proceedings’ to include ‘adjustment of debt’, which may include certain

schemes of arrangement.
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iv  Starting proceedings

Liquidation

A voluntary liquidation, whether an MVL or a CVL, is initiated by the company’s members
passing a resolution (requiring a three-quarters majority vote) that must state either that they
are in favour of a voluntary liquidation, in the case of an MVL, or that the company cannot,
by reason of its liabilities, continue its business and that it is advisable to wind it up, in the
case of a CVL. The directors of the company must give prior notice to any QFC holder and
to the appropriate regulator under the Financial Services and Markets Act 2000 (FSMA
2000), if the company is an authorised deposit taker under the Banking Act 2009, of their
intention to propose a resolution for voluntary liquidation. The liquidation will commence
on the date the resolution is passed. In an MVL, the members appoint the liquidator, while
in a CVL, the creditors appoint him or her. If, during the course of an MVL, the liquidator
forms the opinion that the company will be unable to pay its debts in full, together with any
interest, the liquidation will be converted to a CVL.

A compulsory liquidation is usually initiated by the presentation of a winding-up
petition to the court. This will usually be done by the company, the directors or (more often)
a creditor. The grounds on which a court can make a winding-up order include where the
company is unable to pay its debts or where a court believes it is just and equitable that the
company be wound up. The petition must be advertised, either by publication in the London
Gazette or in another manner deemed suitable by the court, at least seven days before the
hearing. This will provide notice to creditors and other interested parties who may then
attend the hearing and bring to the attention of the court material relevant to whether the
winding-up order should be made.

If the relevant court is satisfied that the grounds for winding up are met, it will make a
winding-up order. The official receiver (an officer of the court) will then automatically assume
the role of liquidator until another liquidator is appointed. Receivers and administrators are
also able to present petitions and any QFC holder who is entitled to appoint an administrator
may apply to the court to have the winding-up order discharged and an administrator
appointed.

The court may also appoint a provisional liquidator after the presentation of the
winding-up petition but before a winding-up order is made. Provisional liquidation is similar
in effect to compulsory liquidation (though the court can limit the provisional liquidator’s
powers). Provisional liquidation remains relatively uncommon but may be useful in certain
circumstances, for instance if there are concerns that the directors will dissipate the company’s
assets between the presentation of the winding-up petition and the making of the winding-up
order.

Administration

A company is placed in administration by either making a filing with the court to document
an out-of-court appointment or making an application to the court for a court-based
appointment. An out-of-court appointment may be made by the company or its directors. It
may also be made by a QFC holder although, for reputational reasons, a QFC holder might
prefer the application to be made by the directors. This also has the advantage of placing the
QFC holder in the position of being able to influence the selection of the administrator. An
application for a court-based appointment may be made by the company, its directors or any
creditor. This form of application might be the only route available if a creditor has presented
a winding-up petition against the company.
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In some cases, it may be expedient to seek a court-based appointment: for example,
where the proposed administrator wishes to secure court approval for a proposed pre-pack
sale of the company or its assets that might otherwise be at risk of being challenged or, in
certain circumstances, where there is a cross-border element and there is a concern that the
documentation evidencing an out-of-court appointment might not readily be recognised by
a foreign court. A court-based application might also be used to avoid the risk of a subsequent
challenge as to the validity of an out-of-court appointment on the basis of a procedural
irregularity.

A QFC holder is able to seek a court-based or out-of-court appointment if an event has
occurred that would allow it to enforce its security. This will typically be a default under a
loan agreement or loan notes. This right of appointment may well arise when the company is
not insolvent. In all other circumstances, it will be necessary to show that the company is or
is likely to become unable to pay its debts and to provide an opinion from the administrator
that the purpose of the administration is capable of being achieved.

Where an administrative receiver is in office, the appointment of an administrator must
be made by an application to the court. A court will only make an appointment where the
appointor of the administrative receiver consents or where the court thinks that the security
under which the administrative receiver was appointed is liable to be released or discharged as
a preference or a transaction at an undervalue or that the floating charge is voidable for want
of new consideration at the time of its creation.

Where a secured creditor retains the right to appoint an administrative receiver, it may
use this right to block the appointment of an administrator by appointing an administrative
receiver before the appointment of an administrator. A person appointing an administrator
must give notice of his or her intention to appoint an administrator to certain persons,
including a QFC holder. During the notice period, a secured creditor who retains the right
to appoint an administrative receiver may do so or may instead substitute his or her choice
of insolvency practitioner as administrator. A QFC holder who does not have the power to
appoint an administrative receiver may substitute its choice of insolvency practitioner as
administrator even though it cannot block the appointment of an administrator.

An interim moratorium on creditor action arises to protect the company where there
is a delay between the applicant filing for administration and the order taking effect (where
the court-based procedure is used) or where the applicant is required to give advance notice
of their notice of intention to appoint an administrator (where the out-of-court procedure
is used). A full moratorium will arise when the appointment takes effect. As previously
mentioned, in some cases, a pre-pack sale will be agreed before an administrator is appointed
and will be effected on, or soon after, he or she takes up the appointment.

CVA

To enter into a CVA, the directors (o, if the company is in administration or liquidation, the
administrator or liquidator), after proposing the CVA to the members and unsecured creditors,
will appoint an insolvency specialist (normally an accountant) to act as the nominee.”” The

29 If the company is in administration or liquidation, the administrator or liquidator will usually act as the

nominee.
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nominee will report to the court whether, in his or her opinion, the proposal should be put to
members and creditors® and, if he or she believes it should, seek the approval of the members
at a meeting, and of the creditors by way of a qualifying decision procedure.

The CVA can be challenged in court by a creditor or member on the grounds of unfair
prejudice or material irregularity (or both). This must be done within 28 days of the filing
of the notice of approval with the courts or, if the applicant did not receive notice, within
28 days of the day on which he or she became aware that the qualifying decision procedure
had taken place. If there is any uncertainty as regards identifying all the company’s creditors,
the CVA process is unlikely to be favoured as it may carry the risk of a late challenge from
‘hidden creditors’.

Creditors’ scheme of arrangement

The scheme process is usually initiated by the company (or an administrator or liquidator
if the company is in administration or liquidation). The company must first apply to the
court for an order giving permission for a meeting (or meetings) of the affected creditors to
be convened to vote on the scheme, although this is generally preceded by the issuance of a
creditors’ issues letter or ‘practice statement’ letter to outline the key terms of the scheme and
set out the company’s views on class and other issues.?' Any creditors unaffected by the scheme
(e.g., those that are to be paid in full or whose debts are not required to be compromised) can
be excluded from the scheme. Dissentient creditors whose rights are affected by the scheme
will be entitled to vote on it along with other creditors in their class, but if the requisite
majority has been achieved that class will be bound and the minority view can be disregarded.
If the voting majorities are achieved, a further application is made to the court for an order
sanctioning the scheme. The scheme will become effective and binding on affected creditors
when it is delivered to the Registrar of Companies.

Affected creditors will have an opportunity to challenge the composition of a class and
raise other creditor issues at the convening hearing.>* In the case of a scheme of an overseas
company, the court may also give preliminary consideration as to whether it will ultimately
have jurisdiction to sanction the scheme. Any jurisdiction issues will then be considered more
fully at the sanction hearing.

If objections to the scheme are later raised by a scheme creditor at the sanction hearing,
the court may reject them and refuse to grant leave to appeal. If, however, the court considers
that an appeal against a decision to sanction the scheme has a reasonable prospect of success,
it may grant a short-term stay before making the sanction order (i.e., so that the order cannot
be given efficacy by being delivered to the Registrar of Companies for registration).” The
stay then gives the dissentient creditor time to seek permission to appeal to the Court of
Appeal. However, in practice it is unusual for a scheme decision to be appealed. If the order
sanctioning the scheme has already been granted, and has been given statutory effect through
registration, it cannot be altered or terminated otherwise than as provided for by the scheme

30 Unless the liquidator or administrator is acting as nominee, in which case he or she does not need to report
to the court, but proceeds straight to the decision-making stage.

31 See Practice Statement (Scheme of Arrangements with Creditors) [2002] All ER (D) 57 (Apr), the purpose
of which is to enable issues concerning the composition of classes of creditor and the summoning of
meetings to be identified and, if appropriate, resolved early in the proceedings.

