PRATT’S JOURNAL OF
BANKRUPTCY AW

VOLUME 7 NUMBER 2 FEBRUARY/MARCH 2011

READY, WILLING AND ABLE, BUT PERHAPS NOT ALWAYS
ACCEPTABLE: UK SCHEMES OF ARRANGEMENT IN EUROPE
Alastair Goldrein 13



EDITOR-IN-CHIEF
Steven A. Meyerowitz

President, Meyerowitz Communications Inc.

Scott L. Baena
Bilzin Sumberg Baena Price &
Axelrod LLP

Leslie A. Berkoff
Moritt Hock Hamroff &
Horowitz LLP

Andrew P. Brozman
Clifford Chance US LLP

BOARD OF EDITORS

Mark G. Douglas
Jones Day

Timothy P. Duggan
Stark & Stark

Gregg M. Ficks
Coblentz, Patch, Duffy & Bass
LLP

William I. Kohn
Schiff Hardin LLP

Matthew W. Levin
Alston & Bird LLP

Alec P. Ostrow
Stevens & Lee P.C.

Deryck A. Palmer

Mark J. Friedman Cadwalader, Wickersham &
Kevin H. Buraks DLA Piper Rudnick Gray Cary Taft LLP
Portnoff Law Associates, Ltd. US LLP
N. Theodore Zink, Jr.
Peter S. Clark 11 Robin E. Keller Chadbourne & Parke LLP
Reed Smith LLP Lovells
Thomas W. Coffey

Tucker Ellis & West LLP

PRATT’S JOURNAL OF BANKRUPTCY LAW is published eight times a year by A.S. Pratt & Sons, 805 Fif-
teenth Street, NW., Third Floor, Washington, DC 20005-2207, Copyright © 2011 ALEX eSOLUTIONS, INC. All
rights reserved. No part of this journal may be reproduced in any form — by microfilm, xerography, or otherwise
— or incorporated into any information retrieval system without the written permission of the copyright owner.
Requests to reproduce material contained in this publication should be addressed to A.S. Pratt & Sons, 805 Fif-
teenth Street, NW., Third Floor, Washington, DC 20005-2207, fax: 703-528-1736. For permission to photocopy
or use material electronically from Pratts Journal of Bankruptcy Law, please access www.copyright.com or
contact the Copyright Clearance Center, Inc. (CCC), 222 Rosewood Drive, Danvers, MA 01923, 978-750-8400.
CCC is a not-for-profit organization that provides licenses and registration for a variety of users. For subscrip-
tion information and customer service, call 1-800-572-2797. Direct any editorial inquires and send any material
for publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc., 10 Crinkle Court,
Northport, NY 11768, SMeyerow(@optonline.net, 631-261-9476 (phone), 631-261-3847 (fax). Material for pub-
lication is welcomed — articles, decisions, or other items of interest to bankers, officers of financial institutions,
and their attorneys. This publication is designed to be accurate and authoritative, but neither the publisher nor the
authors are rendering legal, accounting, or other professional services in this publication. If legal or other expert
advice is desired, retain the services of an appropriate professional. The articles and columns reflect only the pres-
ent considerations and views of the authors and do not necessarily reflect those of the firms or organizations with
which they are affiliated, any of the former or present clients of the authors or their firms or organizations, or the
editors or publisher. POSTMASTER: Send address changes to Pratt’s Journal of Bankruptcy Law, A.S. Pratt &
Sons, 805 Fifteenth Street, NW., Third Floor, Washington, DC 20005-2207.

ISSN 1931-6992



Ready, Willing and Able, but Perhaps Not
Always Acceptable:
UK Schemes of Arrangement in Europe

ALASTAIR GOLDREIN

The author reviews recent decisions by a variety of European
courts involving schemes of arrangement under the English
Companies Act.

come an increasingly popular tool in large restructurings. Recently

the procedure has aroused the interest of some European companies
looking to restructure debt where creditor consent is not unanimous and
the local jurisdiction lacks an equivalent procedure.

S chemes of arrangement under the English Companies Act have be-

WHAT IS A SCHEME OF ARRANGEMENT?

A scheme of arrangement is a contractual arrangement entered into
between a company and its creditors (or class of creditors) and/or share-
holders pursuant to the Companies Act 2006.! Whilst the scheme is not a
formal insolvency procedure and is not subject to the supervision of an in-
solvency practitioner, it can be used in conjunction with other insolvency
procedures (e.g. administration), or otherwise on a standalone basis (and
outside the scope of insolvency).

