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Summary

The “Capital Markets Union” (CMU) Action Plan and the “Banking Union” are the two
major policy initiatives that the European Union (EU) has undertaken for strengthening and
further integrating the EU financial sector and the improvement of risk sharing across the
EU. The CMU Action Plan seeks to establish a deep and integrated capital market, with the
ambition to foster sources of finance beyond bank finance by, inter alia, the further
development of bond markets. On the other hand, the primary aim of the Banking Union is
to ensure the stability of banks in Europe. The EU has taken a wide range of legislative and
non-legislative measures in line with the envisioned objectives of the CMU Action Plan and
the Banking Union. While the CMU and the Banking Union initiatives pursue different
primary goals, in reality, legal reforms under one of these two initiatives can influence the
other, and there can also be tension between them where advancing one goal may be at the
detriment of the other.

A strong position of banks as financiers of corporates can enhance banks’ recovery in case
of counterparty default and insolvency. Such strong position of banks may, however, hamper
the further development of a bond market. Although insolvency law and its subset of rules
on reorganization procedures deal with companies that are at risk of failing or that have
already failed, the importance and impact of rules on insolvency go far beyond these
struggling entities. Rules on insolvency as the fallback rules in case of the demise of one of
the contracting parties influence all commercial dealings, also those well outside the realm
of acute financial distress. Especially the legal rules in reorganization procedures on the
position of banks as secured creditors as yet a more detailed subset of rules within
reorganization procedures will have strong effects on corporates’ access to debt financing
and financial stability. Tipping the scales in favor of secured creditors in reorganization
proceedings can hamper the development and proper functioning of bond markets, contribute
to a continued dependence on bank financing and create a risk of fire sales of bonds once
bondholders realize the risks. In fact, the rather detailed rules on the legal position of banks
as secured creditors in reorganization procedures as to their debtors is very much an example
of the tail that wags the dog; the dog being the functioning of the financial markets.

In this dissertation, | focus on the legal reforms in insolvency law and banking regulations,
introduced under the CMU Action Plan and the Banking Union initiatives, respectively. |
delve in particular into the EU Directive on Preventive Restructuring Frameworks, and the
Capital Requirements Regulation. The key question explored in this dissertation is: How do
changes to the position of secured creditors, following from legal reforms in insolvency law
and banking regulations, affect corporates’ access to debt financing and financial stability?

This question is addressed using a method of comparative law and economics, along with a

law and finance methodological approach. A comparative law and economics analysis
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between US, EU, Dutch and German legal systems serves as a basis for examining both the
different approaches and the benefits and the shortcomings of the different legal systems. A
descriptive economic approach is employed throughout this dissertation to describe
statements of the legal reforms in insolvency law and banking regulations and their effects.
This approach is also used to explain the choices of individuals in response to the legal
changes. In some instances, | take a step further and apply a normative analysis of law. Also,
a law and finance methodological approach is applied to analyze how the legal reforms drive
the incentives and behavior of individuals in financial markets, which may eventually have
spill-over effects.

In chapter 1, | conduct a comparative analysis of the position of banks as secured creditors
in reorganization procedures. An overview of the legislation and the legislative history of
reorganization regimes shows that legislators are opposed to implementing a system which
would distribute reorganization value fully and only to secured creditors. Legislators in the
jurisdictions analyzed consider reorganization as a system that operates in the interest of the
entire body of creditors. This is, however, insufficient to guarantee that the intended
outcomes envisaged by the legislators also match the actual outcomes. Based on the
comparative analysis, it can be assessed that a considerable degree of unclarity exists as to
the actual position of secured creditors in reorganization regimes. In this first chapter, the
main analyses are thereby dedicated to who can claim which part of the value in
reorganization procedures. At this initial stage of analyses, it is assumed that this
reorganization value is clear and undisputed. The analyses are then expanded into a
controversial issue that can present itself once one opens the box of valuation itself. There is
not only a risk that secured creditors try to capture most value for themselves at the cost of
other creditors’ interests. There is an additional risk that secured creditors and/or the debtor
try to increase the value available for distribution by extracting value from the pool of trade
creditors by applying a so-called double delta. This double delta presents itself in cases where
trade creditors are first forced to write down their claims to a level below the sustainable
level of trade credit (A1). These trade creditors are subsequently maneuvered into a position
where they extend trade credit above this level (A2). This double delta will then result into a
one-time additional positive cash flow for the debtor that can be distributed. This
phenomenon is analyzed and criticized. A design principle against reorganization plans
containing such double delta is also proposed.

In chapter 2, | delve into the interplay of secured credit and banking regulation in lending
and reorganization. | analyze how the rules governing banks influence banks’ behavior at the
lending stage and also their incentives as creditors. Banks are one of the major channels of
lending to corporates, and generally provide financing to corporates on a secured basis as it
improves banks’ ability to lend on safe terms. The ongoing developments in the legal
frameworks that govern security interests and insolvency law mitigate the credit risk of
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banks’ secured exposures with respect to a wide category of assets such as immovables,
financial assets, movables, accounts receivables and soft assets. Under the Risk Weighted
Asset system as part of capital requirements as to banks, however, the regulators and also
banks themselves do not seem to fully factor in the credit risk mitigating effect of security
interests with respect to all types of assets used as collateral. Regulators, for the Standardized
approach, and banks, for the Internal Ratings-Based approach, rather recognize the credit risk
mitigating effect of limited asset types— namely immovables and financial assets. While
banks are expected to have an influential role in promoting economic growth, the described
trend in the Risk Weighted Asset system steers bank lending towards sectors that are able to
offer immovables and financial assets as collateral, which may not necessarily contribute to
economic growth. Bank financing is relocated away from commercial loans towards
primarily residential real estate and liquid assets, which eventually can lead to bubbles in real
estate. There would even be more severe economic consequences in economies with non-
diverse funding climate. Where corporates are heavily dependent on banks, entrepreneurs
would be incentivized to change their investment strategy towards certain sectors in order to
ease their access to bank financing.

In the second chapter, I also discuss how banking regulations can affect banks’ incentives as
secured creditors in reorganization. Banks are traditionally key players in reorganization
procedures, and their cooperation and willingness to negotiate with the debtor can have a
decisive impact on the outcome of negotiations and thereby on the outcome of reorganization
procedures. Banks’ position in reorganization proceedings cannot be understood by solely
looking at their legal rights in such procedures. The interplay of banking regulations and
insolvency law is most evident in the context of banking regulations related to non-
performing loans (NPLs) and the effects thereof on banks’ incentives as secured creditors in
reorganization procedures. The incentive to mitigate costs resulting from holding high levels
of NPLs is one of the deciding factors for banks’ actions in reorganization procedures. Where
banks expect to use the NPL exit option post-reorganization, they would tend to ensure that
a successful reorganization outcome is achieved as quickly as possible and that the debtor is
financially sound enough post-reorganization so that they are eligible for reclassification
from being qualified as NPLs to the performing category. Given that based on the prudential
backstop measure, the provisioning coverage for exposures progressively increases, timing
can become even more of the essence for banks as creditors than for debtors, even if they are
holding a melting ice cube. Where banks do not expect the conditions to exit from the NPL
status to fulfill before they are required to book provisions, banks’ actions during
reorganization will more likely be driven by the motivation to compensate for costs of
holding NPLs and this may provide incentives to act opportunistically during reorganization.

In chapter 3, | move from analyses on the individual level of financially distressed corporates
and banks’ entitlements and their governance to a more general level of what the position of
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banks as secured creditors in reorganization means for access to financing and financial
stability. As a result of a shift towards more legal rights in favor of secured creditors, the
value recovery of unsecured bondholders would be affected directly as well as indirectly.
Directly by increasing the control and strengthening the bargaining power for secured
creditors, which would lead to less control and less value recovery for unsecured creditors.
And indirectly by aggravating potential creditor-bond trustee conflict of interests. The
implications of strengthening the position of secured creditors for the position of bondholders
are often overlooked due to the fact that Europe is much more a bank financed debt market,
and can be seen as still being in its early phase of significantly expanding the bond market.
It seems likely that the Preventive Restructuring Directive gives more teeth to banks as
secured creditors and thereby increases the vulnerability of bondholders. The Preventive
Restructuring Directive envisions a financial restructuring of viable businesses that have
taken on too much debt. This will be most easily achieved by a debt write down at the level
of bondholders. Although the Preventive Restructuring Directive forms part of the larger
endeavor to create a CMU, there is a clear risk to undo any progress made in developing a
vibrant funding climate by deteriorating the position of bondholders in the process of
facilitating reorganization procedures. From a microeconomics perspective, this shift in favor
of secured creditors, next to its negative implications on the screening and monitoring
incentives of secured lenders, would deteriorate the financing condition of corporates. There
would be an increase in bond pricing and/or, even worse, a reduced access to bond financing.
Also, in economies where banks are already powerful and corporates do not have access to a
competing loan market, strengthening the position of secured creditors would further enhance
the bargaining power of banks with corporates and deteriorate bank loan financing
conditions. In addition to the described microeconomics consequences, tipping the balance
of creditor protection in reorganization proceedings in favor of secured creditors would have
financial stability implications. It can contribute to a continued dependence on bank
financing, which in turn would continue corporates’ exposure as borrowers to banking
shocks. This is at odds with the very objective of the CMU, which is fostering a diverse
funding climate and decreasing corporates’ reliance on bank financing. Furthermore,
strengthening the position of secured creditors would hamper proper risk pricing in bonds
because of yet unknown effects of the reforms in insolvency law. Ex-post, bondholders are
likely to gain insights as to their actual position in reorganization proceedings. Once the risks
are revealed, there can be sharp reactions from bondholders, creating a risk of fire sales. In
light of these analyses, in this chapter, a number of safeguards in the context of reorganization
procedures are proposed to strike a proper power balance among parties involved in
reorganization.

Overall, there is currently a discrepancy between the narrative of facilitating corporates’
access to financing and increasing financial stability, and the actual effects of the legal
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reforms in insolvency law and banking regulations. The changes to the position of secured
creditors, following from legal reforms in insolvency law and banking regulations not only
fail to facilitate creating a diverse funding climate and also fail to increase financial stability,
but also generate negative unintended consequences for corporates’ access to debt financing
and financial stability. A thorough analysis of banks’ position as secured creditors, their
governance and the implications of their position for other creditors is essential to strike a
balance between managing risk, enabling growth and providing a stable access to finance.
Against this background, | provide a number of recommendations that can be taken into
consideration in legislative deliberations in the context of the Preventive Restructuring
Directive and the Capital Requirements Regulation to foster a vibrant funding climate and to
increase financial stability.
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Samenvatting

Het “Actieplan voor de Kapitaalmarktenunie” (KMU) en de “Bankenunie” zijn de twee
belangrijkste beleidsinitiatieven die de Europese Unie (EU) heeft genomen om de financiéle
sector in de EU te versterken en verder te integreren en om de risicodeling in de EU te
verbeteren. Het KMU-actieplan beoogt een diepe en geintegreerde kapitaalmarkt tot stand te
brengen met de ambitie om alternatieve methoden tot financiering te stimuleren naast
bancaire financiering, door onder meer de obligatiemarkten verder te ontwikkelen.
Anderzijds is het hoofddoel van de Bankenunie om de stabiliteit van banken in Europa te
waarborgen. In lijn met de beoogde doelstellingen van het KMU-actieplan en de Bankenunie
heeft de EU een breed scala aan wetgevende en niet-wetgevende maatregelen genomen.
Hoewel de beleidsinitiatieven KMU-actieplan en de Bankenunie verschillende hoofddoelen
nastreven, kunnen wettelijke hervormingen binnen het toepassingskader van het ene initiatief
in werkelijkheid invloed hebben op het andere initiatief.