32 Practice Statement (Companies: Schemes of Arrangement) [2002] 1 WLR 1345.

33 Peninsula and Oriental Steam Navigation Company [2006] EWHC 389.
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itself or by a further scheme. The court may set aside a sanction order in cases where it was
obtained by fraud, although it will not do so if it is satisfied that the result would be the same
had the fraud not been perpetrated.

v Control of insolvency proceedings

The proceedings will be managed by the insolvency office holder appointed to the company in
relation to the insolvency process. In most cases, this will be a qualified insolvency practitioner,
as required by the IA 1986, who will be subject to the regulatory regime governing his or her
professional conduct.*

As regards the duties of directors in connection with insolvency proceedings, in the
UK, while a company is solvent, the duties are owed to the company for the benefit of
present and future shareholders and there is no duty to consider creditors’ interests. However,
once there is doubt as to the company’s solvency, or it becomes insolvent, the directors must
consider the interests of the company’s creditors to minimise the potential loss to them. If
a director continues to trade a business after the point at which he or she has realised, or
ought to have concluded, that the company had no reasonable prospect of avoiding insolvent
liquidation or administration, and he or she does not take every step to minimise losses to
creditors, he or she may be liable for wrongful trading. Similarly, a director may be liable for
fraudulent trading if he or she allowed a company to incur debt when he or she knew there
was no good reason for thinking that funds would be available to repay the amount owed at
the time, or shortly after, it became due and payable.

Directors of companies that operate overseas may also be required to act in accordance
with the laws of the relevant foreign state, particularly if secondary proceedings are opened
in that jurisdiction.

The TA 1986 confers on the liquidator or administrator the power to seek a court order
against directors for a contribution to the company’s assets if his or her investigations reveal
instances of wrongful or fraudulent trading and to set aside transactions at an undervalue,
preferences and transactions defrauding creditors. Alternatively, he or she is able to assign
certain of these claims to third parties, including creditors. In addition, he or she is required,
under the Company Directors’ Disqualification Act 1986, to submit a report to the relevant
secretary of state on the conduct of the directors and former directors of the company
that may lead to their disqualification from acting as directors, or being involved in the
management of the company, for a specified period. A director who is disqualified may also
be required to pay compensation.

As regards the role of the court, its involvement in a voluntary liquidation is minimal,
while in a compulsory liquidation it will hear the application for a winding-up order. In an
administration, on the other hand, the court’s involvement varies according to whether the
process is commenced by way of a court-based or out-of-court application and whether the
complexity of the company’s affairs is likely to require the administrator to seek directions.
In an out-of-court appointment, the court’s involvement is likely to be limited, in an
uncomplicated case, to receiving and processing the documents that must be filed at court.

In a CVA, court involvement is limited to receiving a report from the nominee whether,
in his or her opinion, the proposed CVA has a reasonable prospect of being approved and

34 An official receiver (appointed in a compulsory liquidation) is not subject to such a regime. He or she is an

officer of the court and responsible directly to it and to the relevant secretary of state.
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implemented and whether it should be put to the creditors and members. Notification of the
approval (or rejection) of the proposal must then be filed at court within four business days
of the members’ meeting.

vi  Special regimes

Certain entities are excluded from the general insolvency regimes because of the nature of
their businesses. They are subject instead to special insolvency regimes that, in some cases, are
based on the administration procedure found in Schedule B1 to the IA 1986.

Certain banks and analogous bodies may be placed into administration (with some
modifications) without a court order so long as the consent of the appropriate regulator
under the FSMA 2000 is obtained and filed at court. The regulator is also able to participate
in the administration proceedings. In addition, the Banking Act 2009 introduced a special
administration regime for failing banks and building societies where government intervention
is required.” More recently, a special administration regime and certain other resolution
tools were introduced for investment banks.* The Financial Services (Banking Reform) Act
2013 amended the Banking Act 2009 and introduced a modified bail-in tool to the special
resolution regime, and further amendments were made by the Bank Recovery and Resolution
Order 2014 (SI 2014 No. 3329) (among other instruments), which came into force on
1 January 2015.% Bail-in enables the Bank of England to recapitalise a failed institution by
allocating losses to its shareholders and unsecured creditors by writing down or converting
their claims to equity in a manner that respects the hierarchy of claims in liquidation.®® It is
part of the UK’s response to the Bank Recovery and Resolution Directive (BRRD), which
came into force on 2 July 2014. The BRRD is designed to ensure that EU Member States
have a harmonised toolkit to effectively deal with an unsound or failing credit institution
and requires banks to draw up recovery and resolution plans that set out how they will deal
with certain scenarios that could lead to failure. It also gives national authorities additional
powers to enable them to intervene when an institution faces financial difficulty. In addition
to the bail-in mechanism, these include resolution tools to allow the bank to sell or merge the
business with another bank, set up a temporary bridge bank to operate critical functions and
to separate good assets from bad ones.

35 'The procedure is to be used only where there has been a transfer of part of a failing bank’s business, assets
or liabilities to a bridge bank or a private sector purchaser under the special resolution regime, leaving
an insolvent residual entity. It is designed to ensure that essential services and facilities that cannot be
immediately transferred to the bridge bank or private purchaser continue to be provided for a period
of time.

36 The Investment Bank Special Administration Regulations 2011 (SI 2011/245). These regulations have
been supplemented by the Investment Bank Special Administration (England and Wales) Rules 2011
(SI2011/1301).

37 The bail-in mechanism included in the 2013 Act was closely modelled on the Bank Recovery and
Resolution Directive when it was in draft form, while the legislation introduced on 1 January 2015
included the amendments that were necessary to ensure that it was fully compliant with that Directive.

38 Section 17 of and Schedule 2 to the Financial Services (Banking Reform) Act 2013.
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Special regimes also exist for insurance companies,” postal services, water or sewerage
companies, certain railway companies, air traffic control companies, London Underground
public-private partnership companies, building societies and bodies licensed under the
Energy Act 2004.

There are no special insolvency rules in English law relating to corporate groups.
Instead, each company is treated as a separate legal entity.” The Original ECIR did not
contain a framework to deal with the insolvency of corporate groups. Instead, in cases
where the COMIs of some or all of the individual group companies were located in the
same jurisdiction,? it was sometimes possible to achieve procedural consolidation of the
insolvency proceedings of those companies by placing each of them in an insolvency process
in the same jurisdiction (usually that of the parent company’s COMI), where the proceedings
were managed by the same insolvency office holder.

The Recast ECIR has expanded the framework for the coordination of insolvency
proceedings concerning different members of the same group by obliging the insolvency
practitioners and courts involved in the different proceedings to cooperate and communicate
with each other. In addition, it gives the insolvency practitioners involved in such proceedings
the procedural tools to request a stay of the various other proceedings and to apply for the
opening of group coordination proceedings. ‘Group coordination proceedings’ are a new
concept introduced by the Recast ECIR, which involve the appointment of an insolvency
practitioner to act as ‘group coordinator’ to propose a coordination plan setting out an
integrated solution for the group companies subject to relevant insolvency or restructuring
processes. Group companies do not have to participate, however, and participating insolvency
practitioners are not obliged to follow the group coordinator’s recommendations or the group
coordination plan. It is too early to assess how effective these provisions will prove in practice
and how frequently corporate groups will take advantage of the group coordination tools.

Under the Original ECIR, it was also sometimes possible to streamline the insolvencies
of corporate groups by opening main proceedings in one jurisdiction and effectively preventing
the opening of secondary proceedings in other EU Member States by agreeing to respect
local priorities (thereby achieving the same outcome for local creditors)** or by postponing
the opening of secondary proceedings until a global sale has been completed.” The Recast
ECIR formalises this practice, including provisions enabling insolvency practitioners to give
an undertaking to creditors to respect local priorities, and allowing the courts to postpone or
refuse the opening of secondary proceedings in some circumstances if they are not necessary
to protect the interests of local creditors.

The group coordination provisions broadly received the endorsement of UNCITRAL,
which has itself produced a framework for legislation in relation to the insolvency of

39 The Insurers (Reorganisation and Winding Up) Regulations 2004 (SI 2004/353). Separate regulations
apply to Lloyd’s insurers: see the Insurers (Reorganisation and Winding Up) (Lloyd’s) Regulations 2005
(S12005/1998).

40 Note, however, the existence of a number of statutes that provide for company groups to be considered as
one entity in non-insolvency situations, for example, the CA 2006 with the concept of group accounting;
and taxation legislation with concepts such as ‘controlling interests’ and group taxation and tax relief.

41 Typically, this will be where the COMI of the parent, provided it has ‘command and control’ of the group,
is located. See, for example, Re Daisytek-ISA Ltd [2003] BCC 562 and Re MG Rover Espasia SA [2006]
BCC 599.