Alastair Goldrein is an associate in the bankruptcy and financial restructuring
practice at Chadbourne & Parke’s London office. He is reachable at agoldrein@
chadbourne.com.
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Advantages

* Schemes are particularly useful in circumstances where there are a
large number of creditors and approval for a proposed restructuring
is overwhelming, albeit not uniform. Once the scheme has been ap-
proved by a majority in number representing three quarters in value
of the creditors (or class of creditors), it is binding irrespective of any
contractual restrictions (such as requirements in the loan document).?

e A scheme binds not only those known to be within the class, but also
unknown creditors who fall within the class.

* A scheme is also flexible; almost any type of compromise or arrange-
ment may be proposed.

Disadvantages

As discussed, a scheme requires the consent of the requisite majority
of each class of creditors affected by the scheme.

*  Defining the constituents of each class of creditor is an important (and
occasionally problematic) feature of the scheme procedure for which
responsibility falls to the applicant. A “class” has been defined as
constituting “those persons whose rights are not so dissimilar as to
make it impossible for them to consult together with a view to their
common interest.””* This process can become particularly complex in
highly leveraged structures with multiple classes of debt.

*  During the period before the scheme is finalised — usually between
six to eight weeks — in the event that a scheme is used as a standalone
procedure (rather than in conjunction with administration) there is no
moratorium in place and the company is vulnerable to enforcement ac-
tion by creditors, particularly when those creditors are located outside
the UK.

Procedure

A company, creditor or shareholder may petition the court to summon
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a meeting of creditors and/or shareholders to agree to a compromise or
arrangement (a scheme) between the company and its creditors/sharehold-
ers. Following the meeting(s), assuming the scheme has achieved the ap-
proval threshold, a second hearing is required to obtain the sanction of the
court.* Finally, a copy of the court order sanctioning the scheme must be
delivered to the Registrar of Companies.

SCHEMES AND OVERSEAS COMPANIES

In certain circumstances, an English scheme of arrangement can be
used by an overseas company which does not have a “centre of main inter-
est” (“COMI”) or even an “establishment” in England. An English court
may accept jurisdiction to sanction a scheme of arrangement in relation to
any company which is capable of being wound up under the Insolvency
Act 1986. The English courts will consider a scheme proposed in relation
to an overseas company where the company meets the criteria set out in
s.221 of the Insolvency Act 1986. This requires that:

a) there is a sufficient connection with England;

b) there must be a reasonable possibility of there being benefit to those
applying for the scheme to be sanctioned; and

¢) one or more persons interested in the distribution of the assets of the
company must be persons over whom the court can exercise a jurisdic-
tion.>

ACCEPTANCE AND IMPLEMENTATION OF SCHEMES IN
EUROPE

Whilst English legislation allows for overseas companies to make use
of schemes, issues have arisen in relation to enforcing the scheme once the
company has returned “home” to implement the order.

The EU Insolvency Regulation does not apply to schemes on the basis
that they do not constitute restructuring or insolvency measures within the
meaning of the Regulation (unless the scheme is part of an administration).
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Therefore recognition of a scheme by a non-English court would likely
fall under EC Regulation 44/2001, which deals generally with jurisdiction
and the recognition and enforcement of judgments in civil and commercial
matters between EU states.® Alternatively, private international laws may
recognise the validity of the effects of the scheme given that they are valid
under English law.

GERMANY: EQUITABLE LIFE

On 8 September 2009, the Higher Regional Court in Celle, Germany
declined to recognise a scheme sanctioned by the English High Court.”
The case involved Equitable Life, a life insurance company in the United
Kingdom and the world’s oldest mutual insurer, which was trying to re-
structure its policy portfolio including certain contracts it had entered into
through its German branch. The German claimant (and Equitable Life
policyholder) sued Equitable Life in Germany. The policy was governed
by German law and entitled the claimant to ‘guaranteed’ profits upon ma-
turity. The claimant and other policy holders now stood to receive de-
creased sums. The scheme that had been sanctioned in the UK had been
used as a means to settle claims which had been brought against Equitable
Life for breach of its pre-contractual duty of disclosure.

