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ENCOURAGING COMPANY RESCUE – A CONSULTATION (JUNE 2009)

RESPONSE OF INSOLVENCY LAWYERS' ASSOCIATION

1. INTRODUCTION

1.1 This response to the Insolvency Service consultation entitled 'Encouraging Company Rescue' has
been prepared on behalf of the Insolvency Lawyers' Association (the ILA) by its Technical
Committee (the Committee). The views set out in this response do not necessarily reflect the views
of all the members of the ILA or all the members of the Committee, but reflects the broad consensus
of opinion of the Committee.

1.2 The ILA provides a forum for over 300 full-time and associate members practising insolvency law
and the membership comprises a broad representation of regional and City solicitors, barristers and
academics. The Committee is responsible for identifying and reporting to members on key
developments in case-law and legislative reform in the insolvency marketplace.1 The Committee
welcomes the opportunity to provide comments on the proposals outlined in the Consultation.

2. GENERAL COMMENTS

2.1 Proper consideration of reform to the UK insolvency regime with the intention of ensuring the
regime is world class and fit for purpose is to be commended. Yet, the proposed reform comes at a
difficult time in the economic cycle. Implementation of legislative changes are likely to prove too
late to assist in company rescues during the current recession. Moreover, the proposed measures
will, with their significant impact on secured creditors, cause much uncertainty at a time when rescue
packages and restructurings require corporates, financiers and their advisers to share a degree of
certainty to as outcomes.

2.2 In broad terms the UK insolvency regime is operating with few significant doubts as to its fitness for
purpose. The doubts that exist are not uniformly held among our members. Indeed, the resort to UK
(mainly English) procedures by European businesses in difficulty in recent times has been a ringing
endorsement of its utility (eg. D-Nick), or its scope for improved creditor outcomes than is available
under domestic procedures (MG Rover, Parkside Group).

2.3 The Consultation raises, but neither addresses nor invites address of, the broader debate between
business rescue and company rescue. The value lies in the business, but supporting existing
management at the helm of distressed businesses which might prosper under different stewardship or
in better capitalised hands, ought not to be a guiding principle. We consider that effective salvage of
the business is as laudable an aim of the insolvency regime as is a rescue of the corporate entity
which owns the underlying business. What recent mid-market experience demonstrates is that,
where (until less than 18 months ago) credit was relatively easily available, the distressed business
and its problems were refinanced, rather than fixed, so that the impact on those business when credit-
driven fixes evaporate has been much more damaging.

1
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2.4 The Consultation does not outline how the reforms impacting on the rights of secured creditors
would be introduced. If the changes are not to have retrospective effect so as to apply to existing
security (as we assume) and grandfathering provisions (such as adopted in the Enterprise Act 2002)
are adopted, then any reform is unlikely to have an impact for some time as lenders seek to preserve
existing security for as long as possible. For those deals where it is necessary for new security to be
taken immediately, there will be the inevitable uncertainty for stakeholders as they assess their new
rights (and consequential bargaining positions) under the proposals.

2.5 The purpose of the Consultation is said to "look at enhancements to the legislation, to facilitate
company rescues in order that the maximum economic value is rescued from companies that get into
difficulties". In particular, the Consultation notes that the "Insolvency Service would wish to see a
greater use being made of Company Voluntary Arrangements (CVA) procedures". In adopting this
focus, the Consultation fails to address a scheme of arrangement under s 899 of the Companies Act
2006, and the vital role it plays within corporate rescues. Schemes have generally been used more
frequently than CVAs in implementing medium to large-sized corporate restructurings. Some
reasons for this include: (i) a scheme is sufficiently flexible to deal with both shareholders and, more
critically, secured creditors (in contrast to CVAs which have been used predominantly to reschedule
or compromise unsecured debts); (ii) class and jurisdiction issues are addressed early in the scheme
process which can minimise costs and time delay; and (iii) an affected party who has objections to
the scheme is given an opportunity to be heard (and be dealt with) before the scheme becomes
effective (Cf. appeal period of the CVA). The absence of schemes from the discussion on
insolvency reform is thus a missed opportunity for a fully joined-up consideration of the UK
insolvency regime and its facilitation of company rescues. It is all the more surprising having regard
to the frustration expressed in paragraphs 400 to 427 of the Report of the Review Committee under
the chairmanship of Sir Kenneth Cork (1982: Cmnd. 8558) that a general overhaul of schemes had
been left out of the terms of reference of that committee. Their use as a restructuring tool having
become so central to market practice since 1982, it is difficult to justify leaving them out of account
in 2009.