42 See, for example, Collins & Aifman [2006] BCC 861 and Nortel Networks SA [2009] BCC 343.

43 See MPOTEC (EMTEC) GmbH [2006] BCC 681.
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enterprise groups.* Another initiative encouraged by UNCITRAL is the use of cross-border
protocols to facilitate cooperation between courts and practitioners.* An early example of
this approach was seen in the Maxwell Communications Corporation case, where the UK
administrators entered into a protocol with the examiners in the US Chapter 11 proceedings.
More recently, attempts have been made to use cross-border protocols (which, rather than
being legally enforceable, provide guidelines for cooperation) in certain insolvency situations,
such as the Lehmans and Madojf insolvencies, with mixed success.

vii  Cross-border issues

This section considers the framework for cross-border cooperation and recognition as at
the time of writing. The UK’s exit from the EU, which may have a significant impact on
this framework, is discussed in Section V. The English courts’ jurisdiction in cross-border
insolvency cases derives mainly from one of four key sources: the ECIR, the Cross-Border
Insolvency Regulations 2006 (CBIR), Section 426 of the IA 1986 and the common law.

As mentioned in Section Li, their jurisdiction may be fettered by the ECIR if the
company’s COMI is situated in an EU Member State, in which case the court of that state
will have jurisdiction to open insolvency proceedings. Before the entry into force of the
Original ECIR, if a foreign company was found to have sufficient connection with England,
a court could exercise its discretion to wind up that company as an unregistered company
under Section 221 of the IA 1986 (see Section Liii). That jurisdiction is now precluded by the
ECIR, although the test remains in place for companies that fall outside its scope. In Re Arena
Corporation Ltd," for example, the English court found that a company incorporated in the
Isle of Man but with its COMI in Denmark® had sufficient connection with England (in the
form of assets located in England) to enable it to exercise its jurisdiction under Section 221
of the TA 1986 to wind up the company. Cases such as these, which do not meet the ECIR’s
jurisdictional requirements, will be subject to the relevant national law and will be recognised
by EU Member States and non-Member States alike in accordance with the rules of private
international law.

If the debtor’s COMI is outside the EU, the ECIR will not apply and the UK, like
other EU Member States, will be free to act in accordance with its existing laws and practice
when exercising jurisdiction, opening proceedings and recognising and enforcing proceedings
opened within and outside the EU. It will not be possible, however, to take advantage of the
associated provisions under the ECIR, such as automatic recognition in all EU Member
States, which are available where main proceedings are opened. This may prove to be a hurdle
in group restructurings if some of the debtor companies have substantial connections with
one or more EU Member States but fall outside the scope of the ECIR because their COMIs
are not situated in an EU Member State.

44 Legislative Guide on Insolvency Law, Part Three: Treatment of Enterprise Groups in Insolvency adopted by
UNCITRAL on 5 July 2010 and published on 21 July 2010. Elsewhere, INSOL Europe has recommended
the introduction of group proceedings.

45 See the UNCITRAL Practice Guide on Cross-Border Insolvency Cooperation (adopted 1 July 2009).

46 Note, too, the Foreign Judgments (Reciprocal Enforcement) Act 1933, which provides for enforcement in
England of civil and commercial judgments made in designated jurisdictions, provided that the judgment
has been registered under that statute.

47 Re Arena Corporation Ltd [2003] All ER (D) 277.

48 Recital (33) of the ECIR confirms that Denmark, which exercised its opt-out in relation to the ECIR, is
not to be regarded as a Member State for the purposes of the ECIR.
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The English courts may otherwise be required to recognise foreign main proceedings
and foreign non-main proceedings (the equivalent of main and secondary proceedings
under the ECIR) under the CBIR. The CBIR implement the UNCITRAL Model Law
on Cross-Border Insolvency, and apply regardless of whether the relevant foreign country
has enacted the Model Law.* Upon recognition, relief by way of a moratorium on creditor
action is automatically granted while other appropriate relief may be obtained at the court’s
discretion. There is also a requirement for judicial cooperation on the part of the English
courts ‘to the maximum extent possible’, where recognition is granted.”

Alternatively, the English courts may offer relief and assistance under Section 426 of
the IA 1986, which provides for cooperation both between jurisdictions within the UK and
between the UK and other designated jurisdictions, which mainly include Commonwealth
countries.

In circumstances where the ECIR, the CBIR and Section 426 of the IA 1986 are
not applicable, the English courts have an inherent jurisdiction to cooperate with foreign
insolvency representatives and recognise foreign proceedings. The granting of recognition
will depend on whether the foreign office holder has satisfied the common law principles
developed by the English courts. This area was considered in detail by the Supreme Court
in Rubin v. Eurofinance®* where an attempt was made to extend the circumstances in which
recognition and assistance would be granted by the English courts.

In a number of cases, foreign companies have migrated their COMIs to the UK in order
to take advantage of the UK’s established insolvency and restructuring processes. This kind

of forum shopping has received judicial support at EU level,*

with a clear distinction being
made between its use to ensure that the COMI is located in the best place to reorganise the
company and its group for the benefit of creditors and, possibly, other stakeholders (‘good’
forum shopping),” as opposed to its use where the company acts for selfish motives to benefit
itself or its shareholders or directors at the expense of creditors (‘bad’” forum shopping).

The decision in Hellas Telecommunications (Luxembourg) II SCA,>* where a Luxembourg
entity moved its COMI to England three months before entering administration, is
significant for its consideration of what is required to effect a successful migration.” The

court heard that, at the same time as moving its head office, the company also informed

49 The English courts may refuse to provide assistance under the CBIR if it would be manifestly contrary to
public policy.

50  In cases of conflict between the obligations of the UK under the ECIR and the provisions of the CBIR,
the ECIR will prevail. In essence, the CBIR provide an alternative basis for judicial cooperation where the
ECIR does not apply, for example where the debtor's COMI is not situated in an EU Member State or
where the type of proceeding (or foreign representative) in question is not covered by the ECIR, or to the
extent that they do not conflict with the ECIR.

51 Rubin & Anor v. Eurofinance SA & Ors [2012] UKSC 46 (24 October 2012).

52 See the opinions of Advocate General Colomer, delivered to the European Court of Justice in Case C-1/04
Staubitz-Schreiber [2006] ECR 1-701 and Case C-339/07 Seagon v. Deko Marty Belgium NV [2009]
ECR-1-767.

53 An early example of ‘good’ forum shopping can be seen in the Schefenacker restructuring, where the

holding company of a German automotive supplier moved ownership of its assets and liabilities to a new,
English-registered holding company so that it could enter into a CVA.

54 Hellas Telecommunications (Luxembourg) II SCA [2009] EWHC 3199 (Ch).

55 A key reason for the COMI shift was to facilitate a pre-pack sale of the company’s main asset, its shares
in the main trading telecoms company, to a new group company, leaving behind subordinated lenders as

creditors of a company with no assets.
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creditors of the change of address to London, made a press announcement that its activities
were moving to London, opened a London bank account, registered at Companies House
as a foreign company and appointed UK-resident individuals as directors of the English
company that became its general partner. The court found that, on the evidence presented
to it, the presumption in the Original ECIR that the company’s COMI was in Luxembourg
was rebutted.’® It noted that the purpose of the COMI was to enable creditors in particular
to know where the company was located and where they would be dealing with it, finding
‘one of the most important features of the evidence’ to be that all negotiations between the
company and its creditors had taken place in London.

A cross-border issue also arises in situations where foreign companies, without migrating
their COMIs to the UK, make use of an English law scheme of arrangement to compromise
or amend the terms of their debt documents. The key issues to be considered include whether
the English courts have jurisdiction over the foreign company and whether the scheme will
be recognised in the foreign jurisdiction. For example, in such cases, there remains some
uncertainty as to the extent to which the Judgments Regulation may affect the English courts’
jurisdiction to sanction the scheme. Judges have generally avoided reaching a firm conclusion
as to whether that regulation applies to schemes, instead getting comfortable that, on the
facts of each case, even if the regulation were to apply, one or more of the exceptions to the
general rule that persons should be sued in the Member State in which they are domiciled
would apply so that the English courts have jurisdiction. In many cases, the relevant finance
documents have contained a clause conferring jurisdiction on the English courts (most were
one-way exclusive jurisdiction clauses but a non-exclusive jurisdiction clause has also been
found to be sufficient). In a case concerning the Van Gansewinkel Group,”” Snowden J took
the view that if the jurisdiction provisions of the Judgments Regulation apply to schemes
(a point that was not decided) then, in that particular case, it would not limit the court’s
jurisdiction to sanction the scheme. If they did apply, he was entitled to regard all scheme
creditors as coming within the jurisdiction of the English court under Article 8(1) of
Chapter II, which provides that a party may be made a party to proceedings in another EU
Member State if one or more of the co-defendants are domiciled in that Member State and
it is expedient to hear the claims against all the defendants in a single court.”® However, he
noted that a one-sided exclusive jurisdiction clause for the benefit of the scheme creditors
did not amount to submission by those creditors to the jurisdiction of the English court.
Therefore, if the jurisdiction provisions of the Judgments Regulation apply to schemes,
these schemes could not be brought within the jurisdiction of the English court by virtue of
Article 25(1) of Chapter I1.