Een sterke positie van de banken als financiers van ondernemingen kan de value recovery
van banken in geval van wanbetaling en insolvente van tegenpartijen verbeteren. Een
dergelijke sterke positie voor banken kan echter de verdere ontwikkeling van een
obligatiemarkt belemmeren. Hoewel de insolventiewetgeving en haar deelverzameling aan
regels over reorganisatieprocedures betrekking hebben op ondernemingen die failliet dreigen
te gaan of al failliet zijn, gaan het belang en de impact van insolventie regelgeving veel verder
dan alleen voor ondernemingen in moeilijkheden. Insolventie regelgeving kan eveneens
transacties beinvloeden gedaan door contracterende partijen zich die ver buiten het domein
van acute financiéle moeilijkheden bevinden. Vooral de wettelijke regels in
reorganisatieprocedures over de positie van banken als gesecureerde schuldeisers - een nog
gedetailleerdere deelverzameling aan regels binnen reorganisatieprocedures - zullen sterke
effecten hebben op de toegang van bedrijven tot schuldfinanciering en financiéle stabiliteit.
Vallen reorganisatieprocedures uit in het voordeel van gesecureerde schuldeisers, dan kan dit
de ontwikkeling en de goede werking van obligatiemarkten belemmeren, bijdragen aan
blijvende afhankelijkheid van bankfinanciering en daarnaast een risico creéren van
gedwongen verkopen van obligaties zodra de risico’s voor obligatichouders zich realiseren.
In feite zijn de vrij gedetailleerde regels over de juridische positie van banken als
gesecureerde schuldeisers in reorganisatieprocedures ten opzichte van hun debiteuren in feite
een voorbeeld van het kwispelen van de staart, het gedrag van de hond dat wordt
waargenomen is de werking van de financiéle markten.

In dit proefschrift richt ik mij op de juridische hervormingen in het insolventierecht en de
bancaire regelgeving, die zijn doorgevoerd in het kader van respectievelijk het KMU-
actieplan en de Bankenunie. Ik verdiep mij in het bijzonder in de Richtlijn betreffende
herstructurering en insolventie en de Europese verordening kapitaalvereisten. De centrale
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vraag die in dit proefschrift wordt onderzocht is: Hoe kunnen veranderingen in de positie van
gesecureerde schuldeisers als gevolg van juridische hervormingen in insolventierecht en
bancaire regelgeving van invloed zijn op de toegang van ondernemingen tot
schuldfinanciering en financiéle stabiliteit?

Deze vraag wordt geadresseerd aan de hand van een rechtsvergelijkende en economische
onderzoeksmethode en een methodologische benadering van het recht en financién. Een
vergelijkende rechtseconomische analyse tussen Amerikaanse, EU, Nederlandse en Duitse
rechtssystemen dient als basis om zowel de verschillende benaderingen als de voordelen en
tekortkomingen van de verschillende rechtssystemen te onderzoeken. In dit proefschrift
wordt een beschrijvende economische benadering toegepast om verklaringen van de
wettelijke hervormingen in insolventiewetgeving en bancaire regelgeving en hun effecten te
beschrijven. Deze benadering wordt ook toegepast om de keuzes van individuen als reactie
op de wettelijke veranderingen te verklaren. In sommige gevallen ga ik een stap verder en
pas ik een normatieve analyse van het recht toe. Ook wordt een methodologische benadering
van het recht en financién toegepast om te analyseren hoe de wettelijke hervormingen de
prikkels en het gedrag van individuen op de financiéle markten sturen, wat uiteindelijk een
doorwerkend effect zou kunnen hebben.

In hoofdstuk 1 voer ik een vergelijkende analyse uit van de positie van banken als
gesecureerde schuldeisers in  reorganisatieprocedures. Een overzicht van de
reorganisatiewetgeving en de wetsgeschiedenis toont aan dat wetgevers gekant zijn tegen de
invoering van een systeem dat de reorganisatiewaarde volledig en alleen zou uitkeren aan
gesecureerde schuldeisers. Wetgevers in de geanalyseerde rechtsgebieden beschouwen
reorganisatie als een systeem dat in het belang van alle schuldeisers werkt. Dit is echter
onvoldoende om te kunnen garanderen dat de beoogde resultaten die de wetgevers voor ogen
hebben ook overeenkomen met de werkelijke resultaten. Op basis van de vergelijkende
analyse kan worden beoordeeld dat er een aanzienlijke mate van onduidelijkheid bestaat over
de werkelijke positie van gesecureerde schuldeisers in reorganisatieprocedures. In dit eerste
hoofdstuk zijn de belangrijkste analyses daarom gewijd aan de vraag wie welk deel van de
reorganisatiewaarde in reorganisatieprocedures kan opeisen. In deze eerste fase van de
analyses wordt aangenomen dat deze reorganisatiewaarde duidelijk en onbetwist is.
Vervolgens worden de analyses uitgebreid tot een controversiéle kwestie die zich kan
aandienen zodra men het kader van de waardebepaling zelf opent. Er bestaat niet alleen een
risico dat gesecureerde schuldeisers proberen de meeste waarde voor zichzelf te verkrijgen
ten koste van de belangen van andere schuldeisers. Er is een bijkomend risico dat
gesecureerde schuldeisers en/of de schuldenaar proberen de beschikbare waarde voor
uitdeling te verhogen door waarde te onttrekken aan de pool van handelsschuldeisers door
een zogenaamde dubbele delta toe te passen. Deze dubbele delta doet zich voor in gevallen
waarin handelsschuldeisers eerst worden gedwongen om hun vorderingen af te schrijven tot
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een niveau onder het houdbare niveau van handelskrediet (A1). Deze handelsschuldeisers
worden vervolgens in een positie gemanoeuvreerd waarin ze handelskrediet verlenen boven
dit niveau (Az). Deze dubbele delta resulteert dan in een eenmalige extra positieve kasstroom
stroom voor de debiteur die kan worden uitgekeerd. Dit fenomeen wordt geanalyseerd en
bekritiseerd. Een ontwerp ontwerpprincipe tegen reorganisatieplannen die een dergelijke
dubbele delta bevatten wordt ook voorgesteld.

In hoofdstuk 2 ga ik in op de wisselwerking tussen gedekt krediet en bancaire regelgeving
bij kredietverstrekking en herstructurering. Ik analyseer hoe de regels die banken reguleren,
van invloed zijn op het gedrag van banken in de kredietverleningsfase en ook op hun prikkels
als schuldeisers. Banken zijn een van de belangrijkste kanalen voor het verstrekken van
leningen aan ondernemingen en verstrekken over het algemeen financiering aan
ondernemingen op basis van zekerheden, omdat dit de mogelijkheid van banken vergroot om
leningen te verstrekken tegen veilige voorwaarden. De voortdurende ontwikkelingen in de
juridische kaders voor zekerheidsrechten en insolventiewetgeving verminderen het
kredietrisico van gesecureerde posities van banken met betrekking tot een brede categorie
activa, zoals onroerende goederen, financiéle activa, roerende goederen, debiteuren en
immateriéle activa. Onder het risicogewogen activasysteem (Risk Weighted Asset system) als
onderdeel van kapitaalvereisten voor banken lijken de toezichthouders en ook de banken zelf
echter niet volledig rekening te houden met het kredietrisicobeperkende effect van
zekerheidsrechten met betrekking tot alle soorten activa die als onderpand worden gebruikt.
De toezichthouders, voor de standaardbenadering (Standardized approach), en de banken,
voor de interne-ratingbenadering (Internal Ratings-Based approach), erkennen eerder het
kredietrisicobeperkende effect van een beperkte groep activa, namelijk onroerende en
financiéle activa.

Hoewel van banken wordt verwacht dat ze een invloedrijke rol spelen bij het bevorderen van
economische groei, leidt de beschreven trend in het risicogewogen activasysteem tot een
beweging van bankkredieten richting sectoren die onroerende goederen en financiéle activa
als onderpand kunnen bieden, wat niet noodzakelijk bijdraagt aan economische groei.
Bankfinanciering verplaatst zich van commerciéle leningen naar voornamelijk residentieel
vastgoed en liquide activa, wat uiteindelijk kan leiden tot zeepbellen in vastgoed. Er zouden
zelfs desastreuzere economische gevolgen kunnen zijn in economieén met een niet-divers
financieringsklimaat. Als ondernemingen sterk afhankelijk zijn van banken, zouden
ondernemers gestimuleerd worden om hun investeringsstrategie te wijzigen in de richting
van bepaalde sectoren om hun toegang tot bankfinanciering te vergemakkelijken.

In het tweede hoofdstuk bespreek ik ook op welke wijze bancaire regelgeving een invloed

heeft op de prikkels van banken als gesecureerde schuldeisers bij een reorganisatie. Banken

zijn belangrijke spelers in reorganisatieprocedures, en hun medewerking en bereidheid om te

onderhandelen met de schuldenaar kan een beslissende invlioed hebben op de uitkomst van
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onderhandelingen en daarmee op de uitkomst van reorganisatieprocedures. De positie van
banken in herstructureringsprocedures kan niet worden begrepen door alleen te kijken naar
hun juridische rechten in dergelijke procedures. De wisselwerking tussen bancaire
regelgeving en insolventierecht is het duidelijkst in de context van bancaire regelgeving met
betrekking tot niet-renderende leningen (non-performing loans (NPL's)) en de effecten
daarvan op de drijfveer van banken als gesecureerde crediteuren in
herstructureringsprocedures. De prikkel om de kosten te beperken die voortvloeien uit het
aanhouden van een hoog NPL-niveau is een van de doorslaggevende factoren voor de acties
van banken in herstructureringsprocedures. Als banken verwachten dat ze na de
herstructurering gebruik zullen maken van de uitstapmogelijkheid voor NPL's, zullen ze
geneigd zijn om ervoor te zorgen dat de herstructurering zo snel mogelijk succesvol wordt
afgerond en dat de debiteur na de herstructurering financieel gezond genoeg is om in
aanmerking te komen voor een herclassificatie van NPL's naar de categorie van renderende
leningen (performing loans). Aangezien op basis van de prudentiéle waarborgmaatregel
(prudential backstop) de dekking van de voorzieningen voor vorderingen geleidelijk
toeneemt, kan timing nog belangrijker worden voor banken als crediteuren dan voor
debiteuren, alsof de banken een smeltende ijsklont vasthouden. Als banken niet verwachten
dat de voorwaarden voor de uitstapmogelijkheid van de NPL vervuld zijn voordat ze
voorzieningen moeten boeken, zullen de acties van banken tijdens de reorganisatie eerder
gedreven worden door de motivatie om de kosten van het aanhouden van NPL's te
compenseren en dit kan een motief zijn voor banken om opportunistisch te handelen tijdens
de reorganisatie.

