Seminar on Corporate Insolvency – EA Evaluation and Future Development (12/02/08)

1) Notes from Steven Law, Ensors – An Insolvency Practitioner’s view

Presentation based on his experience of working in the SME (small and medium enterprises) sector.

First of all talked about his current experience of working with the legislation and what he feels can be done to encourage more rescues.

Problem with the appointment process in administrations. Namely the time delay between serving the Notice of Intention to appoint on the QFC holder and obtaining their consent. The maximum 5 days leaves the company in limbo, with the administrator having no standing. Suggests giving the IP greater authority during this period, something akin to making the IP an interim manager for the period following serving of the notice of intention to appoint (Form 2.8b) and for which he/she should be paid from the Administration. This way, the IP can act on behalf of the company, maintaining contracts, and keeping suppliers on board.

Another issue to deal with are any risks with trading and the financing of such trading. An administrator may be called upon to personally guarantee any new overdraft facility and this may stifle any chance of a rescue if an administrator is unwilling to do this. His suggestion is for some sort of friendly ‘debtor in possession’ finance, where the administrator can borrow to trade and secure this against any free assets of the company, including future book debts.

Another problem is the threat of determination of contracts and persuading customers that the company is going to be around to complete their contracts. 

He believes that a company in administration is deserving of greater protection than is currently the case, if companies and their businesses are to be rescued.

He believes that the main focus for improvement in corporate insolvency should be on the CVA. There are so many obstacles facing a company in a CVA, that the directors need some legislative changes to make them more attractive. 

For example, some trade bodies won’t accredit firms if they are in a CVA. Some financiers won’t extend terms of credit to a company in a CVA, making it difficult to make the best use of what cashflow a company has.

He also commented on what impact the public advertising of a CVA at Companies House has on the ability of a company to attract new business. He argues that the competitive playing field is not level with not only the fact of a CVA being lodged, but also the Chairman’s report and annual report and receipts and payments accounts. For what is often sold as a private arrangement between the company and its creditors, there is a lot of information being shown in public. He would like to see this changed.

Gateway

He believes that administration should be a gateway procedure. Administration will often provide a better outcome than liquidation because of the ability to deal with assets and have them protected at an earlier stage. Assets can be lost during the hiatus period prior to liquidation (e.g. due to distraint, distress), therefore better to have the assets protected by the administration moratorium. Administration also provides the flexibility to deal with employee issues and ROT at an earlier time.

He therefore advocates that all corporate insolvency, with the exception of compulsory liquidations should first go through the administration gateway. He does not believe this will result in much more additional costs.

Review Administrations

Review the retention of the primary objective. Perhaps business rescue rather than company rescue would be a more viable objective.

Have the option of IP as interim manager during the interim moratorium period.

To assist trading, there should be DIP finance easily available on favourable terms and secured against the free assets. Perhaps from the Bank of England!

It should be unlawful for third parties to determine a contract. The Administrator should have the right to continue to trade without a contact being pulled, e.g., under a franchise agreement without the franchisor pulling the agreement.

It might be helpful to permit the Administrator to disclaim onerous contracts, as in liquidation.

Review CVAs

If we are serious about rescuing companies, we need to be more serious about CVAs. Perhaps as a starting point, we should change the name – Corporate Restructuring Scheme.

We must outlaw discrimination in dealings with a company in CVA, such as with trade bodies, financiers, etc.

Would be helpful to continue the moratorium post administration, for example to protect property leases.

Also strongly in favour of reducing public exposure by limiting the amount of information in the public domain. Perhaps, instead of any record at Co’s House, the status could be notified to the FSA, so that a party with a prospective financial interest could be made aware.

Review CDDA

Merit in saying no conduct report for directors just taking their company into a CVA via an administration, given that the direct CVA route requires no report.

How about an automatic term of 2 years disqualification for all directors who preside over a deficit of more than 10 times share capital. Something like that may achieve some good. Such a policy might also encourage directors to consult earlier about the company’s problems.

2) Notes from Professor David Burdette, Nottingham Trent University – An academic’s view

Rescue culture as the main aim of the EA – has it failed in its objectives? Perhaps still a bit too soon to evaluate the full impact of the EA regarding its stated aims.

Are the findings of the evaluation report symptomatic of lacunae in the insolvency legislation as a whole?

If the EA has not achieved its main objective of corporate rescue, can it be tweaked to achieve this aim?

Some possible thoughts in this regard:

A way of removing companies from administration sooner if they are to end up in liquidation anyway.

A mechanism to engineer some form of plan, similar to a CVA, within the administration procedure.

Shorter time frames within which to achieve the main aim of the EA with an appropriate sanction should this not be the case.