2.6 The proposed reforms comprises, in part, a pick-and-mix of elements borrowed from foreign
insolvency systems which are very different to our own. If these reforms were to be adopted, it must
only be after a careful examination of the UK insolvency law in its entirety. A holistic approach to
reform would start with a full analysis of the existing position under UK law and an assessment of
whether legislative change was required. For example, we have some concerns that the proposed
reforms on super-priority funding and security understate the rights which are currently available
under UK law to institutions who provide post-administration funding. Moreover the straight-
forward adoption of certain US bankruptcy concepts may not produce the desired results under UK
law given the very different systems and lending culture.

2.7 It is hopeful that the Consultation produces some valuable 'blue-sky thinking' from the industry of
the issues which need to be addressed in our insolvency law and how best to tackle them. The
withdrawal of credit insurance by insurers (which has had significant consequences for the retail
sector in the current recession) and the ability of counterparties to terminate significant commercial
contracts when a company is in financial difficulties are two areas which may be worthy of
investigation for reform. The introduction of a "real-time", online central register for administration
and CVA applications or filings is also an area which we would like to see addressed. The absence
of such a facility is a source of frustration for many affected by actual or imminent steps which
affect creditor rights, and any extension of protections for companies in difficulty needs to be
accompanied by accessible information for those whose rights are curtailed to provide that
protection.
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2.8 One further possibility for deliberation is the ability of a company to obtain a moratorium outside of
an administration, without being tied to the necessity of implementing a CVA or scheme. We
consider the development of this concept could be a significant and beneficial step. Many medium
to large-sized companies continue to negotiate restructuring arrangements with their stakeholders
outside of administration, rather than risk impairing value which they perceive will result from using
the administration process. Such arrangements may be implemented consensually, and will not
necessarily result in the use of a scheme or CVA. Companies such as this could benefit from a short,
court-sanctioned moratorium during which negotiations can take place. Suitable protections for
creditors would need to be addressed, as would any concerns from creditors of the risk of potential
exploitation by directors.

3. PROPOSAL A - EXTENSION OF SMALL COMPANY MORATORIUM

3.1 The view of the Committee is that the extension of the small company moratorium is unlikely to
benefit medium and large-sized companies. Reasons for this include:

(a) The period proposed under Proposal A excludes the critical period of negotiation by a
company with its stakeholders prior to the filing of the CVA proposal;

(b) The period of the proposed moratorium (28 days, extendable up to 2 months) is regarded as
being too short to implement the more complex restructurings associated with medium to
large-sized companies; and

(c) If the same exceptions to small company moratorium were to apply (as suggested in
paragraph 42 of the Consultation), a company which, at the date of filing, had incurred a
liability in excess of £10m or more would be excluded. Hence the scope of Proposal A
would have a relatively small remit of extending the moratorium to companies which exceed
the qualifications for a 'small company' to those companies with liabilities of less than £10m.

3.2 The Committee considers the extension of the small company moratorium is unlikely to assist
greatly in encouraging the use of the CVA procedure in rescues for medium to large-sized
companies. As mentioned above, in cases involving large or complex capital restructurings, a
scheme is more often deployed than a CVA so as to compromise the rights of secured creditors or
shareholders. Prior to the introduction of a general right of distribution in administration, CVAs
were commonly used as a collective distribution mechanism by administrators (who already has the
benefit of the moratorium in administration) (e.g. TXU). In more recent years, there have been
CVAs proposed which seek to compromise the claims of categories of unsecured creditors such as
landlords (JJB Sports, Focus DIY) and pension scheme trustees (Dana, Pittards). The introduction
of a moratorium alone will not make the CVA a more attractive option, because the ability to modify
the rights of shareholders and secured creditors is often key to any rescue of a medium to large-sized
company.