In hoofdstuk 3 ga ik van analyses op het individuele niveau van financieel noodlijdende
ondernemingen en de rechten van banken en hun governance naar een meer algemeen niveau
van wat de positie van banken als gesecureerde crediteuren in reorganisaties betekent voor
toegang tot financiering en financiéle stabiliteit. Als gevolg van een verschuiving naar meer
wettelijke rechten ten gunste van gesecureerde crediteuren, zouden value recovery van
gesecureerde obligatiehouders zowel direct als indirect worden beinvloed. Direct door het
vergroten van de controle en de onderhandelingspositie van gesecureerde schuldeisers te
versterken, wat zou leiden tot minder controle en minder value recovery voor concurrente
schuldeisers. En indirect door het vergroten van potentiéle belangenconflicten van
schuldeiser-obligatiehouder. De gevolgen van het versterken van de positie van gesecureerde
crediteuren voor de positie van obligatiehouders worden vaak over het hoofd gezien vanwege
het feit dat Europa veel meer een door banken gefinancierde schuldmarkt kent en kan worden
gezien als een land dat zich nog in de beginfase bevindt van een aanzienlijke uitbreiding van
de obligatiemarkt. Het lijkt waarschijnlijk dat de Richtlijn betreffende herstructurering meer
tanden geeft aan banken als gesecureerde crediteuren en daarmee de kwetsbaarheid van
obligatiehouders vergroot. De Richtlijn betreffende herstructurering voorziet in een
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financiéle herstructurering van levensvatbare ondernemingen die te veel schulden zijn
aangegaan. Dit zal het gemakkelijkst worden bereikt door een schuldafschrijving op het
niveau van de obligatiehouders. Hoewel de Richtlijn betreffende herstructurering deel
uitmaakt van het grotere streven om een KMU te creéren, bestaat er een duidelijk risico dat
alle vooruitgang die is geboekt bij het ontwikkelen van een levendig financieringsklimaat
teniet wordt gedaan door de positie van obligatiehouders te verslechteren in het proces van
het vergemakkelijken van herstructureringsprocedures. Vanuit micro-economisch oogpunt
zou deze verschuiving ten gunste van gesecureerde crediteuren, naast de negatieve gevolgen
voor de screening- en monitoringprikkels van gesecureerde kredietverstrekkers, de
financieringspositie van ondernemingen verslechteren. Er zou een stijging van de
obligatieprijzen zijn en/of, erger nog, een verminderde toegang tot obligatiefinanciering. In
economieén waar banken al machtig zijn en ondernemingen geen toegang hebben tot een
concurrerende financieringsmarkt, zou een versterking van de positie van gesecureerde
schuldeisers de onderhandelingspositie van banken ten opzichte van ondernemingen verder
versterken en de financieringsvoorwaarden voor bankleningen verslechteren. Naast de
beschreven micro-economische gevolgen, zou het omslaan van de balans van
crediteurenbescherming in reorganisatieprocedures ten gunste van gesecureerde crediteuren
gevolgen hebben voor de financiéle stabiliteit. Het kan bijdragen aan een blijvende
afhankelijkheid van bankfinanciering, wat op zijn beurt de blootstelling van ondernemingen
als kredietnemers aan bankschokken zou continueren. Bovendien zou het versterken van de
positie van gesecureerde crediteuren een goede risicoprijsstelling in obligaties belemmeren
vanwege nog onbekende effecten van de hervormingen in de insolventiewetgeving. Achteraf
zullen obligatiehouders waarschijnlijk inzicht krijgen in hun werkelijke positie in
reorganisatieprocedures. Zodra de risico's aan het licht komen, kunnen er scherpe reacties
van obligatiehouders komen, waardoor een risico op fire sales ontstaat. In het licht van deze
analyses wordt in dit hoofdstuk een aantal voorzorgsmaatregelen in het kader van
reorganisatieprocedures voorgesteld om een goede machtsbalans te vinden tussen partijen
die betrokken zijn bij reorganisatie.

In het algemeen is er momenteel een discrepantie tussen enerzijds het vergemakkelijken van
de toegang van ondernemingen tot financiering en het vergroten van de financiéle stabiliteit,
en anderzijds de daadwerkelijke effecten van de wettelijke hervormingen in de
insolventiewetgeving en de bancaire regelgeving. De wijzigingen in de positie van
gesecureerde schuldeisers, die voortvlioeien uit de wettelijke hervormingen in de
insolventiewetgeving en bankvoorschriften, vergemakkelijken niet alleen niet het creéren
van een divers financieringsklimaat en vergroten evenmin de financiéle stabiliteit, maar
hebben ook onbedoelde negatieve gevolgen voor de toegang van ondernemingen tot
schuldfinanciering en de financiéle stabiliteit. Een grondige analyse van de positie van
banken als gesecureerde schuldeisers, hun bestuur en de gevolgen van hun positie voor
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andere schuldeisers is essentieel om een evenwicht te vinden tussen risicobeheer, het
mogelijk maken van groei en het bieden van een stabiele toegang tot financiering. Tegen
deze achtergrond geef ik een aantal aanbevelingen die in overweging kunnen worden
genomen bij wetgevende beraadslagingen in de context van de Richtlijn betreffende
herstructurering en de verordening kapitaalvereisten om een levendig financieringsklimaat
te bevorderen en de financiéle stabiliteit te vergroten.
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INTRODUCTION

In response to the outbreak of the Global Financial Crisis of 2008, the European Commission
proposed more than 50 legislative and non-legislative measures aimed at strengthening and
further integrating the EU financial sector and the improvement of risk sharing across the
EU.! In this respect, the two major policy initiatives that the EU has undertaken are the
“Banking Union” and the “Capital Markets Union Action Plan”.?

The Banking Union was created in 2014 as a key component of the EU's economic and
monetary union. The Banking Union aims to ensure that banks in Europe are more robust
and businesses, investors and citizens have more confidence in the European financial
system.® The establishment of the Banking Union led to regulatory reforms in the banking
sector, leading to 1) stronger prudential requirements for banks; 2) an enhanced architecture
for bank supervision and resolution; 3) rules for managing failing banks; and 4) improved
protection for depositors.*

The EU Capital Markets Union (CMU) Action Plan was launched in 2015 to create a single
market for capital, in which companies have access to funding sources beyond bank finance
(i.e. bond market and equity financing).> The CMU project arose primarily to address the
issue that corporates in Europe mainly rely on bank financing.® The CMU seeks to foster a
vibrant funding climate with a view to provide stable funding to the real economy,’ and
strengthen the resilience of borrowers to shocks in the banking sector,® while also

1 Rodostina Parenti, ‘Financial Services Policy’ (April 2023) EU Parliament Fact Sheets
<https://www.europarl.europa.eu/factsheets/en/sheet/83/financial-services-policy> accessed 28 July 2023.

2 1bid.

3 European Council of Europe, ‘Banking Union’ <https://www.consilium.europa.eu/en/policies/banking-
union/#definition> accessed 28 July 2023; The European Commission, ‘Bank Recovery and Resolution’
<https://finance.ec.europa.eu/banking-and-banking-union/banking-regulation/bank-recovery-and-
resolution_en> accessed 28 July 2023; Oliver Wiinsch, Kai Truempler and Leticia Rubira Posse de Rioboo,
‘The EU Banking Regulatory Framework and its Impact on Banks and the Economy”’ (2023) Oliver Wayman
Reference Study.

4 The initiatives are collectively referred to as the ‘single rulebook’.

® European Commission, ‘Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions: A Capital Markets Union for
people and businesses-new action plan’ COM/2015/468 final. (hereinafter, CMU Action Plan 2015).

® ECB, ‘Non-bank Financial Intermediation in the Euro Area: Implications for Monetary Policy Transmission
and Key  Vulnerabilities’ (September ~ 2021)  Occasional paper  series No. 270
<https://www.ecb.europa.eu/pub/pdf/scpops/ech.op270~36f79cd6ca.en.pdf?ce832a0ae0b29bfe7a6dfec2536h
6c3b> accessed 28 July 2023 notes “the importance of bank loans in the financing structure of euro area NFCs
has decreased relative to that of debt securities. Despite this reduction, bank loans remain the most important
source of debt financing for NFCs in the euro area.” Ramon Adalid, Matteo Falagiarda and Alberto Musso,
‘Assessing Bank Lending to Corporates in the Euro Area Since 2014’ (2020) 1 ECB Economic Bulletin.

" In Europe, there was a contraction in credit supply by banks during the crisis, which is one of the reasons that
triggered the need for a larger diffusion of market-based finance for SMEs.

8 Nicolas Crouzet, ‘Aggregate Implications of Corporate Debt Choices’ (2017) 85 (3) The Review of Economic
Studies 1635; Tobias Adrian, Paolo Colla and Hyun Song Shin, ‘Which Financial Frictions? Parsing the

1


https://www.consilium.europa.eu/en/policies/banking-union/#definition
https://www.consilium.europa.eu/en/policies/banking-union/#definition
https://finance.ec.europa.eu/banking-and-banking-union/banking-regulation/bank-recovery-and-resolution_en
https://finance.ec.europa.eu/banking-and-banking-union/banking-regulation/bank-recovery-and-resolution_en

strengthening economic stability.® As to the importance of fostering a more diverse funding
climate for corporates, the EU Commission in the Q&A on the Green Paper on building a
CMU notes as follows:°

“Many European SMEs are struggling to get funding, particularly in
those countries worst hit by the crisis. In the euro area, 35% of SMEs
didn’t get the complete financing they asked their banks for in 2013.
Bank finance is often difficult to access or insufficient for larger
companies. At the same time SMEs and start-ups in Europe have less
access to venture capital and other alternative sources of funding than
their rivals in the US, for instance. In some cases, European
companies have felt compelled to relocate to the US in order to have
easier access to funding.

A Capital Markets Union should help businesses gain improved
access to greater finance, including risk capital, at reasonable costs.
A Capital Markets Union should also help businesses to tap into more
diverse sources of funding from investors in the EU and all over the
world.”

Along the same lines, the EU Commission in the 2015 CMU Action Plan notes as follows:!

“Successful firms will need access to financing on attractive terms to
fund their expansion. However, funding channels for growing firms
seeking to raise equity capital or look for other forms of credit outside
the banking system are underdeveloped in Europe. This is
particularly the case for Europe’s SMEs, which receive more than
75% of their external finance from bank loans. A successful Capital
Markets Union (CMU) should broaden the range of financing options
for growing companies.”

A number of legislative and non-legislative actions have been put in place in the context of
the CMU initiative,*? including the introduction of the EU Directive on Preventive

Evidence from the Financial Crisis of 2007 to 2009’ (2013) 27 (1) NBER Macroeconomic Annual 159; Thomas
Grjebine, Urszula Szczerbowicz and Fabien Tripier, ‘Corporate Debt Structure and Economic Recoveries’
(2018) European 101 Economic Review 77.

® CMU Action Plan 2015 (n 5).