Despite arguments by Equitable Life that the claim in Germany was
barred by the scheme, the Higher Regional Court held (upholding the deci-
sion at first instance) as follows:

a) That the scheme was not recognisable as an insolvency or comparable
proceeding, in accordance with the Counsel Regulation No 1346/2000,
in so far as it related to policies subject to German law;® and

b) that the scheme was not a judgment pursuant to Articles 32 and 33 of
Council Regulation No 44/2001 in that it lacked the requisite char-
acteristics of a judgment which necessitated a potential or actual dis-
pute between the parties involved. Essentially, the court felt that the
sanctioning of the scheme did not resolve a litigious dispute between
the parties. Furthermore the German court was of the view that the re-
structuring plan was first and foremost controlled by the parties rather
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than the court whose role was confined to monitoring rather than mak-
ing decisions.’

As will be discussed below in relation to “La Seda,” the judgment
must be seen in context and it is unclear whether other cases may be re-
garded by the German courts as having greater merit in being recognised
as schemes.

NETHERLANDS: DAP HOLDING"

In 2005, the English High Court sanctioned schemes of arrangement
in respect of 17 Dutch insurers and one Dutch reinsurer, none of which
had their centre of main interest or an establishment in England and Wales.
The court was satisfied that the formalities in respect of the convening of
the creditors’ meetings had been complied with, that the requisite majori-
ties had been achieved, and that the schemes were fair. The only concern
was to ensure that it had jurisdiction to sanction the schemes. The judge
held that the court’s power to wind up foreign corporations went to the dis-
cretionary exercise of the power rather than to the existence of the power
itself and accordingly sanctioned the scheme on that basis. In addition, the
judge concluded that the relevant EU legislation did not affect the court’s
jurisdiction to sanction the scheme for these Dutch companies.

LUXEMBOURG: VITA GROUP

Vita, a Luxembourg-based manufacturer of petro-chemical based
products used in the home furnishing and auto sectors, operates worldwide
with 5,000 employees in 20 countries. In 2005 the company was pur-
chased by TPG Capital in a leveraged buyout with senior and mezzanine
financing.

In December 2008, Vita and TPG approached the senior and mez-
zanine lenders due to an anticipated breach of financial covenants and an
inability to meet year-end interest payments. In 2009 a restructuring was
implemented using an English scheme of arrangement. The Vita scheme
was completed very quickly with the initial hearing on March 27, 2009 and
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the sanctioning of the scheme on April 22, 2009. As a result of the restruc-
turing, debt in excess of €600 million was written down to approximately
€100 million in exchange for a 40 percent equity stake in the restructured
group and €95 million of new secured debt was provided by new money
lenders including TPG Capital which remains the largest shareholder with
control of the board. In particular, the entirety of the mezzanine debt was
exchanged for 2.5 percent of the equity and warrants, and a chance to par-
ticipate in the new money facilities.

SPAIN: LA SEDA DE BARCELONA SA (LA SEDA)"

La Seda, a leading manufacturer of packaging, recently completed a
successful restructuring of €610m syndicated debt when on 26 May 2010,
the English High Court sanctioned a scheme in relation to the liabilities of
the Spanish company.

Why did La Seda need to come to England to effect the restructuring?
By way of background, Spanish insolvency law does not currently allow
the “cramming down”'? of dissenting creditors outside the realm of a for-
mal insolvency procedure. Restructurings involving Spanish companies
have tended to be governed by Spanish law, and success (and frequently
the failure) has hinged upon the execution of amendment agreements to
the existing loan documentation. '

Whilst a significant majority of the lenders who voted at the creditor
meeting, voted in favour of the scheme, this would not have been suffi-
cient in Spain where there is no mechanism to “drag” the dissenting mi-
nority of lenders. Either the company would have required the unanimous
consent of its creditors to revise the loan documentation or it would have
had to enter formal insolvency in Spain, a drawn out and onerous process
carrying with it the stigma of bankruptcy, and the threat of liquidation.

As La Seda is a Spanish company, the English court had to establish
jurisdiction before it could order the meeting of creditors to vote on the
scheme. Although the judgment provides little detail on why the court
considered itself able to exercise jurisdiction, the issue of sufficient con-
nection was resolved swiftly by the judge. The basis for this conclusion
largely rested on the fact that the rights of the lenders concerned were
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subject to the jurisdiction of the English court and that many lenders were
actually based in the UK and therefore benefitted from the scheme. Ad-
ditionally, La Seda had subsidiaries and employees based in the UK.

