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“Virtually” in Sorrento: Autumn Dreams of Insolvency

Introduction
The Academic Forum annual event took place in the form of a Webinar on 30 September 2020. With nigh on 80 participants joining online, the event kicked off with an introduction and explanation of Zoom protocol by Professor Tomáš Richter (IEAF Chair; Charles University Prague). Condign appreciation was given to the sponsorship by Edwin Coe LLP, which has supported Academic Forum events in the past few years. Outlining the difficult choice of the Management Board from many worthy entrants, Professor Richter underlined the excellence of the 2 papers to be presented, both reflecting research-in-progress.

Thus, the technical programme focused on two major themes, the first by Professors Horst Eidenmüller and Kristin van Zwieten (Oxford) on creditor cooperation duties in out-of-court restructurings/workouts in pandemic times and beyond, while the second by Lydia Tsioli (King’s College London), looked at models and filtering mechanisms in international insolvency texts from the US Chapter 11 to the European Union Preventive Restructuring Directive (PRD) relating to the notion of a “viability assessment”. Both the presentations showed that there is still some way to go before businesses in distress can benefit from the same advantages whether they are located in the EU or more globally.
Creditor Cooperation Duties: The Strategy

Professor van Zwieten began by outlining the project, intended to study the possible role of creditor cooperation duties in stabilising corporate workouts, which is still in its early stages. Thus the presentation constituted some preliminary views on the aims of the project, which seeks to understand two things: whether creditors are subject to any duties to cooperate and, if so, what are the scope and extent of any such duties and, second, even if no such duties existed, would it be socially desirable to impose them.
The point was made that workouts were particularly important as Covid-19 causes particular difficulties for businesses through loss of revenue and operational capacity. An increase of global insolvencies of 35% in 2021 is widely estimated. As a result, finding a solution has been regarded as imperative, though a number of possibilities have presented themselves for consideration and use.
Options, Options…

Of the options canvassed, the first is to do nothing especially and to leave ordinary insolvency law to apply. The second is to promote bail-outs, i.e. state funded support for struggling businesses, while the third is to cure defaults by requiring debt-forgiveness or bail-ins as desirable. In fact, a recent paper by the authors together with Professor Sussman (Oxford Business School) has suggested that, based on a paradigm case, bail-outs and bail-ins are both desirable to “stop the clock” on stresses businesses face, such as, inter alia, continuing rents and employment costs.
In relation to the first option, the view can be taken that pre-pandemic procedures do not adequately deal with financial distress in a lockdown period because debtors are unable to generate revenue to meet restructuring costs. These costs might not be suitably supported if visited on all debtors in this situation. Anticipating what might happen post-crisis is difficult: trading post-lockdown might be similar in shape in that demand could be depressed with costs high, so restructurings would still be necessary. But it could also be very different.

Thus far, in relation to the other options, full bail-ins or bail-outs have not been seen. There have been, however, partial solutions, such as preventing proceedings from being initiated, the imposition of moratoria, the encouragement of write-downs etc. Some bail-outs in the shape of, inter alia, soft loans have also been forthcoming, but not in any comprehensive fashion. Also, the availability of these measures does not prevent future restructurings from being likely or necessary. A final question in all this is the one of when to restructure, which could be early or late, depending on the position of business. In all outcomes, though, tailored procedures could be a solution.

Regulating Workout Conditions: The Case

Taking the relay, Professor Eidenmüller posited the assumption that corporate workouts are more effective because of lower costs: thus, there is a greater case for out-of-court restructurings. Nonetheless, there is a major “free rider” problem: if everyone does it, workouts will collapse. This is a well-known dynamic of the process, but to which no solutions have thus far been found. Contractual and informal workout principles do not seem to address the issue. There could be legal impediments as well making impermissible approaches such as collective action clauses, though, of course, legislation could address the issue.
In relation to soft-law approaches traditionally seen, the London Approach has led the way and the INSOL Principles are often seen in practice. However, soft-law rules like these have become dysfunctional. In particular, the London Approach worked because of pressure from the Bank of England. This is no longer the case, especially within the international creditor community. Claims trading further adds to problem: a fluctuating creditor body is difficult to deal with.

As such, should the law step in? The imposition of a creditor cooperation duty could replicate the contours of a hypothetical inter-creditor agreement (a transaction at zero cost, as Ronald Coase would have had it). There would, however, be a need to apply normative principles, such as fairness, proportionality or good faith. Although it is notable that creditors might cooperate without any coercion, where a workout is necessary and feasible, a duty encapsulating these principles might be useful. The bar for imposition on the creditors would need to be high, so as to avoid natural self-interest.
Critically, a key concern is when any such duties would need to be triggered. Options include reference to the likelihood of insolvency (an objective test) or even when the debtor or creditors raise the need to reschedule (a subjective test). A subjective test appears to be easy to ascertain, it would ensure privacy by avoiding publicity and would demonstrate the need for steps to be taken by referring to specific information only available to the parties. In the authors’ view, it would also be a good fit with wrongful trading regimes, which normally require that trading would need to stop or steps be taken to avoid insolvency (e.g. by initiating workout negotiations). The same approach could be taken with any cooperation duty.