10 European Commission, ‘Q&A on the Green Paper on Building a Capital Markets Union’ (18 February 2015)
<https://ec.europa.eu/commission/presscorner/detail/de/MEMO _15 4434> accessed 29 July 2023.

11 CMU Action Plan 2015 (n 5) 7.

12 1bid; European Commission, ‘Communication from the Commission to the European Parliament, the Council,
the European Economic and Social Committee and the Committee of the Regions: A Capital Markets Union
for people and businesses-new action plan. COM/2020/590 final (hereinafter, CMU Action Plan 2020). For a

2



Restructuring Frameworks,*® the Markets in Financial Instruments Directive (MiFID 11),*
the Prospectus Regulation,®® the Crowdfunding Regulation,'® the proposal to create a
European Single Access Point,’” and the establishment of the European Commission Expert
Group on Corporate Bond Markets.8

detailed analysis see Danny Busch, ‘The Future of EU Financial Law’ (2022) 17 (1) Capital Markets Law
Journal 52; Marc Truchet, ‘Capital Markets Union: Progress Made and Future Steps’ (April 2023) Eurofi
Regulatory Update 35.

13 Directive 2019/1023/EU of the European Parliament and of the Council of 20 June 2019 on preventive
restructuring frameworks, second chance and measures to increase the efficiency of restructuring, insolvency
and discharge procedures and amending Directive 2017/1132/EU [2019] L 172/18, Recital 1 and Recital 8
(hereinafter the Preventive Restructuring Frameworks Directive).

14 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial
instruments and amending Directive 2002/92/EC and Directive 2011/61/EU. MIFID Il became effective to
enhance transparency of financial instruments including bonds.

15 Regulation 2017/1129/EU of the European Parliament and of the Council of 14 June 2017 on the prospectus
to be published when securities are offered to the public or admitted to trading on a regulated market, and
repealing Directive 2003/71/EC (hereinafter, Prospectus Regulation). The Prospectus Regulation lays down
harmonized principles and rules on the prospectus to be drawn up, approved and published.

Recital 1 of Prospectus Regulation notes as follows: “[t]his Regulation constitutes an essential step towards the
completion of the Capital Markets Union as set out in the Communication of the Commission of 30 September
2015, entitled ‘Action Plan on Building a Capital Markets Union’. The aim of the Capital Markets Union is to
help businesses tap into more diverse sources of capital from anywhere within the European Union (‘the
Union’), make markets work more efficiently and offer investors and savers additional opportunities to put their
money to work, in order to enhance growth and create jobs.” In Recital 7 of Prospectus Regulation it is stated
that “[t]he aim of this Regulation is to ensure investor protection and market efficiency, while enhancing the
internal market for capital. The provision of information which, according to the nature of the issuer and of the
securities, is necessary to enable investors to make an informed investment decision ensures, together with rules
on the conduct of business, the protection of investors. Moreover, such information provides an effective means
of increasing confidence in securities and thus of contributing to the proper functioning and development of
securities markets. The appropriate way to make that information available is to publish a prospectus.”

16 Regulation 2020/1503/EU of the European Parliament and of the Council of 7 October 2020 on European
crowdfunding service providers for business, and amending Regulation (EU) 2017/1129 and Directive (EU)
2019/1937. In Recital 3 of Crowdfunding Regulation it is stated that “[c]crowdfunding can contribute to
providing access to finance for SMEs and completing the Capital Markets Union (CMU). Lack of access to
finance for SMEs constitutes a problem even in those Member States where access to bank finance has remained
stable throughout the financial crisis. Crowdfunding has emerged and become an established practice of funding
business activities of natural and legal persons. Such funding takes place through online platforms; the business
activities are typically funded by a large number of people or organisations; and the businesses, including
business start-ups, raise relatively small amounts of money.”

7 European Commission, ‘Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions: A Capital Markets Union for
people and businesses-new action plan” COM/2020/590 final. Action 1 of the CMU Action Plan 2020 reads as
follows: “The Commission will propose to set up an EU-wide platform (European single access point) that
provides investors with seamless access to financial and sustainability related company information.” European
Commission, ‘Proposal for a regulation of the European Parliament and of the Council establishing a European
single access point providing centralised access to publicly available information of relevance to financial
services, capital markets and sustainability’ COM/2021/723 final. See also Busch (n 12).

18 | bid.
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While the primary objectives of the legislative initiatives under the Banking Union and the
CMU Action Plan differ, these two initiatives are closely related. In this respect, the European
Court of Auditors notes as follows:*°

“By complementing the Banking Union and spreading risks across
market participants, the CMU should contribute to a more stable
financial system that is better equipped to boost growth, create
employment and make Europe more attractive for foreign
investment.”

Banks and capital markets do in fact complement one another. Banks play crucial roles in the
capital markets as intermediaries in the issuance and sales of securities, market-makers,
investment advisors and etc.?’ Conversely, some instruments in the capital markets such as
securitization can also strengthen the capacity of banks to expand their lending and to free
their balance sheets of non-performing loans (NPLs).?* In this regard, Action 6 of the 2015
CMU Action Plan reads as follows:??

“In order to scale-up the securitisation market in the EU, the
Commission will review the current regulatory framework for
securitisation to enhance banks' credit provision to EU companies, in
particular SMEs.”

The close connection between the Banking Union and the CMU initiatives has been made
explicit in the EU Directive on Preventive Restructuring Frameworks.?®> The Preventive
Restructuring Directive, along with a wide range of other measures, came into force in 2019
under the CMU initiative. The Directive on Preventive Restructuring Frameworks enables
viable enterprises and entrepreneurs that are in financial difficulties have access to effective
national preventive restructuring frameworks in order to continue operating. The Preventive
Restructuring Directive is envisioned to serve a wide variety of interests, notably, mitigating
both uneven conditions for access to credit and uneven recovery rates, preventing the build-
up of non-performing loans, and saving jobs. Recital 8 and Recital 3 of the Preventive
Restructuring Directive read as follows, respectively:

19 European Court of Auditors, ‘Capital Markets Union- Slow Start Towards an Ambitious Goal’ (2020) No.
25, 10 <https://www.eca.europa.eu/ListssECADocuments/SR20 25/SR_CMU_EN.pdf> accessed 1 August
2023.

20 CMU Action Plan 2015 (n 5) 21.

21 Kalin Anev Janse and Rolf Strauch, ‘Reviving Securitisation in Europe for CMU” (15 July 2021) European
Stability Mechanism <https://www.esm.europa.eu/blog/reviving-securitisation-europe-cmu> accessed 1
August 2023; Truchet (n 12).

22 CMU Action Plan 2015 (n 5) 9-10.

23 EU Directive on Preventive Restructuring Frameworks.
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“The differences among Member States in procedures concerning
restructuring, insolvency and discharge of debt lead to uneven
conditions for access to credit and to uneven recovery rates in the
Member States. A higher degree of harmonisation in the field of
restructuring, insolvency, discharge of debt and disqualifications is
thus indispensable for a well-functioning internal market in general
and for a working Capital Markets Union in particular, as well as for
the resilience of European economies, including for the preservation

and creation of jobs.”?*

“Preventive restructuring frameworks should also prevent the build-
up of non-performing loans. The availability of effective preventive
restructuring frameworks would ensure that action is taken before
enterprises default on their loans, thereby helping to reduce the risk
of loans becoming non-performing in cyclical downturns and
mitigating the adverse impact on the financial sector.”?°

Notwithstanding the complementary functions of the Banking Union and the CMU
initiatives, there is a risk of inconsistency between rules and the cumulative impact of the
financial reform on the investment environment. Hence, in parallel to the work on the CMU,
according to the EU Commission, it is crucial to review the regulation of banks in order to
ensure that the EU legislation strikes an optimal balance between managing risk and enabling
growth and does not create new barriers. In the 2015 CMU Action Plan, the EU Commission
noted:2®

“The purpose of this review is to assess the overall coherence of the
existing framework. Given the different pieces of legislation adopted
over the past years and the numerous interactions between them,
there is a risk that their collective impact may have some unintended
consequences, which may not be picked up within individual sectoral
reviews. Regulatory consistency, coherence and certainty are key
factors for investor decision-making. (...).”

In light thereof, thorough analyses of the implications of legislative measures that are
implemented under the CMU and Banking Union initiatives and the interplay between them
are essential to ensure right steps are taken along the way of efforts to facilitate corporates’

24 Recital 8 EU Directive on EU Directive on Preventive Restructuring Frameworks.
25 Recital 3 EU Directive on EU Directive on Preventive Restructuring Frameworks.
26 CMU Action Plan 2015 (n 5) 9-10.
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access to financing and enhance banks’ stability under the CMU and the Banking Union
initiatives, respectively.

Against the described background, in this dissertation, | concentrate on two legal reforms in
the EU related to the areas of insolvency law and banking regulations.

As a part of the CMU Action Plan, the EU Directive on Preventive Restructuring Frameworks
is introduced to facilitate reorganization for viable debtors that are likely to become insolvent.
Insolvency law addresses the issue of financially distressed companies. Although its rules
deal with companies that are at risk of failing or that have already failed, the importance and
impact of rules on insolvency goes far beyond these struggling entities. Rules on insolvency
as the fall back rules in case of the demise of one of the contracting parties can have far-
reaching economic implications. If the position of one of the parties as shareholders, secured
creditors or unsecured creditors in whatever shape or form in insolvency is changed, the
position of all these parties outside of such procedures changes as well. Insolvency rules
significantly influence the conduct of players in the financial markets, firms’ ability to access
to financing, and financial stability.?’

Under the pillar of the Single Supervisory Mechanism of the Banking Union, the EU
introduced the Capital Requirements Regulation in 2013.28 The Capital Requirements
Regulation is in line with the international banking regulation standards under the Basel
framework and it encompasses measures to enhance banks’ capability to absorb losses
resulting from counterparty default. Following the entry into force of the Capital
Requirements Regulation, banks have been subject to more harmonized, and stricter
prudential regulations, resulting in an intensive supervisory scrutiny of banks’ portfolios. The
rules on capital requirements can have implications beyond improving the EU banking
sector's ability to withstand economic shocks. The regulatory environment that controls
banks influences banks’ behavior at the lending stage and also their incentives as creditors.?°

27 Jean-Charles Bricongne and others, ‘Economic Relevance of Insolvency Frameworks in a High-debt Context:
An EU Perspective’ (June 2016) European Commission research project, discussion paper No. 032; Charles W
Mooney, ‘Insolvency Law as Credit Enhancement: A Closer Look at Global Modernization of Secured
Transaction Laws’ (2018) 27 Norton Journal of Bankruptcy Law and Practice 673.

28 Regulation 575/2013 of the European Parliament and of the Council of 26 June 2013 on Capital Requirements
prudential requirements for credit institutions and investment firms and amending Regulation (EU) No.
648/2012.