Distribution in administration in all cases instead of a conversion to CVL.

Tax incentives for achieving Administration’s main aim (retaining businesses as operating entities may also offset the losses suffered by scrapping the Crown’s preference).

Find ways of improving (unsecured) creditor participation.

Structure costs differently in order to avoid the apparent abuse of Administration as a liquidation substitution.

Give administrators the same investigative powers as liquidators in all cases.

Some thoughts on pre-packaged Administrations:

Pre-packaged Administrations not necessarily a bad thing – let the market place determine what is best for all stakeholders.

However, participation by all creditors in some way or another should be achieved (unsecured creditors should not be forced into something where they will obtain no benefit).

Moratorium is probably why ‘pre-packaged’ deals are pushed through the administration route.

Mechanism to ensure that pre-packaged deals are for the benefit of all creditors.

Make pre-packaged deals subject to achieving the main aim of administration.

Difficult to legislate for every eventuality. Will end-up with carve-outs, special regimes for so many different entities, industries. The market will take different factors into account, and will be one step ahead. Need to legislate for the majority.

3) Notes from Jennifer Marshall, Allen & Overy – a legal practitioner’s view

Four key themes:

· Complexity in number of insolvency regimes

· Complexity of lending and capital structures leading to cram-downs and pre-packaged solutions

· Valuation issues

· International scope

The fear: carve-out complexity

We have the five corporate insolvency regimes, special administration regimes for different entities, and modified insolvency regimes/special rules for certain entities/undertakings.

At the last count, 22 regimes!

Alternative fear is perhaps a move towards a standard US type regime, similar to US Chapter 7 and 11.

The hope: UK insolvency regimes

Compulsory liquidation (for terminal cases)

Administration as “single gateway” procedure for rescues and/or distributions

Schemes of arrangement/CVAs (either with or without administration moratorium) where cram-down required.

Receivership or administrative receivership where an exception to the prohibition applies (until rating agencies accept administration).

Complexity of capital and lending structures

Consensual restructurings becoming more difficult due to:

Multiple layers of debt/equity

Other stakeholders (e.g. pension trustees) with greater leverage than before

Trading mentality of financial creditors

Impact of credit-default swaps

Over-emphasis on shareholder rights?

Likely to lead to use of formal insolvency procedures, e.g.

Sales through pre-packaged administrations/receiverships

Schemes of arrangement/CVAs

Leads to a fundamental question: How do you value the enterprise in such a procedure?

There are different ways to value a company, depending on the outcome of the procedure, i.e.liquidation/break-up, a rescue/enterprise, going-concern value.  Depending on which valuation method is used, can affect the rights and participation of the different classes of creditors. Perhaps a judge or independent arbiter should decide what valuation should be placed on a business, depending on the procedure proposed by the officeholder.

This way, the different parties to the restructuring will all have their rights/views considered and the value loss associated with a formal procedure may not occur.

International Scope

We are very unlikely to get common/similar insolvency laws around the globe, but with Model Laws such as the UNCITRAL Model Law, we should aim to get recognition of proceedings in different insolvency jurisdictions around the world. It is hoped that more countries will implement the UNCITRAL Model Law on Cross-Border insolvency.

With regard to the European Insolvency Regulation, it is hoped that the major questions about COMI and jurisdictional squabbles have been resolved, and the difficult choice of law questions are now considered.

There are still issues as to whether other jurisdictions recognise the out of court and qualifying floating charge-holder administration appointments as collective insolvency proceedings supervised by the court, under the EC Regulation.

To aid practitioners, creditors and other stakeholders in cross-border proceedings, we need to be able to search on-line for all insolvency proceedings in a particular jurisdiction.

A central database of Model Law/European Insolvency Regulation decisions would also be of great benefit.

4) General Points from Group Discussion

There was a general discussion about some of the points made by the speakers. In particular, the issue of contract termination was widely discussed, with strong opinions expressed as to whether one should obligate suppliers and/or customers to continue their relationship with a company in an insolvency scenario. The majority opinion was that third parties should be left to make decisions upon whether to continue in their relationship with a company based upon the commercial reality of the situation, even if this includes an insolvency scenario. However, there were opinions expressed that in certain situations, there should be stays of enforcement action on contractual termination provisions, in an insolvency scenario.

There was also a brief discussion on post insolvency lending/DIP financing. It was pointed out that there is provision in the legislation that would effectively afford post administration lending a super priority status where it is an expense of the administration. However, this provision does not appear to have been used with any great frequency with regard to DIP financing. 

The ideas and discussions that ensued will aid our thinking in any future development of corporate insolvency. The seminar was well received and our thanks go to the speakers and all those who attended.
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