A Model for Europe? The German StaRUG Legislation

The INSOL Europe Academic Forum 2021 Winter Lecture on the subject of ‘StaRUG: The New German Restructuring Law’ took place online on 1 December 2021. Sponsored by Edwin Coe LLP and facilitated by Tomáš Richter (JŠK, Prague; Chair, INSOL Europe Academic Forum), the lecture was given by Professor Christoph Thole (University of Cologne).

According to Professor Thole, the new legislation entered into force on 1 January 2021 with the introduction of pre-insolvency proceedings based on the likelihood of insolvency with a restructuring plan outcome allowing for a cram-down of minority creditors together with a further procedure similar to the French conciliation. The pre-insolvency process is a completely new tool insofar as cram-down is now available, compared to previous practice in the form of amicable agreements. The legislation takes a toolbox approach allowing for different instruments (plan confirmation, early examination, stay of enforcement and execution, in-court voting procedure etc.), albeit absent the possibility for contract/lease termination.
Change has also been made to the organisation of courts dealing with restructuring with the introduction of 24 specialised restructuring courts, compared to the roughly 190 insolvency courts currently in existence. The scope of the new legislation addresses itself to debtors as sole legal entities as well as within group structures. The German legislator has also introduced a jurisdiction requirement based on the German interpretation of COMI while facilitating cross-border (European) recognition of judgments.

Professor Thole placed emphasis on the new documentation required regarding the analysis of company value, financial blueprints or stage of negotiations with a focus on viable entities (prompting counter-measures should the viability of the company be threatened). The traditional duty to file for insolvency has been replaced in the new system by a duty to inform the court (bearing in mind the link to director’s liability). Further duties have also been introduced to focus on the interests of the general body of creditors.

One question remains as to whether the traditional tests of insolvency (over-indebtedness/balance sheet insolvency) remain applicable, thus requiring that notice of intention to file for court protection be filed within six weeks. Nonetheless, overall,
the procedure offers flexibility in terms of voting (a quick process via electronic means) with the possibility at the end to involve courts as required. As for professional involvement, courts will appoint practitioners (on a mandatory or voluntary basis where there is the possibility of proposing a particular appointment), and will also oversee remuneration so as to keep the costs of proceedings down.

In respect of plan contents and voting, creditors are marshalled into groups (except employees and sundry claims). The new legislation takes into account secured creditors, intra-group security right holders and any interference with shareholders’ rights. While there is no general contract termination, plans may however allow for various adjustments (e.g., performance covenants). With regard to majorities required, the principle is that 75% of affected creditor rights in each class must approve. This explains why composition of classes is crucial in practice (as the law does not refer to head count). There is also the possibility of a cram-down in line with the application of the absolute priority rule.
On the moratorium (‘stabilisation order’), the new law offers a stay of execution and/or enforcement of rights over movable assets with the debtor being granted the right to use movables (but not to sell them except with creditor consent). The duration of any stay can be up to 3 months, except as agreed by the court (up to 8 months according to certain criteria). There is also a ban on ipso facto clauses and a stay on termination rights under certain conditions.

A further obligation added by the law states that there is no duty to advance fresh money without security. However, in respect of safe harbour provisions, there is no fresh money privilege and no super-priority, albeit the plan and its effects can be protected, in particular from transaction avoidance claims. Nonetheless, there is no certainty on how far this protection can go in practice and, indeed, Professor Thole adds that there is no clear view yet on the number of cases, as they are confidential (although he estimates approximately 15 cases have been commenced under the new legislation since January 2021, though precise data will not be publicly ‘available’ before July 2022).
In summary, the new legislation has certainly had a real impact on the conduct of out-of-court negotiations with creditors. The main features of the new legislation: a closer look at imminent insolvency, the creation of creditor classes, a rather generous approach with respect to amending covenants, what will be considered as the best scenario for the best interest of creditors test, the application of cross-class cram-down, the debtor’s duties to inform, the content of stabilisation orders and no termination of lis pendens despite an inability to pay, etc. all combine to create a system seemingly more favourable to the debtor.

Critically, however, the availability of fresh money and the procedural opposition of creditors who may contest the application of the cram-down mechanism or claim damages caused by the execution of the plan (outside of the procedure) are factors that may impede the success of the new procedure.
In closing his presentation and as a general assessment, Professor Thole welcomed the new legislation, in particular with regard to the needs of financial restructurings and larger companies, despite the remaining uncertainties. However, DIP insolvency proceedings still remain available as a further alternative. Of note too is that the failure of a StaRUG restructuring offers no further chance to file for a similar procedure, albeit the debtor has the option to keep the same court as competent to deal with any further insolvency proceedings.

After a vigorous Q&A session, in winding up the event, Tomáš Richter thanked the speaker and participants and looked forward to the main Academic Forum Conference taking place next March in Dublin.
NB. Presentation slides, a link to the lecture recording and a transcript of the Q&A session will be published shortly on the INSOL Europe website.
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