Addressing the issue of whether there are any legal bases for such a duty, the project has found thus far that there is typically no doctrinal basis in the case-law of major jurisdictions (the American, British and German positions being similar). Routes that could be considered (if deemed useful) might include the interpretation of any existing duties (owed to the debtor perhaps) to include a good faith element, the extension of negligence principles to include a duty to other creditors or the invocation of partnership law (which would be a bold move), the rationale being that creditors inter se could be regarded as being in a fiduciary relationship akin to partners.
Responding to the debate on possible legal bases, Professor van Zwieten emitted the pessimistic view that the UK position would not permit any of the options outlined. Implied duties to perform in good faith are doubtful as capable of extending to creditors inter se. A pure economic loss limitation in negligence would also close off most such claims. Equally, partnership law would not just attract duties, but obligations, which may be onerous and particularly limitative of contractual freedom. It would also be difficult to incrementally develop such a duty to cooperate in the case-law, thus the only option would be statutory intervention.

A Few Final Thoughts
In closing, Professor Eidenmüller also referred to the conflict of laws issue which also arises in the context of workouts, notably the issue of what is the applicable law in multi-creditor scenarios. One suggestion is to refer to the centre of restructuring efforts, aligned to a COMI-type test. However, one danger of imposing a creditor cooperation duty is acknowledged: if the duty is too elaborate, satellite litigation will arise with creditor challenges. This could kill off the cost-effectiveness of workouts. However, the goal is ultimately to restrict extreme opportunistic behaviour. 
As a solution, “gentle” regulation might be necessary: no over-egging of the statute, perhaps leaving it to judges to develop limits to any duties. Preventing distress being turned into a greater problem by “debt-gamblers” would be a key objective and the emphasis must be placed on assistance to promote cooperation between the creditors and the debtor to achieve a successful voluntary restructuring. The first session then closed with the statement that “in these extraordinary times”, where the pandemic still continues to cause financial distress for firms on an unprecedented scale, “we need extraordinarily creative legal thinking”.
The Viability of “Viability Assessments”
Lydia Tsioli opened her presentation on the viability assessment frameworks in the US Chapter 11 and EU PRD with definitions of the difference between financial viability (on the issue of solvency) and economic viability (the contrast between going concern and liquidation values). In this light, the optimal scope of any restructuring framework in being open to solvent and insolvent debtors is whether and when the assessment of viability is made, whether at the point of entry or sometime during the process. If the latter were chosen, a greater burden of proof might be required, so as not to derail legitimate restructuring attempts. Nonetheless, a problem arises in that different frameworks have possibly different assessors of viability, often IPs and/or creditors (the PRD approximates to the latter position) and, as a result, the assessments can be made at different times.
In the international texts studied, there are differences in the structure and timing of assessments. In the US Chapter 11, these include when an application to dismiss or convert the case is made (by reference to the reasons or cause for any such challenge, such as an absence of reasonable likelihood of rehabilitation) and when relief from a stay is requested (i.e. removing protection for restructuring and the push to liquidation can be treated as a view on prospective financial liability). In the presenter’s view, these are litmus tests or filtering mechanisms removing unviable debtors and consigning them to more appropriate procedures, such as liquidation.
The PRD is noticeably different in its approach, notably in Article 7(3), where member states can stipulate that debtors whose debts fall due and cannot be paid during a restructuring move into liquidation. However, the question is which debts would count for this purpose. The presenter suggests that reference could be made to moratorium debt as well as pre-moratorium debt that does not benefit from a moratorium, both of which are indicators of economic distress, potentially reflective of ongoing operating needs, losses and viability. Moreover, in Article 6(9), the provision on benchmarking the enforcement of a moratorium by the possibility of unfair prejudice to creditors suggests that unequal or differential treatment could include harm to creditors as a whole. This could include the possibility of financial harm, if reorganisation value falls to below liquidation value, ruling out viability.

The presenter admits more research is necessary to identify an optimal approach for the PRD. However, a future for rescues across Europe could only result from a closer reflection on the notion of viability, especially on a comparative basis. This would enable suggestions to be put forward for better interpretation of the concept and/or potential reform of the provisions in the PRD in order to achieve a more effective filtering of viable companies from non-viable ones.
Envoi
Vigorous questioning followed the presentations with a high level of participation by the audience. In conclusion, Professor Richter thanked the speakers for their though-provoking and timely presentations and also expressed the hope that the occasion of the conference scheduled for Dublin in 2021 would permit participants to gather in person for a fuller programme.
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