Thus far, those creditors (who voted against the scheme) have not
sought to challenge it in the Spanish courts. Unlike in Equitable Life
where the relevant insurance policies were governed by German law, the
loan documentation in La Seda was governed by English law. There were
also public policy considerations in that without the scheme, the company
faced the prospect of arduous insolvency proceedings.

CONCLUSION

Until the decision in Equitable Life becomes settled law, it remains
unclear whether German courts can recognise an English scheme. It is
conceivable that, with a different factual matrix, and where for example,
the policies were governed by English law and the debtor was actually
insolvent, a German court might analyse matters rather differently. To a
degree this is a hollow consideration: schemes are generally favoured as a
means to avoid the stigma, duration and cost of insolvency proceedings.

Consequently, there remains some uncertainty as to whether certain
jurisdictions will follow Germany’s lead and deny recognition to schemes
sanctioned by the English courts. It seems likely that it will often be nec-
essary to prove to the satisfaction of a foreign court that creditors have
not been unfairly prejudiced by the scheme and have been granted equal
treatment, so as to avoid public policy concerns.

In any case, perhaps the success of La Seda offers a more realistic
indication of the success of scheme recognition going forward. It is not
difficult to understand how a German court, faced with a German national
holding a German-law-governed insurance policy, had concerns about the
ability of an English court varying the terms of that policy outside the
scope of insolvency. Similarly, it seems likely that a lender holding Eng-
lish-law-governed finance documentation would feel less confident about
challenging any variation of rights in the Spanish courts where the alterna-
tive might have been the liquidation of the company.

There are also practical steps that can be taken to mitigate the risk of
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a challenge. As has been mentioned above in relation to the restructuring
of the Vita Group, the lenders accepted an exchange of debt for equity as
part of the scheme arrangements. In the context of the securities confirma-
tion form, lenders could be required to agree to be bound by the contractual
terms of the scheme irrespective of whether they voted to approve its imple-
mentation in order to obtain their shares. It should also be emphasised that
many disgruntled lenders would likely be deterred from seeking to enforce
pre-scheme claims in local jurisdictions on account of the costs involved.

Whilst some uncertainty lingers on the recognition of English schemes
of Arrangement in Germany, the apparent success of the La Seda scheme
will continue to encourage European (and international?)'> companies to
consider using a scheme to effect a restructuring; at least until their local
jurisdiction legislates to provide a realistic alternative.

NOTES

' Ss 895-901.

2 This method is referred to as “cram-down.”

3 Sovereign Life Assurance Company v. Dodd [1892] 2 QB 573.

4 Whilst orders may be given by the court at the initial hearing giving parties
a limited period of time to vary or discharge the order, creditors who feel they
have been treated unfairly are able to raise objections at this final hearing.

5 Stocznia Gdanska SA v. Latreefers Inc (No. 2) [1998] EWHC 1203 (Comm)
applied in the context of schemes in Re Drax Holdings Limited [2003] EWHC
2743 (Ch)).

¢ There is some concern that a scheme might fall outside the scope of
44/2001 which excludes bankruptcy, proceedings relating to the winding-
up of insolvent companies or other legal persons, judicial arrangements,
compositions and analogous proceedings (Article 2).

7 We understand that Equitable Life has appealed to the German Federal
Supreme Court and that a decision is expected in 2011.

8 It should be noted that an English scheme does not satisfy the requirements
for an insolvency proceeding under German law in that (unlike in England),
the debtor would need to be insolvent, and the proceedings would have to be
in the interests of all creditors and include the appointment of an administrator.
® Many legal commentators have disputed this analysis on the basis that that
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the creditors have the opportunity to appear at the two court hearings and
apply to vary/discharge the scheme on grounds of fairness and procedural
deficiencies.

10" In the matter of DAP Holding N.V. and others [2005] EWHC 2092 CH.

W Re: La Seda de Barcelona SA [2010] EWHC 1364 (Ch).

12 See note 2, supra.

13 Spain provides only one single procedure to facilitate a restructuring or
liquidation. There has been a surge in the number of Spanish companies
entering bankruptcy with a reported 1500 proceedings in the second quarter
of 2010 compared with 263 in 2007 (Instituto Nacional de Estadistica).

14 Tt has been reported that there was an even split between the Iberian banks
and institutional investment funds.

!5 Schemes have long been recognised by the U.S. courts as foreign proceedings
under Chapter 15. In Canada, a solvent UK scheme was recognised by the
Ontario Court of Appeal in Cavell Insurance Company Limited (Re) 23 May
2006, Docket C43657.
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