29 Monica Marcucci and Cristiano Martinez, ‘Negotiating Restructuring Plan (para 3)’ in Lorenzo Stanghellini,
Riz Mokal, Christoph G Paulus and Ignacio Tirado (eds), Best Practices in European Restructuring:
Contractualised Distress Resolution in the Shadow of the Law (Wolters Kluwer 2014); Bas van Weert,
‘Financi€éle Ondersteuning door de GO-C-garantie’ (2021) 2 Financiering, Zekerheden en
Insolventierechtpraktijk 16.
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1 Key research question and sub-questions

In this dissertation, | analyze the implications of the legal reforms in insolvency law and
banking regulations and the interplay between them on the position of banks, and the
economic consequences involved. Given that banks generally provide secured financing,*°

for the purpose of formulating the research question, I use the term “secured creditors”.3

The key research question explored in this dissertation is:

How do changes to the position of secured creditors, following from legal reforms in
insolvency law and banking regulations, affect corporates’ access to debt financing
and financial stability?

This question is split into three sub-questions each of which forms one of the building blocks
of this dissertation.

In chapter 1, I delve into the implications of the legal reform in insolvency law for secured
creditors’ position in reorganization proceedings, by asking the following question:

1. Inacase where the entire prepetition assets of a debtor are encumbered with security
rights, can secured creditors claim entitlement to the full reorganization value?

Banks, as a major source of lending to corporates, generally have security interests on almost
all assets of a debtor. Therefore, in case of reorganization, a large share of a debtor’s
indebtedness is composed of banks’ secured claims. The determination of the value
entitlements of secured creditors in reorganization is a contentious issue.? Unlike liquidation
proceedings, where secured creditors have priority over other creditors with respect to the
proceeds of the sale of encumbered assets, reorganization may not necessarily entail the sale
of assets.®® Also, in reorganization, value distributions are in principle based on the outcome

%0 World Bank, ‘Secured Transactions, Collateral Registries and Movable Asset-Based Financing’ (November
2019) Knowledge Guide
<https://documentsl.worldbank.org/curated/en/193261570112901451/pdf/Knowledge-Guide.pdf> accessed 2
August 2023. Teemu Juutilainen, Secured Credit in Europe: From Conflicts to Compatibility (Bloomsbury
Publishing 2018) 1; Mahnaz Safavian, ‘Unlocking Dead Capital: How Reforming Collateral Laws Improves
Access to Finance’ (2006) The World Bank
<https://openknowledge.worldbank.org/bitstream/handle/10986/11190/360790ViewpoinlanlFleisiglSteinbu
ks.pdf?sequence=1> accessed 02 August 2023.

31 Throughout this dissertation, the terms “banks” and secured creditors are used interchangeably, unless it is
noted otherwise.

32 See for instance, Douglas G Baird, ‘The Rights of Secured Creditors After ResCap’ (2015) The University
of Illinois Law Review 849, 856 and 858 noting that “[o]n the one hand are those who believe that when stock
is taken in bankruptcy, no one should be able to enjoy the assets to the absolute exclusion of other stakeholders.
On the other hand, there are those who believe that stakeholders have a place in line, and the bankruptcy
reckoning should respect it.”

33 In reorganization, rather, the survival of the legal entity and the continuation of the business during and after
the procedure may allow the distressed corporation to retain a higher value than the liquidation value.
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of the negotiations between creditors and shareholders involved in such procedures. While
parties engage in negotiations in the shadow of distribution rules, their bargaining power in
reorganization is equally an important factor that influences the dynamics of negotiations and
the outcome thereof.

Chapter 1 provides a comprehensive insight about the overall position of secured creditors in
reorganization. The findings in chapter 1 also provide the background for many discussions
in chapter 2, and the analyses in chapter 3.

In chapter 2, I examine how the legal reforms in banking regulation affect banks’ behavior
at the lending stage as well as their actions as creditors once there is a default, by asking the
following question:

2. How do banking regulations effect corporates’ access to (secured) bank financing
and the incentive of banks in using their control function over the recovery process
in reorganization?

The regulatory environment that controls banks will have an influence on banks’ behavior at
the lending stage and also their incentives as creditors. The first part of the sub-question
directly pertains to the key research question whereby | analyze the effect of banking
regulations on corporates’ access to bank financing, as a source of debt financing. The second
part of the sub-question helps to gain a more complete picture of the position of banks by
analyzing how banking regulations drive banks’ incentives in such procedures.

In chapter 3, | analyze the economic implications where there is a lack of a proper balance in
reorganization proceedings and secured lenders can gain far reaching control over
reorganization proceedings, by asking the following question:

3. What are the trade-offs from a microeconomics and financial stability perspective of
strengthening the legal rights of secured creditors in reorganization to the detriment
of unsecured bondholders?

This chapter builds up on the findings in chapter 1 and it directly relates to the key research
question. | discuss how the position of banks in reorganizations affects corporates’ access to
unsecured bond financing and bank financing. Also, | analyze the financial stability
implications whereby strengthening the legal rights of banks weakens the position of
unsecured bondholders.

2 Methodology

In order to answer the research question and its subquestions, the thesis employs
(comparative) law and economics methodologies, along with a law and finance
methodological approach.



The methodological approaches of comparative law and law and economics can complement
each other. | have adopted the comparative law approach in chapter 1, in which chapter I
make a comparison between US, EU, Dutch and German legal systems as to the regulation
of the position of secured creditors in reorganization. A comparative law approach provides
a more thorough understanding of the position of secured creditors in reorganization in the
EU. Member states are required to implement the Directive on Preventive Restructuring
Frameworks, which only provides for a minimum harmonization,®* into their national laws.
Hence, there can be considerable differences as to the position of secured creditors in
reorganization procedures across EU member states.® Also, the EU Directive on Preventive
Restructuring Frameworks has largely been inspired by the reorganization rules under the
US Chapter 11 Bankruptcy Code. In the US, reorganization procedures are conducted to a
considerable portion of corporate defaults in the US since its reform in 1978.% Therefore, the
extensive experience of the US with its Chapter 11 will increase the understanding of the
position of secured creditors in reorganization.

The law and economics methodology uses economic insights to predict and explain the
choices of individuals in response to law and legal reforms, and goals attributed to legal
systems.®” The predominant approach in law and economics methodology is that individuals
maximize their expected utility®® by making the choices that are the best given their
individual preferences.® In reality, however, individuals may not always make rational
choices. A recent approach in law and economics has been introduced which refines the

34 Emilie Ghio and others, ‘Harmonizing Insolvency Law in the EU: New Thoughts on Old Ideas in the Wake
of the Covid-19 Pandemic’ (2021) 30 (3) International Insolvency Law Review 9 noting that the Directive “(...)
merely offers a menu, rather than a truly harmonised framework, based on the codification of best practices
already in place in some of the Member States’ preventive restructuring regimes”. See also David Ehmke and
others, ‘The European Union Preventive Restructuring Framework: A Hole in One?’ (2019) 28 (2) International
Insolvency Review 18.

35 Explanations about the reasons for opting for Dutch and German legal systems are provided in Chapter 1.1
of the present dissertation. Ghio and others (n 34) 9 noting that the Directive “(...) merely offers a menu, rather
than a truly harmonised framework, based on the codification of best practices already in place in some of the
Member States’ preventive restructuring regimes”. See also David Ehmke and others, ‘The European Union
Preventive Restructuring Framework: A Hole in One?” (2019) 28 (2) International Insolvency Review 18.

3 US Congressional Research Service, ‘United States Bankruptcy Courts: Caseload Statistics for the 12-Month
Period Ending December 31, 2020 (March 2021) <https://crsreports.congress.gov> accessed 06 August 2023.
37 Robert Cooter and Thomas Ulen, Law and Economics (6 edn, Berkeley Law Books 2016) 50-55; Alessio M
Pacces and Louis Visscher, ‘Methodology of Law and Economics’ in Bart van Klink and Sanne Taekema (eds),
Law and Method: Interdisciplinary Research into Law (Mohr Siebeck 2011) 85-107.

38 Pacces and Visscher (n 37) provide a comprehensive summary of the discussions regarding the term “utility”.
39 Heico Kerkmeester, ‘Methodology: General’ in Boudewijn Bouckaert and Gerrit De Geest (eds), The History
and Methodology of Law and Economics (Edward Elgar 2000) 383-401.

Francesco Parisi, ‘Positive, Normative and Functional Schools in Law and Economics’ (2004) 18 European
Journal of Law and Economics 259; Thomas S Ulen, ‘Rational Choice Theory in Law and Economics’ in
Boudewijn Bouckaert and Gerrit De Geest (eds), The History and Methodology of Law and Economics (Edward
Elgar 2000) 383-401.
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rational choice model by incorporating insights from cognitive psychology. This branch of

research is known as “behavioral law and economics”.*°

Law and economics analysis can be performed in a positive and a normative manner.** A
positive economic analysis of law provides statements of the law and its effects. | have
employed a positive approach throughout this dissertation. Substantial parts of the economic
analyses in this dissertation assume that actors are rational and pursue their interests. In a part
of chapter 3, I deviate from this assumption and rely on the behavioral law and economics

mainstream by integrating the phenomenon of “investor overextrapolation”.*2

A positive analysis opens the discussion for normative economic analysis of law. A
normative economic analysis of law provides policy recommendations on how the law ought
to be. This methodology is applied to some extent in chapter 1 and chapter 3. In this
dissertation, recommendations are provided with a view that legislators consider them in
their legislative deliberations. This dissertation does not present the recommendations as
ultimate solutions because theoretical economic analyses rely heavily on assumptions of how
individuals behave. Therefore, one should be cautious of jumping directly to policy
recommendations until predictions have been empirically tested in a context that is
representative for the context for which policy recommendations are sought.*®

This dissertation does not engage itself in empirical analysis of law. Available empirical
evidences are used throughout the research. With respect to some aspects of research,
insufficient data is available to empirically examine the assumptions regarding the position
of secured creditors during reorganization based on legal reforms in insolvency law and
banking regulation in the EU. This is in part due to the fact that the EU Directive on
Preventive Restructuring Frameworks was enacted in 2019 and has subsequently been
implemented by member states only relatively recently. Also, the banking regulation that
affects the incentives of banks as creditors in reorganization has become binding on all banks
with respect to non-performing loans originating on or after 26 April 2019.

In order to answer the key research question, | have also relied on the law and finance
methodological approach. This approach analyzes how law drives the incentives and

40 Cooter and Ulen (n 37) 55; Eyal Zamir and Doron Teichman, ‘Introduction to the Oxford Handbook of
Behavioral Economics and the Law’ in Eyal Zamir and Doron Teichman (eds), The Oxford Handbook of
Behavioral Economics and the Law (OUP 2014).

41 Pacces and Visscher (n 37).

42 The phenomenon of investor overextrapolation is well described in Pedro Bordalo, Nicola Gennaioli and
Andrei Shleifer, ‘Diagnostic Expectations and Credit Cycles’ (2018) 23 (1) The Journal of Finance 199, 201:
“A path of improving news leads an agent to focus on good future outcomes and neglect the bad ones, causing
excessive optimism, while a path of deteriorating news leads the agent to focus on bad future outcomes and
neglect good ones, causing excessive pessimism.”

3 Florian Wagner-von Papp, ‘Comparative Law & Economics and the ‘Egg-Laying WoolMilk Sow’ (2014) 14
(2) Journal of Comparative Law 137.
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behaviors of individuals, which may eventually have spill-over effects. The law and finance
methodological approach has been applied mainly in chapter 2 and chapter 3, where | analyze
the effects of legal reforms on the behavior of investors—banks and unsecured
bondholders— in financial markets and the financial stability implications thereof.