Finally, there is some ongoing debate over the meaning of the term ‘judgment in
Article 32 of that Regulation in relation to schemes. Despite the wide scope that the term is
given by Article 32, some commentators have argued that the procedure for implementing
an English scheme is not adversarial in nature and that the sanction order is not, therefore,

56 The Recast ECIR includes new language in relation to the determination of COMI, but the steps taken in
this case are still likely to be relevant.

57 Van Gansewinkel Groep BV & Ors, Re [2015] EWHC 2151 (Ch) (22 July 2015).

58  Snowden J found that the number of scheme creditors domiciled in England (15 of the 106 creditors,
spread across the classes) and the size of their claims (€135 million in total) were sufficient to make it

expedient for all scheme claims to be determined together.
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a judgment and should not be granted recognition under that regulation. There is likely
to be further English and European case law on this topic as schemes remain a popular
restructuring tool.

I INSOLVENCY METRICS

There is general agreement among commentators that the uncertainty surrounding Brexit,
and the ongoing lack of clarity over the nature of the relationship the UK wishes to have with
the EU, is having some effect on the economy, although the impact has not so far been as
material as some originally feared. UK gross domestic product (GDP) was estimated to have
increased by just 0.2 per cent in the first quarter of 2018. The services industries increased
by 0.3 per cent, consistent with the trend of weakening growth in domestic consumer-facing
activities, while construction decreased by 0.8 per cent, the weakest growth since the third
quarter of 2012. There has been some suggestion that bad weather adversely affected the
construction sector, but initial analysis shows weakness throughout the quarter, not just in
the period particularly affected by bad weather. Household spending also continued to slow
in the first quarter.” The June average of independent forecasts for GDP growth (as compiled
by HM Treasury) was 1.4 per cent for 2018, increasing to 1.5 per cent for 2019.

The labour market statistics remain favourable, however. The data from February to
April 2018 indicated that the employment rate (the proportion of people aged 16-64 in
work) was 75.6 per cent, higher than a year earlier and the joint highest since comparable
records began in 1971. In a similar vein, the unemployment rate was 4.2 per cent, down from
4.6 per cent a year earlier, and the lowest it has been since 1975.

The 12-month inflation rate was 2.3 per cent in May 2018, up from 2.2 per cent in the
year to April 2018. The rate has fallen steadily from a recent high of 2.8 per cent in autumn
2017. The Bank of England’s latest inflation report, which sets out the economic analysis
and inflation projections that the Monetary Policy Committee uses to make its interest rate
decisions, notes that inflation is projected to reach the target rate of 2 per cent in two years.
This projection factors in a gently rising path for the bank rate over the next three years.®*

In November 2017, the Monetary Policy Committee, whose remit is to set monetary
policy to meet the 2 per cent target rate in a way that helps sustain growth and employment,
voted to raise the bank rate to 0.5 per cent from 0.25 per cent. This historically low rate
had been maintained since August 2016. The Monetary Policy Committee has been clear
in its view that the decision to leave the EU is having a noticeable impact on the economic
outlook, and that monetary policy cannot prevent the necessary real adjustment as the
United Kingdom moves towards new international trading arrangements, or the weaker real
income growth that is likely to accompany that adjustment over the next few years, but that
it can support the economy during the adjustment process. Its remit allows it, in exceptional
circumstances such as these, to balance any trade-off between measures it might take to
return inflation to the target rate and the support that monetary policy provides to jobs
and activity. However, at the November meeting, it noted that the amount of slack in the
economy had steadily reduced and unemployment had fallen to a 42-year low, reducing the

59 ONS Quarterly National Accounts: Jan to Mar 2018, 29 June 2018.

60  HM Treasury, ‘Forecasts for the UK economy: a comparison of independent forecasts’, June 2018.
61 ONS Statistical Bulletin, ‘UK Labour Market: June 2018’, 12 June 2018.

62 Bank of England ‘Inflation Report’, May 2018.
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degree to which it was appropriate to allow an extended period of above-target inflation. It
was also influenced by strong growth in the global economy, favourable domestic financial
conditions and evidence that consumer confidence had remained resilient.®?

The rate has remained at 0.5 per cent since November 2017; at the latest Monetary
Policy Committee meeting in June 2018, the committee reiterated that any future increases
are likely to be at a gradual pace and limited in extent. The committee also noted that a
number of preliminary indicators suggest that the reduction in output growth in the first
quarter is temporary and not an indication of an underlying trend: for instance, household
spending and sentiment appear to have bounced back strongly from the weakness seen in the
first quarter.®

The Bank of England reports that the cost of bank funding, which influences the
interest rates lenders charge to houscholds and corporates, rose slightly in the first quarter
of 2018, but remains low by historical standards.®> The quoted rates on most mortgage
products have increased (which may have a knock-on effect on consumer confidence and
household spending), but competition between lenders has continued to intensify, and in
consequence spreads over appropriate reference rates on new mortgage lending have fallen.
Notwithstanding the increase in pricing, mortgage lending continues to grow steadily, and
levels of remortgaging have also increased (although two-year fixed rate deals have grown in
popularity, and a large number of these products coming up for renewal may in part explain
this greater frequency).® Quoted rates for personal loans remain near historic lows, held
down by robust competition in the consumer credit market (again, spreads have tightened
following the raise in the bank rate, but lenders have generally accepted a narrower margin
rather than passing the increase on to consumers). There has, however, been a modest
tightening of the availability of consumer credit over the past year. Lenders have indicated
that availability fell significantly in the first quarter of 2018, driven by changing risk appetite
and stricter credit scoring criteria, factors which they expect to continue to curtail availability.
Lenders reported a slight decrease in demand for consumer credit over the last two quarters,
the first since 2015, although overall it remains robust and is expected to increase again over
the next few months.”

The cost of corporate credit has increased, driven by the increase in the bank rate and
sterling swap rates, but prices still remain low in historical context. Credit supply conditions
for corporates remain generally favourable, although there are indications that some lenders
have reduced the availability of finance to sectors that are particularly vulnerable to downturns
in consumer spending and construction. Survey data indicates that small businesses have
observed a slight decrease in credit availability, while larger businesses have perceived it to
be generally stable. Despite the broadly favourable supply conditions, the rate of growth in
net finance raised by UK businesses from banks, building societies and the capital markets
decreased in the second half of 2017, across all business sizes. Bond issuance, in contrast,
remained strong in 2017. The Bank of England notes that on balance, the evidence from

63 Monetary Policy Summary and minutes of the Monetary Policy Committee meeting ending on
1 November 2017, 2 November 2017.
64 Monetary Policy Summary and minutes of the Monetary Policy Committee meeting ending on

20 June 2018, 21 June 2018.
65  Bank of England Credit Conditions Review 2018 Q1, p. 4.
66 Bank of England Credit Conditions Review 2018 Q1, pp. 6-7.
67 ibid, p.7.
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surveys and market intelligence from lenders are consistent with continued subdued demand
for bank credit across all business sizes in the first quarter of 2018, with lenders citing
uncertainty about future conditions as amongst the reasons for the slowdown.®

In the first quarter of 2018, the underlying number of companies entering insolvency
(adjusting to exclude anomalous data)® hit a four-year high, rising by 0.6 per cent compared
with the same quarter in 2017, and 13 per cent compared with the previous quarter.
The main increase was in CVLs and compulsory liquidations. In the 12 months ending
first quarter 2018, the estimated liquidation rate was 0.48 per cent of all active registered
companies (or one in 210 of all active companies), up slightly from 0.47 per cent in the 12
months ending in the fourth quarter of 2017. The highest number of insolvencies” in the
12 months ending in the first quarter of 2018 was in the construction sector, and the second
highest was in the ‘wholesale and retail trade & repair of vehicles’ industrial grouping.”' The
highest overall number of administrations was also in the construction sector, while the most
notable increase was in the retail sector, which accounted for 11 per cent of all administration
appointments in 2017, up from 5 per cent in 2016.7>

III PLENARY INSOLVENCY PROCEEDINGS

i High street CVA restructurings

The past year has seen a significant number of restaurants and bricks-and-mortar retailers
restructure using CVAs, in particular in order to address lease portfolios that they feel have
become unsustainable in light of the challenging conditions on the high street and the
continued rise of online retail. The four examples below illustrate this trend, although for
Toys R Us the CVA did not ultimately prove sufficient to save the business.