3.3 Furthermore, in circumstances where the small company moratorium is sought, there are onerous
obligations placed on the insolvency practitioner acting as nominee. He is required to confirm to the
court that the CVA proposal has a reasonable prospect of being approved and implemented, and that
the company is likely to have sufficient funds available to it to trade through the moratorium, and
withdraw his consent to act at any time where he considers those confirmations are no longer correct.
In order to comply with these obligations, the nominee must regularly monitor the business in which
management remain in control or risk personal liability on a challenge by the company or a creditor.
Such onerous obligations can mean that the nominee role is an unattractive proposition for many
insolvency practitioners who fear difficulties in obtaining the company information in order to
discharge their duties. We note that Proposal A (and Proposal B) does not anticipate any change to
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the obligations placed on nominees. In larger, more complex restructurings, the ability to predict the
funding needs of the business and the likelihood of creditor support for the CVA over time will
prove more difficult. Accordingly, we would expect these obligations to continue to deter
insolvency practitioners from taking nominee appointments in difficult cases.

3.4 Presently, a CVA proposal cannot be approved which affects the rights of secured creditors or
preferential creditors. Assuming this was to remain the position under Proposal A, secured creditors
would be unaffected by the CVA proposal but prevented from enforcing during the moratorium.
Some thought would need to be given as to whether secured creditors should be given voting rights
on the CVA proposal2, or the opportunity to apply to the court where there was a risk that the value
of any security could be impaired during the moratorium.

3.5 Given that the management remain in possession of the company during a CVA, it may be
appropriate for the directors to give notice to any Qualifying Floating Charge Holder prior to filing
for a CVA moratorium in the same fashion as in administration. Notice would provide a QFCH with
the opportunity to appoint an administrator or influence the choice of nominee.

4. PROPOSAL B – COURT SANCTIONED MORATORIUM

4.1 We understand the advantage of Proposal B is that companies could seek the benefit of a moratorium
at an earlier stage than under Proposal A (i.e. before the directors are able to satisfy the requirements
for filing under Schedule A1 to the Insolvency Act 1986). This would offer companies some
protection during the period of negotiating the proposal with its stakeholders.

4.2 However, negotiations with stakeholders on the CVA proposal would need to be sufficiently
progressed in order to enable an insolvency practitioner to give his view that there was a "reasonable
prospect of the CVA being approved by creditors". As for the existing small company moratorium,
the obligations imposed on insolvency practitioners who act as nominee will deter practitioners from
taking up appointments.

4.3 The Consultation provides that the moratorium period of up to three months will be granted in
circumstances where the court was satisfied that creditors' interests were adequately protected. We
assume the reference to "adequate protection" is a reference to the expression as used in the US
Bankruptcy Code where we understand there is a body of case-law which over time has provided
clarity as to its meaning. The concept of "adequate protection" otherwise appears at Article 21 of the
Cross-Border Insolvency Regulations 2006 in a much wider context whenever the UK courts
consider the grant of discretionary relief. It is thus important that proper consideration is given to
the definition and its meaning in the new proposals, so as to assist the UK courts in their
interpretation of the provisions. Moreover, the issue of how to value a company when it is in
financial difficulties is one which is the subject of current debate in the UK (although assisted by the
recent decision in IMO Car Wash). We anticipate this issue would need to be addressed in order to
determine whether any secured creditor was "adequately protected", and would welcome further
legislative clarification on the issue.

4.4 We would reiterate here the comments made on Proposal A above that the rights of secured creditors
in a CVA would need to be re-addressed to ensure their support for the CVA process.

2 Currently secured creditors may only vote on a CVA proposal where there is a shortfall in its security.



BK: 12130632.1 Page 5

5. PROPOSAL C – SUPER-PRIORITY FINANCE IN ADMINISTRATION

5.1 It is proposed in the Consultation that finance costs properly incurred in rescue should rank ahead of
other administration expenses. Presently, post-administration borrowings may rank as a liability
under Schedule B1, paragraph 99(4) if, as is usually the position, the liability arises under a contract
entered into by the administrator. We understand there is a view that the borrowings rank under
r 2.67(1)(a) of the Insolvency Rules as an expense properly incurred by the administrator in
performing his or her functions. In both scenarios, the borrowings will rank above the liabilities of
floating charge holders, preferential creditors and most categories of expense claim. The difference
is that if the liability falls within paragraph 99(4), it ranks equally with other paragraph 99(4)
liabilities (including any liabilities under a contract of employment within the scope of paragraph
99(5)), as opposed to being subordinate to paragraph 99(4) liabilities as a r 2.67(1)(a) expense.

5.2 Elevating all post-administration borrowings to the priority of paragraph 99(4) liabilities would
clarify the position for lenders, but as administration expenses (including the administrators'
remuneration) are able to be discharged in full in most administrations, we would expect the impact
of the change to be negligible.