3 Structure of the Dissertation, scope and limitations

This roadmap helps the reader to keep sight of the overall flow of the dissertation, its scope
and the limitations of this research. The dissertation consists of three chapters:

- Chapter 1: A comparative analysis of the position of secured creditors under US, EU,
Dutch and German legal systems;

- Chapter 2: Interplay of secured credit and banking regulation in lending and
reorganization; and

- Chapter 3: Economic consequences of strengthening legal rights of secured creditors
in reorganization procedures

Chapter 1 provides a comparative law and economic analysis of the position of secured
creditors in reorganization proceedings under US, EU, Dutch and German legal systems. In
particular, it discusses the value that secured creditors may claim in reorganization on
account of their position in such proceedings. The clearest manifestation thereof can be found
in cases where all prepetition assets of a debtor are encumbered. In such a case, the question
that arises is whether reorganization is still a collective procedure in the sense that it operates
to maximize the collective return to all creditors, or whether is it a system in which the
winner, the secured creditor, taking all the value.

In this chapter, I conceptualize preventive reorganization proceedings as a sub-set of
insolvency law.** The discussion on the legal nature of reorganization proceedings is outside
the scope of this chapter.®® | adhere to the conventional standpoint and consider
reorganization proceedings as insolvency law tools. In the legal systems that are the focus of
this chapter either reorganization rules are stipulated within the respective insolvency law
acts (the US Bankruptcy Code and the Dutch Bankruptcy Act) or the design of the

4 Jose M Garido, ‘Out-0f-Court Debt Restructuring’ (World Bank Study 2012) para. 103 notes that formal and
informal restructuring “procedures are not separate from each other but, rather, they exist in a continuum of
different degrees of formality and court intervention.”

4 For different viewpoints as to the legal nature of (preventive) reorganization proceedings see Nicolaes
Tollenaar, Pre-Insolvency Proceedings: A Normative Foundation and Framework (Oxford University Press
2019) paras 1.22- 1.31; Stephan Madaus, ‘Leaving the Shadows of the US Bankruptcy Law: A Proposal to
Divide the Realms of Insolvency and Restructuring Law’ (2018) 19 European Business Organization Law
Review 615; Riz J Mokal, “What is an Insolvency Proceeding? Gategroup Lands in a Gated Community’ (7
June 2022) SSRN <https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4128352> accessed 7 August 2023.
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reorganization system is in line with insolvency law traits (Germany).*® Therefore, the
assumption is that in line with the predominant economic theory in insolvency law—the
Creditors’ Bargain theory*’—the primary goal in reorganization is the maximization of value
in the interest of the entire body of creditors.

The chapter starts with an overview of the key features of security interests and the basic
entitlements of secured creditors. Thereafter, it highlights the trade-offs involved in
facilitating reorganization and upholding the key features of security interests in such
procedures as well as the economic considerations thereof. In particular, the following three
problematic issues surrounding security rights in reorganization proceedings are
conceptualized:

)i the possible value entitlement of secured creditors;

1)) the extent to which secured creditors are adequately protected against
curtailing their outside of formal insolvency procedures rights; and

1)  the possibility to create a priming lien to raise interim financing.

Subsequently, chapter 1 focuses on the position of secured creditors by delving into the
approaches of US, EU, Dutch and German legal systems with respect to these three issues
addressed above. It concludes neither legislations and the accompanied explanatory
memorandums of the legal systems, nor practice suggest that banks can claim entitlement to
the entire reorganization value. Nevertheless, the lack of sufficient legislative responses and
a high degree of flexibility as to the application of reorganization rules may result in a
disparity between the value entitlements of secured creditors as envisioned by the legislator
and the actual value that secured creditors capture in practice. This inconsistency may
undermine the economic goals that the legislator wanted to pursue in regulating the position
of secured creditors in reorganization. Throughout the analysis, unless explicitly stated
otherwise, | assume the reorganization value as given. There are, however, contentious issues
regarding the determination of the reorganization value and there is no set approach in this
respect.®® In the final section of chapter 1, | describe a reorganization valuation approach
proposed in literature that advocates to add the full value of trade payables to the Enterprise

46 As to the German restructuring scheme see Stephan Madaus and David Ehmke, ‘Special Issue Preventive
Restructuring 4. Germany: Still Waiting for the Revolution in Restructuring to Come?” (HERO 2022/W-004)
<https://www.online-hero.nl/art/4351/special-issue-preventive-restructuring-4-germany-still-waiting-for-the-
revolution-in-restructuring-to-come# _edn51> accessed 07 August 2023.

47 Thomas H Jackson, ‘Bankruptcy, Non-bankruptcy Entitlements, and the Creditors' Bargain® (1982) 91 Yale
Law Journal 857, 860. The Creditors’ Bargain theory posits that the optimal system of reorganization should
be "designed to mirror the agreement one would expect the creditors to form among themselves were they to
negotiate such an agreement from an ex ante position.”

48 Joost den Hollander, ‘Company Valuatie en Waarde-allocatie in Distress’ (NVRII najaarsvergadering 2022,
March 2023).
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Value in the calculation of the reorganization value.* | first explain this approach and | also
discuss under which cumulative narrowly described circumstances trade payables can indeed
be added to Enterprise Value and this value can actually be distributed under a plan. I,
however, continue by arguing that treating trade payables as a distributable value under a
plan is problematic as it would, inter alia, result in cash generation extracted from the pool
of trade creditors for the interest of other stakeholders. In light thereof, I propose a design
principle.

Chapter 2 provides first of all a descriptive analysis of the rules governing the financing of
banks based as part of the EU banking regulatory framework. The focus in this chapter is
particularly on banking regulations related to i) the determination of the regulatory capital
requirement for banks applying the Risk Weighted Asset (RWA) system with respect to
banks’ secured exposures to corporates, and ii) non-performing loans (NPLs) based on the
so-called prudential backstop measure. The chapter is composed of two parts.

In the first part, | analyze how the RWA system drives banks’ lending behavior in relation to
corporate borrowers. | discuss that outside the context of banking regulations, there have
been developments in a diversity of jurisdictions as to the legal frameworks that govern
security interests at a national level as well as developments in insolvency law that are
deemed to afford stronger creditor protection rights at an EU level. While these developments
are expected to mitigate the credit risk of secured creditors, the analysis of the RWA system
suggests that both the banking regulations and also banks themselves do not seem to fully
factor in the decline in their credit risk, and recognize the credit risk mitigating effect of only
limited asset types, namely immovables and financial assets.

In the second part, I examine how banking regulations related to NPLs affect banks’
incentives in reorganization when banks act as secured creditors. Depending on the
circumstances of the case at hand, this may lead banks to have a facilitative role in
reorganization or act opportunistically in reorganization.

Chapter 3 analyzes the economic consequences of strengthening the legal rights of secured
creditors in reorganization in the context of the EU CMU action plan. | focus, in particular,
on attempts to create a developed bond market.

I focus on circumstances where strengthening the legal rights of banks, weakens the position
of unsecured creditors, particularly bondholders. | concentrate on three such practices where
the shift of legal rights towards banks could result in less value and control for unsecured

49 PWC, ‘Valuation under de WHOA’> (July 2020) 7 <https://www.pwc.nl/nl/actueel-
publicaties/assets/pdfs/whitepaper-whoa.pdf> accessed 10 August 2023; Sebastiaan van den Berg, Wim G M
Holterman and Hans H T Haanapel, ‘De Reorganisatiewaarde Onder de WHOA’ (2019) 25 (2) Tijdschrift voor
Insolventierecht 81.
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creditors: i) the use of reorganization procedures as foreclosure mechanisms, ii) opportunistic
uses of interim financing by interim lenders and iii) alliances between secured creditors and
shareholders inside a reorganization procedure. Therefore, other cases in which the position
of unsecured bondholders could potentially suffer from lack of protection in other contexts
than in relation as to secured creditors inside reorganization procedures, such as weak priority
rules in relation to shareholders without the involvement of secured creditors, shareholder
loans, and dividend restrictions are not discussed.

Subsequently, | provide two sets of analyses. | first analyze the microeconomics effects of
strengthening the legal rights of banks in reorganization on corporates’ access to debt
financing in a debt environment constructed of a mix of secured (bank) financing and
unsecured bond financing. Thereafter, | discuss the financial stability consequences of
strengthening the legal rights of banks in reorganization.

From a microeconomics perspective, the shift of legal rights in favor of banks in
reorganization could result in an increase in bond pricing, and even worse reduce corporates’
access to bond financing and deteriorate loan financing conditions in a non-competing bank
loan market.

From a financial stability perspective, a shift towards more legal rights in favor of secured
creditors is likely to have two major consequences from a financial stability perspective.
First, it would continue dependence on banks, which in turn would continue corporates’
exposure as borrowers to banking shocks. Second, it would hamper proper risk pricing in
bonds because of yet unknown effects of the reforms in insolvency law, which can ex-post
lead to sharp reactions from bondholders once the risks are revealed, creating a risk of fire
sale of bonds. In fact, by deteriorating the position of bondholders, there is a risk to undo any
progress made in achieving the CMU action plan objectives of creating a vibrant funding
climate. In light of the analyses in this chapter, in the final section of this chapter, I provide
recommendations within the scope of the EU reorganization framework as safeguards against
the potential of secured creditors’ opportunistic behaviors in reorganization.
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CHAPTER 1

Reorganization: a System of All for One?

A comparative analysis of the position of secured creditors under US,
EU, Dutch and German legal systems

Abstract

The distribution of value in reorganization procedures is in principle based on the outcome
of the negotiations between creditors and shareholders involved in such procedures.
Nevertheless, reorganization rules play an influential role in determining the outcome as they
have ex-ante effects on the bargaining positions and the controlling powers of the negotiating
parties. A contentious issue relates to the distribution of the reorganization value. The clearest
manifestation thereof can be found in cases where all prepetition assets of a debtor are
encumbered. In such a case, the question that arises is as follows: Is reorganization still a
collective procedure in the sense that it operates to maximize the collective return to all
creditors, or is it a system in which the winner, the secured creditor, takes all the value?

An overview of the legislation and the legislative history of reorganization regimes suggests
that legislators in the jurisdictions analyzed consider reorganization as a system that operates
in the interest of the entire body of creditors. In general, legislators are opposed to
implementing a system which would distribute reorganization value fully and only to secured
creditors. This is, however, insufficient to guarantee that the intended outcomes envisaged
by the legislators also match the actual outcomes in practice. In this chapter, | delve into the
approaches of US, EU, Dutch and German legal systems as to the regulation of the position
of secured creditors. | discuss how the lack of sufficient legislative responses and a high
degree of flexibility as to the application of reorganization rules related to the position of
secured creditors may lead to undeliberate consequences and put hurdles on the maximization
of value for the interest of all creditors.