Toys R Us (UK)

Toys R Us was a retailer, founded in 1948, whose main business was the sale of toys. Its
global retail presence included stores in over 30 countries, including more than 100 stores in
the United Kingdom. On 18 September 2018, Toys “R” Us, Inc, the parent company of the
group, and certain of its American and Canadian subsidiaries, filed for Chapter 11.

The group had a highly leveraged capital structure following its buyout in 2005 with
reported debt service costs of approximately US$400 million a year.”®> The group sought
to restructure a portion of its debt maturing in 2019 to achieve a maturity extension and
a greater level of liquidity through the Christmas trading period. On 6 September 2018,

68  ibid., pp. 7-8.

69 Following certain changes to claimable expense rules, a large number of connected personal service
companies have entered liquidation. As these liquidations were driven by rule changes, excluding these
companies from the data gives a more accurate picture of the underlying trends in the economy.

70  Again, excluding the personal services companies from the data in order to show the underlying trends.

71 Insolvency Service, ‘Insolvency Statistics — January to March 2018’, 27 April 2018.

72 DPractical Law, “What's Market — Company Administrations Trends Report’ 2017 and Q1 2018. This report
breaks out the sectors slightly differently: constructions and industrials are grouped together.

73 Bloomberg, ‘How Toys ‘R’ Us Collapsed So Quickly’, 19 September 2017.
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the story of a potential Chapter 11 filing leaked, which made suppliers hesitant to provide
products, with almost 40 per cent of suppliers reportedly requiring immediate payment for
goods.”

The group’s UK business also struggled with competition from online retailers and
the impact of tight margins given the cost of its stores. Accordingly, Toys R Us UK sought
to reduce its store rental costs using a CVA announced on 4 December 2017. The proposed
CVA would have included the closure of at least 26 stores, likely to be the larger loss-making
warehouse outlets.

Toys R Us sought the approval of the CVA by the Pension Protection Fund (PPF)
(which held more than 20 per cent of creditor votes). Early reports suggested that the PPF
was not supportive of the CVA. However, following discussions between the PPF and the
company, and an agreement that reportedly included a 10-year commitment to reduce the
business’ pension deficit and the provision of security and guarantees,” the PPF voted for the
CVA, which achieved 98 per cent support overall.”

However, the UK business experienced a poor Christmas trading period, which resulted
in cash flow concerns, including a £15 million VAT bill. This led the company to seck offers
for its UK operations. Hilco Capital, the acquirer of HMV, was reported as a potential buyer
through the use of a pre-pack administration.”” A rescue sale did not, however, materialise
and the business entered administration on 28 February 2018 with partners of Moorfields
Advisory Limited being appointed as Joint Administrators for Toys “R” Us Limited and
Toys “R” Us Holdings Limited. The Joint Administrators announced that the stores would
continue to trade and that the remaining inventory would be sold as they conducted an
orderly wind-down of the business.”® The administrators closed stores throughout spring
2018, with the last stores ceasing to trade in April 2018.7

Jamie’s Italian

Jamie’s Italian was established in 2008. Jamic’s Italian restaurants operate under the
well-recognised Jamie Oliver brand, and are priced towards the upper end of the high street
chain Italian restaurants.

A number of factors affected the performance of the business, including a legacy of
underinvestment in certain older restaurants, investment in locations that proved to be
unsuitable for the product offering and commitment to sites with high occupancy costs. At
the same time, conditions in the ‘casual dining’ market have become increasingly challenging
in the UK: labour costs and business rates have risen, while consumer spending power and
confidence have decreased. Recent rapid expansion in the sector means that it is particularly
competitive, leaving businesses little scope to pass on increased costs to consumers. These
difficulties have also affected a number of other restaurants in the same mid-market sphere,
such as the burger restaurant chain Byron and the Italian restaurant chain Prezzo.

To help it manage the challenges it is facing, Jamie’s Italian Limited proposed a CVA
with its creditors, with a key aim of placing its lease portfolio on a more sustainable footing.

74 ibid.

75 Sky News, “Toys R Us close to winning PPF backing to avert risk of collapse’, 21 December 2017.

76 Sky News, ‘Toys R Us rescue deal is saved by pension settlement’, 21 December 2017.

77 Sky News, ‘Taxman takes ailing Toys R Us to the brink with £15m VAT demand’, 16 February 2018.
78 Moorfields Advisory announcement, 28 February 2018.

79 Financial Times, “Toys R Us to shut final UK stores by end of April’, 12 April 2018.
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Its landlords were split into four bands, based on the profitability of the sites. Under the
proposals, the business would continue to pay full rent at the top sites, but on a monthly
rather than a quarterly basis. Landlords in the second group would have their rent reduced
by 30 per cent. Landlords in the third group would have their rent reduced by 75 per cent
until May, whereafter the business intended to close the sites, because of poor profitability.
The final group comprised landlords who did not receive any payments under the proposal as
the sites were not being used for trading.*® The proposal was approved by 97.44 per cent by
value of all creditors on 9 February 2018.*!

Mothercare plc

Mothercare plc is a UK-listed retailer specialising in clothes and general merchandise for
children and expectant parents. Its business has been affected by the changing shopping
habits of its customers, who are increasingly shopping online rather than in high-street
outlets, as well as by other unfavourable conditions in the retail industry, such as the rising
costs of labour and business rates.

In order to put the business on a more sustainable footing, two of Mothercare’s
subsidiaries entered into CVAs. Mothercare also revised its committed debt facilities and
entered into new shareholder loans and a new debtor backed facility.

The companies that entered into CVAs were Mothercare UK Limited and Early
Learning Centre Limited. The aim of the CVA proposals was to restructure Mothercare’s
property portfolio, creating cost savings, and removing legacy loss-making stores. These
companies’ property leases were divided into four categories, each of which received different
treatment under the CVA proposals: the first group comprised sites where the rent was not
reduced, but would be paid on a monthly instead of a quarterly basis; the second, sites that
were underperforming and where the rent was reduced by 50 per cent; the third, sites that
were underperforming, where the company is able to exit the sites by 1 June 2019, with the
rent reduced to 30 per cent for the interim period, and the final group, sites where the relevant
lease had expired but there were outstanding dilapidations liabilities. Here the dilapidations
liabilities were compromised in exchange for 5 per cent of the final monthly rent of the
relevant lease. The CVA proposals also compromised certain intra-group balances.® The
completion of Mothercare UK Limited’s CVA proposals was a condition to some elements
of the refinancing.

Another group company, Childrens World Limited, also proposed a CVA, but it failed
to gain approval by a narrow margin: 73.3 per cent voted in favour, just short of the requisite
majority of 75 per cent. On 9 July 2018, Mothercare announced that Childrens World was
being placed into administration.*

Following the restructuring, it is anticipated that 19 stores will remain open but benefit
from rent reductions, 58 stores will remain open on substantially unchanged terms and rents
and that, by June 2019, a total of 60 stores will have been closed.

80 The Telegraph, Jamie’s Italian confirms closures and rent cuts as part of rescue deal’, 9 February 2018.
81 Chairman’s report on the Meetings of the Company and Creditors, 12 February 2018.

82  Mothercare RNS release, 17 May 2018.

83 Mothercare RNS release, 9 July 2018.

84  ibid.
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As part of the refinancing plan, Mothercare is, at the time of writing, conducting an
equity capital raising to raise approximately £32.5 million in gross proceeds.®

New Look

New Look is a ‘fast-fashion’ brand with 593 stores in the UK and 302 stores across Europe,
China and Asia. New Look has suffered from a challenging trading performance in a difficult
retail environment, which has again been affected by factors such as online competition and
weaker consumer confidence.

In order to reduce New Look’s rental cost base and to restore long-term profitability,
New Look launched a CVA on 7 March 2018 in order to deliver cost savings by compromising
leases.® Under the CVA proposal, 60 UK stores were identified for potential closure, along
with six sites that were sublet to third parties, and 393 stores benefited from reduced rent
(ranging between 15 per cent and 55 per cent) and revised lease terms.®”

The CVA proposal involved a requirement to make employees redundant at the stores
identified for potential closure, and a maximum of 980 employees (out of a UK staff base
of 15,300) were expected to be affected. However, New Look indicated that efforts would
be made to redeploy employees within the business where possible.® On 21 March 2018,
98 per cent of New LooK’s creditors voted in favour of the CVA proposals.®

ii ~ Carillion

Carillion plc was a construction services and facilities management business. A large part of its
work was as a supplier to the UK public sector, including 450 contracts with the government
across a range of sectors such as healthcare and infrastructure.”® Carillion entered compulsory
liquidation in January 2018, along with 26 other companies in the group.”® The official
receiver is acting as liquidator, and PwC has been appointed as special manager. Special
managers are persons appointed by the court to provide assistance, support and expertise to
an office holder such as the official receiver.