5.3 Consideration should be given to extending statutory priority to those providing credit, especially
trade credit in the twilight period immediately prior to a filing, as well as credit taken in a
moratorium period (eg. s 503 US Bankruptcy Code, Chapter 11). In addition to benefitting those
suppliers who provide credit, it would alleviate the anxiety faced by directors as to wrongful trading,
and might postpone the withdrawal of credit insurance to the suppliers to businesses in difficulties
(see our comments at 2.7 above).

6. PROPOSAL D – ABILITY TO CREATE NEW CHARGES IN ADMINISTRATION

6.1 Post-administration borrowings which fall within the scope of paragraph 99(4) currently enjoy the
benefit of a statutory lien over property of which the administrator has custody or control by virtue
of Schedule B1, paragraph 99(4)(a).3 Such lien ranks above any existing floating charge security,
preferential creditors and expense claims. To the extent that the proposals in the Consultation would
enable the administrator to secure post-administration borrowings through the grant of new security
ranking above these liabilities, the proposals are consistent with the existing position. The proposals
would be beneficial in that lenders may prefer to receive contractual security rather than rely upon a
statutory lien. Furthermore, the provisions would expressly address the issue of any negative pledge
provisions which might otherwise prevent the grant of the new security.

6.2 The proposals in the Consultation go further in that an administrator may seek to grant new fixed
security ranking ahead of, or equal to, existing fixed charges. The protection offered to secured
creditors is that the administrator must be satisfied that the interests of existing fixed charge holders
are "adequately protected", and that his or her decision will be subject to a right of appeal to court.

6.3 The ability to demote an existing fixed charge holder is a serious erosion of proprietary rights which
could have a wide-ranging impact on lenders' willingness to provide finance and the terms on which
they will do so. Furthermore, if the provisions were to apply to existing security, it is conceivable
that human rights issues may arise in relation to the deprivation of property rights. We recall that
similar considerations caused the introduction of the prescribed part in (what is now) s 176A of the
Insolvency Act 1986 to apply only to security created after the coming into force of the relevant

3 If the post-administration borrowings fall within r 2.67(1)(a) of the Insolvency Rules, they enjoy a similar statutory lien by virtue of
Schedule B1, paragraph 99(3)(a).
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provisions of the Enterprise Act 2002 – for fear of depriving existing security holders of their
property rights by carving the prescribed part out of their security. We have also raised concerns
above on the adoption of the expression "adequate protection" and the need for certainty around such
expression at the time of introduction of any legislative change. The rights proposed to be conferred
by Proposal D are too significant for the insolvency market to "wait and see" how the courts may
interpret the expression within the context of UK insolvency law.

7. PROPOSAL E – ABILITY TO CREATE NEW CHARGES IN CVA

7.1 Where a CVA is proposed outside of administration, there is no statutory priority awarded to
borrowings undertaken by the company who proposes a CVA. Hence, the company must grant
security or provide in the terms of the approved CVA for the borrowings to rank ahead of expenses
and unsecured creditors. It is however not possible for the CVA to provide for such borrowings to
rank above the liabilities of an existing fixed or floating charge holder without their consent: s 4(3)
Insolvency Act.

7.2 Proposal E offers the opportunity for a company which is considering a CVA to obtain new
borrowings, conditional upon the CVA proposal being agreed by creditors, and for the borrowings to
be secured by new charges. In this way, Proposal E contemplates an interference with the
proprietary rights of floating charge holders, as well as fixed charge holders, such that the interests
of floating charge holders would also need to be protected. As the proposal suggests a significant
departure from the current position (where the rights of secured creditors to enforce their security are
protected), it may be more appropriate to entirely re-evaluate the role of secured creditors within the
context of a CVA. Simply offering secured creditors a right to appeal to court to object to the grant
of any new security would seem inadequate.

8. PROPOSAL F – CESSATION OF ASSET BACKED LENDING

We read Proposal F as relating to factoring or invoice discounting arrangements so as to exclude
from such arrangements any receivables which arise after the commencement of administration (or
approval of a CVA). We do not propose to make any detailed comment on this proposal. However,
since the 1986 Act and indeed since the Enterprise Act 2002 reforms, the growth of asset backed
lending as a source of working capital cannot be ignored. The proposal may disproportionately
affect the cost of financing in the SME sector than in larger business structures, and there is a need
for empirical evidence as to the impact of legislative interference with the existing arrangements
offered by ABLs.

ILA Technical Committee
7 September 2009