The chapter first highlights the core features of security interests (section 2) and then
addresses issues surrounding security interests in reorganization proceedings (section 3). The
main part of this chapter discusses the different approaches to regulating the position of
secured creditors under different legal regimes (section 4). In section 5, | delve into a
reorganization valuation approach proposed in literature advocating to add trade payables to
the Enterprise Value as a distributable value. Such an approach of treating existing liabilities
as value that can be distributed amongst stakeholders may be very counterintuitive and
surprising. The phenomenon where tinkering with debts to trade creditors might yield a
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positive value for both valuation and distribution purposes can manifest itself under very
specific circumstances. | discuss under which cumulative narrowly described circumstances
trade payables can indeed be added to Enterprise Value and this value can actually be
distributed under a plan. | argue that treating trade payables as distributable value under a
plan is problematic as it would, inter alia, result in cash generation extracted from the pool
of trade creditors for the interest of other stakeholders. In light thereof, | propose a design
principle.
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1 Introduction

Reorganization procedures constitute an insolvency law proceeding tool' that allows
distressed firms to capture higher going concern value (aka “reorganization value”) in excess
of the liquidation value. Since insolvency is a situation of scarcity, the question immediately
presents itself, who can claim entitlement to this higher value?

A rich body of literature has been dedicated to whether in cases where all assets of a debtor
are encumbered, secured creditors are entitled to the full reorganization value, or whether
some value is to be left for distribution among other creditors.? Supporters of allocating the
full reorganization value to secured creditors mainly raise arguments on the basis of parato
efficiency® or the freedom of contract and the importance of facilitating access to (secured)
financing.* A contrary viewpoint is the asset-based approach, based on which priority rights

! In this chapter, the terms ‘insolvency’ and ‘bankruptcy’ are used interchangeably. Also, there are different
viewpoints as to the legal nature of (preventive) reorganization proceedings. The discussion on the legal nature
of reorganization proceedings is out of the scope of the present chapter. For more elaborated discussions see
Nicolaes Tollenaar, Pre-Insolvency Proceedings: A Normative Foundation and Framework (Oxford University
Press 2019) paras 1.22- 1.31; Stephan Madaus, ‘Leaving the Shadows of the US Bankruptcy Law: A Proposal
to Divide the Realms of Insolvency and Restructuring Law’ (2018) 19 European Business Organization Law
Review 615; Riz J Mokal, ‘What is an Insolvency Proceeding? Gategroup Lands in a Gated Community’ (7
June 2022) SSRN <https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4128352> accessed 15 June 2022.
This chapter adheres to the conventional standpoint and considers reorganization proceedings as insolvency
law tools. See, in particular, Thomas H Jackson, ‘Bankruptcy, Non-Bankruptcy Entitlement, and the Creditors'
Bargain’ (1982) (5) 91 Yale Law Journal 857. Jose M Garido, ‘Out-0f-Court Debt Restructuring’ (2012) World
Bank Study, 103 notes that formal and informal restructuring “procedures are not separate from each other but,
rather, they exist in a continuum of different degrees of formality and court intervention.” In addition, in the
legal systems that are the focus of the present chapter are either stipulated within the respective insolvency law
acts (the US Bankruptcy Code and the Dutch Bankruptcy Act) or the design of the reorganization system is in
line with insolvency law traits (Germany); As to German restructuring scheme see Stephan Madaus and David
Ehmke, ‘Special Issue Preventive Restructuring 4. Germany: Still Waiting for the Revolution in Restructuring
to Come?” (2022) HERO 2022/W-004 <https://www.online-hero.nl/art/4351/special-issue-preventive-
restructuring-4-germany-still-waiting-for-the-revolution-in-restructuring-to-come#_edn51> accessed 28 June
2022.

2 See for instance, Douglas G Baird, ‘The Rights of Secured Creditors After ResCap’ (2015) The University of
Illinois Law Review 849, 856 and 858 noting that “[o]n the one hand are those who believe that when stock is
taken in bankruptcy, no one should be able to enjoy the assets to the absolute exclusion of other stakeholders.
On the other hand, are those who believe that stakeholders have a place in line, and the bankruptcy reckoning
should respect it.”

% For more elaboration regarding this viewpoint and the opposite standpoint see Charles W Mooney, ‘The
(IMLegitimacy of Bankruptcies for the Benefit of Secured Creditors’ (2015) University of Illinois Law Review
735.

4 Jay L Westbrook, ‘The Control of Wealth in Bankruptcy’ (2014) 82 (4) Texas Law Review 795, 827-852
provides a comprehensive analysis regarding contractualism. See also Barry E Adler, ‘Priority in Going-
Concern Surplus’ (2015) University of Illinois Law Review 811, 816; Barry E Adler, ‘Finance’s Theoretical
Divide and the Proper Role of Insolvency Rules’ (1994) 67 Southern California Law Review 1107; Alan
Schwartz, ‘A Contract Theory Approach to Business Bankruptcy’ (1998) 107 Yale Law Journal 1807; Lynn M
LoPucki, ‘The Case for Cooperative Territoriality in International Bankruptcy’ (2000) 98 Michigan Law
Review 2216, 2243-2245. Steven L Harris & Charles W Mooney Jr., ‘How Successful Was the Revision of
UCC Article 9: Reflections of the Reporters’ (1999) 7 (4) Chicago-Kent Law Review 1357, 1359 suggest that
the Article 9 revision was motivated by “increase[d] awareness that the principal beneficiaries of secured credit”
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of secured creditors is tied to distinctive assets and cannot be extended to the full
reorganization value.® The asset-based approach challenges the allocation of the full
reorganization value to secured creditors by addressing the existence of gaps in coverage of
blanket security interests mainly because some of the postpetition value is not traceable to
collateral or is generated thanks to the existence of soft variables that cannot be encumbered
with security rights.® Literature related to this second school of thought generally discusses
the limitations to the scope of security rights. The assessment in literature in this respect by
and large revolves around the question whether in a reorganization law regime, mainly in the
context of US law, there is a possibility to extend prepetition security rights to the excess
value that is captured in reorganization (aka “the surplus value™).’

This chapter addresses the question as to whether secured creditors are entitled to the full
reorganization value from a different perspective, which is less addressed in literature.® The
focus of this chapter is mainly on the legislator’s approach to the regulation of the value
entitlements of secured creditors in reorganization and the value that secured creditors may
receive in practice. To this end, the analysis in the present chapter is not confined to the
discussion on reorganization rules related to the value entitlements of secured creditors and
the distribution rules. This chapter takes a step further and assesses additional rules that have
impact on the position of secured creditors and, hence, their actual value recovery in
reorganization. This provides the possibility to gain deeper insights as to the roots of the
disparity, if there is any, between the legislative view on secured creditors’ value entitlement
and the actual value that secured creditors capture in reorganization.

are borrowers and third parties. The additional argument in favor of allocating the entire going concern value
to secured creditors is provided by Christopher W Frost, ‘Secured Credit and Effective Entity Priority’ (2019)
Connecticut Law Review 420. Frost argues that “(...)the firm is a closed system in which the firm creates cash
flow during bankruptcy solely through the use of secured creditor's pre-bankruptcy collateral.”

® For more explanation see Baird, ‘The Rights of Secured Creditors After ResCap’ (n 2); Frost (n 4).

® Melissa B Jacoby and Edward Janger, ‘Tracing Equity: Realizing and Allocating Value in Chapter 11° (2018)
96 Texas Law Review 673; Michelle M Harner, ‘The Value of Soft Assets in Corporate Reorganizations’ (2015)
University of Illinois Law Review 509, 540; Edward Janger, ‘The Logic and Limits of Liens’ (2015) (2)
University of Illinois Law Review 589; Stephan Madaus, ‘Is the Relative Priority Rule Right for your
Jurisdiction? Simple Guide to RPR’ (2020) WP-2020-1.

7 Jacoby and Janger (n 6); Ralph E Brubaker, ‘The Post-RadLAX Ghosts of Pacific Lumber and Philly News
(Part 1): Is Reorganization Surplus Subject to a Secured Creditor's Pre-Petition Lien?” (2014) 34 (6) Bankruptcy
Law Letter 1; Ralph E Brubaker, ‘Credit Bidding and the Secured Creditor’s Baseline Distributional
Entitlement in Chapter 11° (2012) 32 (7) Bankruptcy Law Letter 1; Ralph E Brubaker, ‘The Post-RadLAX
Ghosts of Pacific Lumber and Philly News (Part II): Limiting Credit Bidding” (2014) 34 (7) Bankruptcy Law
Letter 1.

8 Jacoby and Janger (n 6) and Brubaker, ‘The Post-RadLAX Ghosts of Pacific Lumber and Philly News (Part
II): Limiting Credit Bidding” (n 7) touch upon this matter to some extent concerning the US Chapter 11
Bankruptcy Code.
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An in-depth understanding of the position of secured creditors is essential, especially because
secured creditors’ position can have extensive economic implications.® The rights of secured
creditors in any debt enforcement procedure can have ex-ante consequences on the
availability of credit and the secured creditors” monitoring incentives.'® Also, particularly, in
reorganization proceedings, a crucial factor regarding the regulation of the position of
secured creditors relates to its interconnection with the overall objective of insolvency law
regimes. Insolvency law regimes are in principle aimed at “saving financially distressed firms
that are economically efficient and shutting down financially distressed firms that are
economically inefficient.”** On the one hand, undermining or even diluting core features of
security rights in reorganization can result in secured creditors’ bias against such proceeding.
In that case, inefficient liquidations combined with fire sales of assets can be anticipated. On
the other hand, affording too much protection to secured creditors in reorganization may
eventually result in a situation where secured creditors exercise pervasive control in such
proceedings.!? In such a case, a secured creditor’s bias towards reorganization can be
expected whilst reorganization may not be necessary or efficient. In an effort to strike a
balance between the degree of secured creditor protection inside and outside of
reorganization regimes, legislators additionally have to take into account the possible trade-
offs between facilitating reorganization proceedings and upholding the key features of
security interests in such procedures. The reason for this is that the existence of several tools
that are deemed to facilitate reorganization proceedings— such as the possibility of imposing
a stay on individual enforcement actions, the right of the debtor in possession to use or sell

® Tomas Rydl, ‘The Impact of Insolvency Law on Financial Stability’ (CNB Financial Stability Report 2005);
Jean-Charles Bricongne and others, ‘Economic Relevance of Insolvency Frameworks in a High-debt Context:
An EU Perspective’ (June 2016) European Commission research project, discussion paper No. 032; Michelle
Harner, ‘Final Report of the ABI Commission to Study the Reform of Chapter 11° (2014) Book Gallery
<http://digitalcommons.law.umaryland.edu/books/97> accessed 20 May 2022 (hereinafter ABI report);
Maryam Malakotipour, Enrico Perotti and Rolef de Weijs, ‘Unfair and Unstable: EU Bankruptcy Reform
Requires More Scrutiny’ (February 2020) CEPR <https://cepr.org/voxeu/columns/unfair-and-unstable-eu-
bankruptcy-reform-requires-more-scrutiny> accessed 02 June 2022.

10 Based on empirical evidence, the degree of creditor right protection has a positive association with the
availability of credit while it has a negative association with the monitoring incentive of lenders. For further
elaboration on this matter see Rafel LaPorta and others, ‘Law and Finance’ (1998) 106 (6) Journal of Political
Economy 1113; Reiner Haselmann, Katharina Pistor and Vikrant Vig, ‘How Law Affects Lending’ (2005)
Columbia Law and Economics Working paper No. 285.