The liquidation followed a series of announcements by Carillion concerning its financial
stability. Beginning on 10 July 2017, the company announced that a review of the group’s
contracts had produced an expected contract provision of £845 million. This announcement
indicated that there had been a deterioration in cash flows from construction contracts, and
a working capital outflow because of the higher than normal completion of construction
contracts without replacement. On 29 September 2017, Carillion released its 2017 half-year
results; this established a total provision®® in relation to its contracts of £1.045 billion, a
goodwill impairment charge of £134 million in respect of UK and Canadian construction
businesses, and an average net debt of £694 million.

Between its half-year results and its eventual liquidation, Carillion sought to enact
a number of measures in an effort to improve its working capital and reduce its net debrt,

85 ibid.

86 New Look press release, 7 March 2018.

87 New Look press release, 21 March 2018.

88 New Look press release, 7 March 2018.

89 New Look press release, 21 March 2018.

90 House of Commons Briefing Paper Number 8,206, 14 March 2018.
91 ibid.

92 Essentially a liability or impairment.
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including the proposed sale of its UK healthcare facilities management business, the sale of

the economic interest in the group’s Omani business, Carillion Alawi, and a suspension of

dividends.

During this period, Carillion continued to negotiate for a further £140 million of
committed credit facilities, initially announcing on 29 September 2017 that a term sheet
had been agreed with five lenders. On 24 October 2017, the company confirmed that two
committed facilities for an aggregate £140 million had been signed. These facilities were
available to be drawn immediately, and comprised a £40 million secured facility maturing in
April 2018 and a £100 million unsecured facility maturing in January 2019. The company
also agreed new committed bonding facilities, the deferral of PPN repayments and certain
pension contributions. In aggregate these provided for an increase in committed headroom
of between £170 million and £190 million. The company also continued to win new
contracts throughout this period. These included contracts with key stakeholders; such as the
government, which awarded a £1.4 billion railway contract to a joint venture partnership, in
which Carillion was a member.

In its 29 September 2017 interim results announcement, Carillion indicated that it
expected to be compliant with its end-of-year financial covenants. However, in November
2017 the company announced that it expected certain contract claim recoveries and business
disposals to slip beyond 31 December 2017, which, when combined with lower than
expected margin improvements across UK service contracts and a number of other factors,
would mean that profits for the full year would be materially lower than current market
expectations. The board, therefore, expected that the company’s financial covenants tested at
31 December 2017 would be breached. The company sought to defer the covenant testing
date to 30 April 2018, by which time it expected to be implementing a recapitalisation plan.
Consent to such deferral was received, and became effective, on 22 December 2017.

Carillion continued to negotiate with its stakeholders, including a presentation of its
business plan on 10 January 2018. As of 12 January 2018, the company expected that an
agreement might be reached involving a capital raise and a debt-for-equity swap. Discussions
continued with key financial and other stakeholders, including the government, in which the
company sought short-term financial support to enable it to continue to trade. These efforts
were ultimately unsuccessful, and so the board decided to enter compulsory liquidation on
15 January 2018.

Because of the nature and scale of Carillion’s work within the UK, its financial
deterioration and ultimate insolvency has received significant media and political scrutiny.
The aftermath has so far included a parliamentary inquiry and four regulatory body
investigations, including:

a the Financial Reporting Council, the regulator responsible for auditors, accountants
and actuaries, which has opened an investigation into the audit of Carillion plc’s
financial statements;

4 the Financial Conduct Authority, the regulator responsible for financial services firms

and financial markets, which is investigating the timeliness and content of certain

announcements made by Carillion before its insolvency;

the Insolvency Service; and

d the Pensions Regulator.

S
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As yet, it is too early to predict the level of recovery, if any, for Carillion’s creditors; however,
it is clear, as reported by the special managers, that there is unlikely to be any return for
Carillion shareholders.

iii ~Lehman Brothers International (Europe)

In the Lehman Brothers International (Europe) (LBIE)”® administration, the surplus of

monies available for distribution after payment of ordinary unsecured claims has given rise to

a number of novel and difficult legal questions about entitlement and order of priority, which

have been examined in the Wazerfall cases.

LBIE entered into an agreement with certain key creditors on 22 December 2017,
which provided that settlement of the Waterfall proceedings, payment of the statutory interest
and payment of the subordinated debt would be effected through a scheme of arrangement.
Scheme creditors were those with provable claims, subject to certain limited exceptions. The
scheme creditors were divided into four classes, all of which voted in favour, and the scheme
became effective on 20 June 2018. The scheme resolves the following outstanding issues” in
the administration:

a  on 24 October 2017, the Court of Appeal upheld the decisions of the High Court
on all issues appealed in relation to the Waterfall II A and Waterfall II B proceedings.
The Waterfall II A proceedings dealt with a number of issues in relation to creditors’
entitlement to interest on their debts for the period after the commencement of
administration (under Rule 2.88 IR 1986), including in relation to currency conversion
claims, and the Waterfall II B proceedings considered the construction and effect of
certain post-administration contracts, specifically claim resolution agreements and
claim determination deeds. As a result of the Waterfall I Supreme Court judgment,
all issues in the Warerfall II B proceedings have fallen away. Certain issues in relation
to Waterfall II A were still outstanding, with various parties to the proceedings seeking
permission to appeal the issues. The scheme renders further appeals unnecessary;

6 the Waterfall II C proceedings considered points including the interpretation of a
number of provisions in the 1992 and 2002 ISDA Master Agreements concerning
default interest on sums due following the close-out of transactions. Judgment was
handed down by the High Court in October 2016, and certain aspects of the decision
were appealed. The scheme provides for a settlement of the outstanding issues, rendering
it unnecessary for the appeal to continue;

c the administrators applied to court on 28 November 2017 for direction from the High
Court as to whether they should comply with the request of a subordinated creditor who
was seekinga creditors’ decision to cause the termination of the administration and to start
a liquidation. Moving into liquidation was in the interests of the subordinated creditor
as, following the Supreme Courts finding in the Warerfall I proceedings that unpaid
statutory interest arising from the administration could not be claimed in a subsequent
liquidation, if LBIE had entered into liquidation before paying post-administration

93 LBIE, a company of unlimited liability, was the Lehman group’s main European broker-dealer and
provided investment banking services on a global basis. It filed for administration on 15 September 2008.

94 Explanatory statement in relation to a scheme of arrangement between LBIE and its scheme creditors,
circulated on 14 May 2018 and updated on 31 May 2018.
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interest, the funds that would have been used to pay post-administration interest would
instead have fallen to be paid to the subordinated creditor. Post-administration interest
will be paid under the scheme, so these proceedings will no longer be necessary; and

d  in September 2017, a subordinated creditor launched a challenge against the decision
of the administrators to admit a proof for an agreed amount, the largest admitted claim
in the administration. The scheme will render these proceedings unnecessary.

Following the scheme, the administrators announced on 2 July 2018 that LBIE could pay
all statutory interest entitlements in full. The scheme does not end the administration, as it
did not resolve all outstanding issues. For instance, litigation is still ongoing to determine
whether statutory interest is ‘yearly interest’ for the purposes of the Income Tax Act 2007,
and, therefore, whether LBIE is subject to an obligation to withhold amounts representing
UK income tax from payments of statutory interest that it makes to creditors.

One issue that was resolved separately, and before, the scheme is the Wazerfall 111
application. The administrators applied to court on 25 April 2016 secking guidance as to the
scope of any contribution claims LBIE may make against its members and related issues. This
ultimately led to a commercial settlement, which became effective on 6 September 2017, and
the Waterfall III proceedings were dismissed on 20 December 2017.

IV ANCILLARY INSOLVENCY PROCEEDINGS

Balehshiyeva v. Sberbank of Russia & Ors”

In June 2017, the High Court heard an application brought by the foreign representative of
OJSC International Bank of Azerbaijan (IBA), the largest commercial bank in Azerbaijan,
for an order recognising the restructuring proceedings IBA had entered into under Azeri law
as a foreign main proceeding under the CBIR. The court was satisfied that the criteria for
recognition were met. Under the CBIR, an automatic stay arises when recognition is granted.
The court used its discretion to substitute a wider moratorium, very similar to that under
an English administration, as has become common practice in this jurisdiction when the
foreign procedure is a restructuring procedure rather than a liquidating one. The moratorium
prevented creditors from commencing or continuing any action against IBA or its property
without the permission of the court.

