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Introduction

The global financial crisis has placed strains both on the existing systems of corporate governance operating in the EU Member States and also on the legal procedures available to deal with the rehabilitation of distressed firms in such jurisdictions.  This paper will examine points of linkage between these phenomena and the response of English law in the light of its EU commitments.

From the perspective of entrepreneurs in Europe faced with corporate distress, English law may have peculiar attractions. Firstly, it offers a range of turnaround mechanisms that may facilitate the restructuring of a distressed business in circumstances where comparable remedial tools are not available in the home jurisdiction.  Secondly, it may be seen as offering a more generous treatment of directors of distressed businesses where their governance may be questioned in the event of the business failing.  The linkage between issues of corporate governance and the availability of corporate rescue was highlighted by the Cork Committee (Cmnd 8558) in 1982, which suggested a new equilibrium. 

Turnaround; the magnet of English law
Looking at the first question we need to examine the potential attractions of English law to distressed continental businesses.  There are three mechanisms that have proved particularly attractive.  There is the scheme of arrangement established under Part 26 of the Companies Act 2006.  This is available both to insolvent companies and to solvent concerns in need of restructuring.  As a procedure it has proved popular with both German and Spanish firms, though that popularity may wane in the future with local reforms being implemented in those particular jurisdictions.  We then have the Company Voluntary Arrangement (“CVA”) procedure available under Part 1 of the Insolvency Act 1986.  This is an unusual procedure with a unique “debtor in possession” element enabling the directors to remain in control of the firm; again German companies have shown their liking for it.   Finally, we have the company administration under Sched B1 of the Insolvency Act 1986 with the associated “prepack” procedure.  This again has proved its popularity with companies from a number of EU member states.  We will examine the peculiar governance aspects of these procedures in the second part of our talk.

How is it that foreign firms can utilise these English law rehabilitation procedures?  As far as schemes of arrangement are concerned, the English courts have shown their willingness to open it up to overseas “customers”.  In the case of CVAs and administrations, both procedures are recognised under the EC Regulation on Insolvency Proceedings 1346/2000 (“ECRIP”) with the result that, provided there is a genuine relocation of the centre of main interests before formal main insolvency proceedings are commenced here, English law will apply.

Dealing with governance where a firm is distressed but not undergoing formal insolvency proceedings

Turning to the treatment of company directors, we can make a number of observations.  Firstly, the general rule is that their duties are determined by the law of the place of incorporation.  But, if formal insolvency proceedings have been initiated here, then special insolvency law provisions in English law can be applied.

We note the all too common situation where the company, although in distress, continues to trade under existing management structures.  Many thousands of companies find themselves in this predicament, which can continue for considerable periods of time.  It is necessary here to consider how standard governance principles are revised into a new regulatory code, partly constructed by common law, but also defined by the terms of the Insolvency Act 1986 and the Company Directors Disqualification Act 1986.  It is also important to determine at what point in time this important transition in the legal rules relating to corporate governance occurs, as this can affect the responsibilities both of the corporate managers and their “gatekeepers”.  This is not always an easy matter to determine in view of recent judicial pronouncements on when a company may be viewed as insolvent.

From an EU perspective a number of related issues arise.  How does English law compare to other jurisdictions when dealing with directors of distressed companies?  Why has there been so little EU harmonisation in this area of corporate law? Could a selective and overly generous national law permitting distressed companies to trade on constitute an unlawful state aid under EU law? How can member states cooperate to ensure that individuals who are deemed to be unfit in one jurisdiction do not simply relocate to another EU Member State and abuse limited liability in that territory?

Governance within a formal insolvency context
Our primary area of study is where some formal insolvency proceedings have been initiated in respect of a distressed firm but the intention is to rehabilitate the business.  In this situation some attenuated form of trading may continue, depending on the nature of the particular insolvency regime involved.  The incumbent management may remain in post as “debtors in possession” (for example under a Company Voluntary Arrangement) or may in effect be supplanted by incoming insolvency practitioners (as happens in cases of administration, liquidation and receivership).  Clearly, issues of stewardship are to the fore here to a lesser or greater extent, but we must examine the degree to which accepted stewardship norms apply.  In the paper, specifically, we will compare and contrast the responsibilities of the insolvency practitioners with those demanded of the previous management team which has been replaced. The insolvency practitioner will have to review the stewardship of the previous management whilst at the same time being subject to stewardship scrutiny himself.   We will also consider how the law and certain self-regulatory codes (such a Statements of Insolvency Practice and Codes of Ethics) impose a new governance regime upon these new professionally qualified “managers”.  In particular, we will consider how the day to day implementation of their stewardship role may be subject to challenge, even to the point of a stakeholder seeking their enforced removal.  Judicial attitudes towards challenges to insolvency practitioner stewardship will be a central focus of attention in the paper.  Finally, the issue of controlling the rewards available to insolvency practitioners in return for their professional services will be examined.  This ties in with the broader question of the comparative costs of UK insolvency procedures in a climate where there is evidence that there is a tendency for foreign firms to migrate here to exploit management friendly restructuring regimes.  What is the potential for free movement of insolvency services within the EU to change the market here?

Reform?

ECRIP has exposed the dangers of differential regulation in terms of forum shopping by distressed companies in the same way that Centros (C212/97) did in the context of ease of incorporation and access to limited liability.  The reaction will either be harmonisation at EU level or national systems unilaterally taking the initiative – we have seen this in the case of Germany and Spain in terms of recent changes in corporate insolvency law.  ECRIP is currently under review and the EU is looking at the broader issue of directorial responsibilities.  Some change may therefore be anticipated.