IBA proposed a restructuring plan pursuant to the restructuring proceedings, which
received the requisite approvals and was consequently binding on all creditors as a matter
of Azeri law, including those who did not vote, and those who voted against the plan. Two
non-participating creditors, whose claims against the bank arose out of instruments governed
by English law, argued that the plan did not bind them, relying on the case law derived
principle of English law known as the ‘rule in Gibbs’, which provides that an English law
governed debt cannot be discharged by a foreign insolvency proceeding, and asserting that
they retained their rights to enforce their English law claims, subject only to the moratorium
granted under the CBIR.

The Azeri procedure was due to come to a close at the end of January 2018, at which
point the moratorium would expire. The foreign representative, therefore, made another

95 [2018] EWHC 59 (Ch), 18 January 2016. For the original recognition application, see OJSC International
Bank of Azerbaijan, Re [2017] EWHC 2075 (Ch), and the decision to lift the moratorium in part, [2018]
EWHC 792 (Ch).
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application to the court, secking to extend the moratorium indefinitely, to prevent the
creditors destabilising the plan by enforcing against IBA’s assets once the moratorium fell
away.

This application brought into sharp focus the tension between the rule in Gibbs and
the concept of modified universalism. In essence, the court needed to decide whether it had
the power to grant a permanent moratorium to prevent a creditor enforcing English law
contractual rights in a way than ran contrary to the terms of a foreign insolvency proceeding
that was binding on all creditors under the relevant foreign law. The court found that it
did not have such jurisdiction under the CBIR, because that relief, though procedural in
form, would have in all likelihood had the effect of determining the substantive rights of
the creditors in question. The court did not have jurisdiction to grant what was in effect
substantive discharge or variation of an English law right by the expedient of procedural relief
that, as a practical matter, would conform the rights of English creditors with the rights they
would have had under the relevant foreign law.

Permission to appeal was granted, and, in a subsequent hearing, the court decided to
lift the moratorium in part. The decision to lift the moratorium followed on naturally from
the court’s decision that it could not extend it, but lifting it fully ahead of the appeal risked
rendering the appeal pointless. As at the time of writing, the appeal has not yet been heard.

V  TRENDS

i EU referendum and political uncertainty

As discussed in Section L., the British public voted to leave the EU on 23 June 2016, and
on 29 March 2017 the Prime Minister, Theresa May, gave formal notice of the United
Kingdom’s intention to withdraw, triggering the two-year period for negotiating the terms
on which the UK will leave. Negotiations on a withdrawal agreement® are continuing. If
implemented, it will cover matters such as citizens’ rights, the financial settlement between
the UK and the EU, and arrangements for the transition period (see further Section V.iv for
the transitional provisions relating to restructuring and insolvency). It is currently envisaged
that the withdrawal agreement will enter into force on 30 March 2019, and that the transition
period will run from that date until 31 December 2020. It is intended that the withdrawal
agreement will refer to a political declaration setting out an overall understanding of the
framework for the future relationship between the UK and the EU, but the withdrawal
agreement itself will not govern that relationship, and it is highly unlikely that the details
will be agreed before the UK leaves. As at the time of writing, the nature of the relationship
has not yet been agreed. On 6 July 2018, following a Cabinet summit, the government
announced that it intended to seek a ‘soft’ Brexit deal, under which a UK-EU free trade
area for goods and agricultural products would be created, underpinned by a treaty in which
the UK committed to adopt new EU rules for goods. Services would be treated separately
and would not be as closely aligned. The borders between the UK and the EU would be
treated as a combined customs territory, and the UK would charge EU tariffs on goods
destined for the EU, but remain free to apply domestic tariffs for goods remaining in the UK.
The arrangement would leave the UK free to seek separate trade agreements with non-EU

96 Draft Agreement on the withdrawal of the United Kingdom of Great Britain and Northern Ireland from
the European Union and the European Atomic Energy Community, published 19 March 2018, joint
progress statement from the negotiators dated 19 June 2018.
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countries. At the time of writing, detailed negotiations with the EU on the proposal are yet
to begin, and it remains to be seen whether the outlines of this deal will prove acceptable. At
the same time, there is still significant disagreement domestically, even within the governing
Conservative Party. The announcement of the deal prompted the resignation of the Secretary
of State for Exiting the European Union (informally known as the Brexit Secretary) and
the Foreign Secretary, and further resignations have followed. It is possible that continuing
disagreements among Conservative MPs could lead to the proposals being revised, or even
destabilise the government and result in a leadership challenge and, potentially, an early
general election. The uncertainty surrounding the process is, therefore, likely to continue for
some time to come.

ii  Insolvency activity

It is very difficult to predict the extent to which the uncertainty generated by the Brexit
negotiations will affect the markets over the coming year. Although the economy has
proved more resilient than some commentators feared, growth remains sluggish, and there
are various indications that consumer confidence remains low, which may increase the
pressure on consumer-facing sectors. As the end of the negotiation period approaches, the
markets will remain focused on the shape of the future relationship between the UK and
the EU, and greater turbulence may follow if market participants regard the developing
deal as unfavourable, or if an orderly exit looks unlikely. In recent weeks, businesses have
increased pressure on the government to make progress on negotiations or risk losing jobs
and investment.

For the time being, however, the debt markets remain liquid and terms for borrowers
generally advantageous, although financing costs have risen over the past year. If the
uncertainty generated by Brexit does not lead to a general economic slowdown, it is likely
that sector specific factors rather than overall market conditions will drive restructurings
over the coming year, with some consumer-facing sectors likely to continue to come under
increasing pressure.

As illustrated in Section ILi, restaurants are facing particularly challenging conditions.
The sector grew rapidly in recent years, and the pressures of increased competition are
now being exacerbated by weakening consumer demand. At the same time, input costs are
increasing, with sterling depreciation driving up the prices of imported ingredients and the
national living wage (an obligatory minimum wage introduced in 2016 and anticipated to
rise faster than its predecessor, the minimum wage) driving up labour costs. The competitive
environment makes it difficult for businesses to pass on these increased costs to consumers,
so profit margins are likely to continue to fall.

Similar pressures are also affecting the retail sector, which is likely to remain under
strain if consumers continue to rein in their spending. At the same time, online sales continue
to erode the market share of the traditional high street retailers, and chains with large lease
portfolios that have failed to adapt their business models are likely find that they are not well
placed to weather current market conditions.

The construction and facilities management sector also remains under scrutiny,
particularly after the collapse of construction and outsourcing business Carillion (see further
Section IILii). Declining housebuilding is also increasing pressure on the sector, while Brexit
uncertainty has led to some projects being delayed or cancelled, and may be making some
firms reluctant to make significant investment decisions. Sterling depreciation has led to rising
input costs on imported materials, putting pressure on margins. Parts of the construction
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industry rely heavily on outsourcing, a business model that may drive down margins, further
exacerbating the challenges the sector faces. There has also been a decline in the number of
real property transactions, which is likely to have an impact on estate agency businesses.

The shipping sector continues to show some signs of stress on account of overcapacity,
and further restructurings may follow. The problems in the oil and gas sectors have abated
to some extent as the oil price has stabilised, and the trend away from restructuring towards
consolidation and M&A activity is likely to continue. However, some commentators believe
that the decline in offshore exploration capex requirements is structural, but that the market
has not yet adjusted, and that assuming demand does not return and absorb the excess
capacity, further restructurings could follow in the sub-sectors affected.

Depending how negotiations progtess, parts of UK industry, such as the automobile
sector, that are particularly vulnerable to a Brexit model that leads to trade tariffs and border
delays, may also come under increasing pressure, which could lead to delays in investment
decisions and, potentially, relocations; this in turn could have a knock-on effect on the
supply chain.

iii  Practical trends and legislative developments

As discussed in Section I1Li, a significant number of high street retailers and restaurant chains
are using CVAs to restructure, in particular to agree more favourable terms and conditions
for their lease portfolios and to address legacy portfolios that are unsustainable under current
market conditions. This is a trend that is likely to continue, as the pressures in these sectors
show no signs of abating. However, as CVAs have grown more popular in these sectors, the
treatment of landlords has come under increasing scrutiny, and it is possible that we will see
more vocal and robust opposition to proposals from landlord groups over the coming year.

Corporate groups with a cross-border presence continue to stress-test a range of
restructuring options across the jurisdictions they operate in before deciding how to proceed.
Companies with a mixture of English and US law-governed debt in their capital structures
continue to weigh up the advantages and disadvantages of US Chapter 11 proceedings and
English schemes of arrangement. In general, companies with mixed capital structures may
potentially lean more towards Chapter 11 if they need to undergo a significant operational
restructuring, particularly in light of the protections available for directors. However, schemes
remain a go-to option for financial restructurings, including those involving both English
and US law-governed debt.

Schemes of arrangement also remain a popular restructuring tool within Europe.
Although there has been more interest in the reformed restructuring regimes in certain other
European countries such as Spain, this has not yet translated into serious competition for the
UK scheme. In the long term, we may see more restructurings taking place in their home’
jurisdictions, particularly if further EU Member States introduce more effective restructuring
procedures into their regimes and/or Brexit makes recognition more complicated in some
jurisdictions, and a corresponding decrease in the use of schemes by foreign companies
(particularly where complex engineering is required to bring the company within the
jurisdiction of the English courts). However, in the short term, we do not expect the reformed
regimes to pose a significant challenge to the scheme’s popularity as it will be some time
before they are entrenched (or, in the case of new procedures, designed and legislated for)
and any teething problems and ambiguities addressed, and, in the interim, many creditors
are likely to prefer the tried and tested appeal of the established scheme, in the absence of
significant pull factors.
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iv. The future of cross-border restructuring and insolvency

As discussed in Section Li, the domestic insolvency regime is largely unaffected by EU
legislation, and we would not expect significant legal changes to be required when the UK
leaves the EU. However, the framework of mutual recognition of proceedings and judgments
provided by the ECIR is very significant for insolvencies and restructurings with an EU
cross-border element. EU legislation also provides a framework for the recognition of bank
resolutions and insolvency proceedings.

The existing framework remains in place during the two-year negotiating period in the
run up to Brexit. The latest draft of the withdrawal agreement” anticipates that the ECIR
and the Judgments Regulation will cease to apply at the end of the transition period. During
the transition period, the ECIR will apply to insolvency proceedings provided that the main
proceedings were opened before the end of the transition period, the Judgments Regulation
will apply to the recognition and enforcement of judgments given in legal proceedings
instituted before the end of the transition period, and the provisions of the Judgments
Regulation regarding jurisdiction will apply to legal proceedings instituted before the end of
the transition period. However, the withdrawal agreement, and the nature of the exit itself,
are still the subject of intense negotiation.

The government may at some stage seek to agree a permanent alternative framework
for the recognition of insolvency proceedings and judgments, either with individual EU
Member States or with the EU as a whole. If an alternative framework is not agreed, domestic
law would be applied to determine whether the UK courts could take jurisdiction over a
company seeking to make use of an English procedure, and the likelihood of that procedure
being recognised in other Member States would need to be determined jurisdiction by
jurisdiction. As described in Section Lvii, other bases for bilateral recognition do exist,
such as the UNCITRAL Model Law on Cross-Border Insolvency, though not many EU
Member States have implemented legislation based on the Model Law. The need to approach
each jurisdiction on a case-by-case basis would certainly add complexity to cross-border
restructurings, but might also allow the English courts to take a more flexible approach when
deciding whether they could take jurisdiction; this ability is one of the aspects of the scheme
of arrangement procedure that makes it an attractive restructuring tool.

The direct impact on the scheme of arrangement procedure itself is likely to be less
significant. As discussed in Sections Liii and vii, schemes fall outside the ambit of the ECIR,
and English law is used to determine jurisdiction. However, it has not been decided whether
schemes fall within the Judgments Regulation. If alternative arrangements are put in place
that closely replicate this regulation, the ambiguity is likely to continue. If not, it would fall
away once the transition period ends. On the one hand, one route to recognition would
have been removed, and recognition and enforcement would need to be considered on a
jurisdiction-by-jurisdiction basis; on the other hand, concerns that the regulation might limit
the English courts’ jurisdiction to sanction schemes in certain circumstances would also fall
away (although they would still need to be satisfied that the scheme would be recognised by
some other route in the relevant EU jurisdictions). The government has also indicated that it
wants to continue to participate in the Lugano Convention after the UK leaves the EU. The
Lugano regime is the predecessor to the Judgments Regulation (although it is not identical

97 Draft Agreement on the withdrawal of the United Kingdom of Great Britain and Northern Ireland from
the European Union and the European Atomic Energy Community, published 19 March 2018, joint
progress statement from the negotiators dated 19 June 2018.
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and does not incorporate the revisions that have been made to the original Judgments
Regulation), and may provide an alternative route for scheme recognition in the absence of
the Judgments Regulation. However, unless the UK becomes a member of EFTA (in which
case there is a simplified accession procedure), accession would require the approval of all
contracting parties, including the EU.

At present, uncertainties about jurisdiction and recognition do not appear to be
affecting the popularity of the UK as a restructuring destination, although it is possible
that this could change closer to the end of the transition period if it looks unlikely that a
replacement framework will be put in place. It is still too early to say whether leaving the EU
will have an adverse effect on the restructuring and insolvency market in this jurisdiction in
the long term. If the UK does not continue to participate in the ECIR framework, or agree
a similar replacement framework, cross-border procedures that were previously within its
scope will increase in complexity, which might affect their attractiveness in a cross-border
context. On the other hand, schemes of arrangement are extremely popular despite the need
to consider recognition and jurisdiction on a case-by-case basis, and it is possible that if the
English courts’ jurisdiction in other proceedings is unfettered, they might in fact increase in
popularity in certain circumstances.

v Legislative developments

The government is considering various options for reform of the domestic insolvency
framework. Some of the suggestions are quite significant, and if enacted could represent
the most significant changes to the domestic insolvency framework since the Enterprise
Act 2002. However, it remains to be seen whether legislation will follow from the various
consultations and review exercises that are under way.

Consultation on the corporate insolvency and restructuring regime

In May 2016, the government published a consultation seeking views on whether the UK’s

corporate insolvency and restructuring regime needed updating in light of international

principles developed by the World Bank and UNCITRAL, recent large corporate failures and
an increasing European focus on providing businesses with the tools to facilitate company
rescue. The consultation focused on four proposals:

a introducing a restructuring moratorium for distressed businesses to benefit from
protection against legal action while considering their options for rescue;

b widening the scope of existing legislation that places restrictions on the termination
of contracts for essential supplies, with appropriate safeguards for suppliers, to assist
distressed businesses;

¢ introducing a new restructuring procedure, with the ability to bind creditors to a
restructuring plan (including provision for cross-class cramdown), to increase the
options available to rescue businesses; and

d increasing the availability of rescue finance.

The consultation closed some time ago, and it still remains to be seen whether legislative
proposals will follow. In March 2018, the government indicated that it was continuing to
engage with various parties on the issues raised in response to the consultation, and that it
would set out its planned course of action later this year.
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Pre-pack scrutiny

As discussed in Section Liii, in November 2015, a ‘pre-pack pool” of experienced business
people was established to scrutinise pre-packaged administration sales involving connected
parties. This flowed from a government commissioned review into pre-pack sales, which
concluded that although in general pre-packs can be an effective restructuring tool, measures
could be taken to improve transparency in deals involving connected parties.

Connected party purchasers are now encouraged, on a voluntary basis, to submit an
outline of the proposed deal to the pool for review, along with supporting documentation.
The process is intended to be quick and cost-eflicient: the pool member offers one of three
opinions on the proposed sale, and does not comment further (that the case for the pre-pack
is not unreasonable; that the case for a pre-pack is not unreasonable but there are minor
limitations in the evidence provided; or that the case for the pre-pack is not made).

In its latest annual report,”® the pre-pack pool noted that the rate of referrals fell from
one in four eligible cases in 2015-2016 to closer to one in 10 in 2017. The government has
indicated that it is undertaking an assessment of the impact of the pool (along with the other
recommendations contained in the original review, which the market was encouraged to adopt
on a voluntary basis), with a view to deciding whether to exercise certain ‘reserve powers’ to
pass measures to regulate administration pre-pack sales involving connected parties. These
powers (which were included in the Small Business, Enterprise and Employment Act 2015)
expire in May 2020. It is possible that the low rate of referrals might prompt the government
to introduce further reforms — for instance making the pool referral process mandatory, but
equally it could decide that formal measures are not required.

Consultation on insolvency and corporate governance

The government has also launched a consultation on ways in which formal and informal

measures might be used to reduce the risk of major company failures occurring through

shortcomings of governance or stewardship. The consultation, which appears to have been

prompted by some recent high-profile corporate insolvencies, sought views on a number of

proposals, including:

a  holding directors of a parent company accountable following the sale of an insolvent
subsidiary, if the interests of creditors have been harmed and the harm was foreseeable;

4 introducing new powers to allow insolvency office holders to reverse transactions that

unfairly strip value from a company in the approach to insolvency;

extending existing investigatory powers to directors of dissolved companies; and

S

d  strengthening corporate governance in pre-insolvency situations.

The consultation closed in June 2018.

98 Pre-pack Pool Annual Review 2017, May 2018.
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