11 Michelle J White, ‘The Treatment of Secured Credit in Bankruptcy: a Unified Model” in Barry E Adler (ed),
Research Handbook on Corporate Bankruptcy Law (Elgar 2020) 211. See also Gerard McCormack and Wai Y
Wan, ‘Transplanting Chapter 11 of the US Bankruptcy Code into Singapore’s Restructuring and Insolvency
Laws: Opportunities and Challenges’ (2019) 19 (1) Journal of Corporate Law Studies 69.

12 See for instance, Kenneth M Ayotte and Edward R Morrison, ‘Creditor Control and Conflict in Chapter 11’
(2009) 1 (2) Journal of Legal Analysis 511' Eckbo B Espen, Kai Li and Wei Wang, ‘Rent Extraction by Super-
priority Lenders’ (2019) Tuck School of Business Working Paper No. 3384389
<https://papers.ssrn.com/sol3/Papers.cfm?abstract_id=3384389> accessed 16 June 2022.
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(encumbered) assets and attract interim financing— may result in restrictions on rights that
secured creditors enjoy outside reorganization.

1.1 Research focus and questions

The determination of the value entitlements of secured creditors in reorganization is a
contentious issue. First, in contrast to liquidation proceedings, where secured creditors have
priority over other creditors with respect to the proceeds of the sale of encumbered assets,
reorganization may not necessarily entail the sale of assets.*® Also, in order to determine the
value entitlements of secured creditors in reorganization, a distinction should be made
between the value that secured creditors can claim based on the legislation and the value that
they may effectively obtain on account of their position in reorganization. It may very well
be the case that the actual outcome of value distribution to secured creditors would be at odds
with the intent of the legislator.

Against this backdrop, the research question in this chapter is “in a case where the entire
prepetition assets of a debtor are encumbered with security rights, can secured creditors
claim entitlement to the full reorganization value?

The analysis in the present chapter is broken down into three questions. The first question is:

)i What is the value entitlement of secured creditors in reorganization where there
are security rights on all prepetition assets of a debtor?

In order to gain insights into the actual value that secured creditors obtain in reorganization,
the chapter discusses the position of secured creditors in reorganization. For this reason, it
focuses on two additional aspects related to the regulation of the rights of secured creditors,
namely the concepts of “adequate protection of secured creditor” and “priming under interim
financing”, leading to the following two questions.

1)) Are the interests of secured creditors adequately protected against the potential
negative effects of imposing restrictions on their individual enforcement rights?

I11) Do legal systems recognize the concept of “priming”, which is the possibility of
creating a security right that is higher in rank than a prepetition security right, in
the context of interim financing?

The focus in this chapter is on US, EU, Dutch and German legal systems. The US Chapter
11 Bankruptcy Code has been an important source of inspiration for the introduction of
reorganization in a number of jurisdictions.* In addition, since the Reform Act of the US

13 In reorganization, rather, the survival of the legal entity and the continuation of the business during and after
the procedure may allow the distressed corporation to retain a higher value than the liquidation value.
14 McCormack and Wan (n 11).
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Chapter 11 in 1978, reorganization constitutes a considerable portion of corporate defaults in
the US.'® Hence, the experience of the US Chapter 11 as to the position of secured creditors
in reorganization would be insightful even though, as it will be discussed in this chapter, this
is still a matter of ongoing judiciary and scholarly contention in the US.

In contrast to the US, in Europe, the concept of reorganization has only recently attracted a
widespread attention among member states. The introduction of the 2019 EU Directive on
Preventive Restructuring Frameworks (hereinafter the Directive),® strongly inspired by the
US Chapter 11, marks the initial steps of the EU legislator towards harmonization of
restructuring practices. The Directive, however, only provides for minimum harmonization.’
Hence, national legislators are left with a considerable degree of discretion as to the
regulation of many aspects of reorganization proceedings, including the entitlements of
secured creditors.’® For this reason, the present chapter delves, in particular, into the
implementation of the Directive under Dutch law— Wet homologatie onderhands akkoord
(hereinafter the WHOA)— and German law— Gesetz Uber den Stabilisierungs- und
Restrukturierungsranmen fur Unternehmen (hereinafter the StaRUG). The Netherlands has
traditionally been recognized a secured creditor-friendly jurisdiction. By introducing the
WHOA, Dutch legislators envisaged to attract financially distressed firms in order to become
a restructuring hub.® It will be analyzed how the Dutch legislator dealt with the trade-off
between upholding strong secured creditors’ rights in reorganization on the one hand, and
facilitating such procedure, on the other. This chapter also provides an in-depth analysis of
the value entitlements and the position of secured creditors under German law as Germany
is Europe’s largest economy in terms of GDP, and it is becoming even more especially after
Brexit.

15 US Congressional Research Service, ‘United States Bankruptcy Courts: Caseload Statistics for the 12-Month
Period Ending December 31, 2020” (March 2021) <https://crsreports.congress.gov> accessed 06 May 2022.

16 Directive 2019/1023/EU of the European Parliament and of the Council of 20 June 2019 on preventive
restructuring frameworks, second chance and measures to increase the efficiency of restructuring, insolvency
and discharge procedures and amending Directive 2017/1132/EU [2019] L 172/18 (hereinafter, EU Directive
on Preventive Restructuring Frameworks).

17 Emilie Ghio and others, ‘Harmonizing Insolvency Law in the EU: New Thoughts on Old Ideas in the Wake
of the Covid-19 Pandemic’ (2021) 30 (3) International Insolvency Law Review 9 noting that the Directive “(...)
merely offers a menu, rather than a truly harmonised framework, based on the codification of best practices
already in place in some of the Member States’ preventive restructuring regimes”. See also David Ehmke and
others, ‘The European Union Preventive Restructuring Framework: A Hole in One?’ (2019) 28 (2) International
Insolvency Review 18.

18 Ghio and others (n 17) 9 note that the Directive “(...) merely offers a menu, rather than a truly harmonised
framework, based on the codification of best practices already in place in some of the Member States’
preventive restructuring regimes”. See also Ehmke and others (n 17).

19 See for instance, Marc Molhuysen and Olmo Weeshoff, ‘WHOA! New Dutch Scheme Set to Position the
Netherlands as a Restructuring Hub’ (DLA Piper, 20 December 2019); Gerrit-Jan De Bock and Ruud A G De
Vaan, ‘Rapidly Implemented Amidst COVID Crisis, New Dutch Restructuring Procedure Offers Relief to
Businesses and Organizations Struggling with High Debts’ (2021) 18 (3) European Company Law 106.
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1.2 Chapter structure

This chapter proceeds as follows. 82 highlights the core features of security rights and
provides an overview of the basic entitlements of secured creditors under the legal systems
that are the focus of the present chapter. 83 conceptualizes the problematic issues surrounding
security rights in reorganization proceedings. In particular, the focus is on the three
substantial issues identified above, namely I) the possible value entitlement of secured
creditors; 11) the extent to which secured creditors are adequately protected against curtailing
their outside of formal insolvency procedures rights; and 1) the possibility to create a
priming lien to raise interim financing. Subsequently, 84 delves into the approaches of the
US, EU, Dutch and German legal systems as to the addressed three core issues. 85 focuses
on the concept of “reorganization value”. I discuss a reorganization valuation approach
proposed in literature advocating to add trade payables to the Enterprise Value. I discuss
under which circumstances trade payables can be added to the Enterprise Value, and why
treating trade payables as distributable value under a plan is problematic. In light thereof, |
propose a design principle. 86 concludes.

2 The core features of security rights and basic entitlements of secured
creditors

All creditors seek to prevent or minimize losses related to a debtor’s default. Creating security
rights is the best-known strategy to avoid losses as a creditor. Security rights are the basic
building blocks of the financial system. Security rights in general have three key
characteristics,?® which are not always distinguished: 1) the first feature is a priority right over
the proceeds of the encumbered assets;? Il) the second common feature is a distinct
procedure to foreclose on the assets, often with very little and sometimes no court

20 It should be noted that any of the mentioned characteristics may be present in arrangements that are not
secured transactions. In addition, the arrangement that does not have the features may still be characterized as
secured transactions. Lynn M LoPucki, ‘The Unsecured Creditor’s Bargain’ (1994) 80 Virginia Law Review
1887, 1921 notes “[s]ecurity offers the user some combination of three features, which I will refer to as priority,
encumbrance, and remedy. None of the three is present in every arrangement that qualifies as security; any of
the three features can be present in arrangements that are not security.” See also, Riz J Mokal, ‘The Search for
Someone to Save: A Defensive Case for the Priority of Secured Credit’ (2002) 22 Oxford Journal of Legal
Studies 687. LoPucki and Mokal address an additional feature of security rights, which is encumbrance. In his
paper, Mokal notes the following: “the collateral is also encumbered, in that the debtor loses the right to convey
to third parties’ rights inconsistent with those of the secured.”

21 John Armour, ‘The law and Economics Debate about Secured Lending: Lessons For European Law Making?’
in Horst Eidenmiller and Eva-Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de
Gruyter 2008) 1, 22; LoPucki, ‘The Unsecured Creditor’s Bargain’ (n 20) 1921; Teemu Juutilainen, Secured
Credit in Europe: From Conflicts to Compatibility (Bloomsbury Publishing 2018) 1.
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involvement;?? I11) the third critical element of security rights, which emanates from the first
two key features, is the control function of secured creditors over assets of a debtor.?® While
the first feature of security rights deals with the question of distribution, the second and the
third functions enable secured creditors to take control over the encumbered assets through
monitoring and controlling the recovery process.

Security rights are a domain between contract and property. These legal modules can
potentially create wealth by enabling owners to encumber their land or other assets to obtain
investment capital.>* Legal systems, where debt financing plays a fundamental role in their
economy, such as the US, the Netherlands and Germany generally provide for the possibility
to create security interests on a broad range of existing and future assets.? In light of the
changes to the nature of firms, a security right can be vested not only on tangible, but also on
intangible (i.e. intellectual property) transferable assets.?® As a result of this, the encumbrance
of all or almost the entire assets of a corporation is a common practice.?’

Once a debtor defaults, secured creditors’ control of the process of recovery and their priority
over proceeds of encumbered assets may depend on whether the attempt thereto by the
secured creditor takes place inside or outside of a formal insolvency procedure.

Outside of a formal insolvency procedure, secured creditors have strong control over the
recovery process. Upon the debtor’s default, secured creditors are commonly entitled to
enforce their security interests through a public sale auction or private sale of collateral. US,

2 Eric Dirix, ‘Remedies of Secured Creditors Outside Insolvency’ in Horst Eidenmiiller and Eva-Maria
Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 223; Armour (n 21) 19;
Moritz Brinkmann, ‘The Position of Secured Creditors in Insolvency’ in Horst Eidenmiiller and Eva-Maria
Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 249; LoPucki, ‘The
Unsecured Creditor’s Bargain’ (n 20) 1921.

23 Westbrook, ‘The Control of Wealth in Bankruptcy’ (n 4) 805 notes as follows: (“(...) the vast and
sophisticated literature of secured-credit and bankruptcy law has focused almost exclusively on questions of
priority, rather than on the problem of control of the process by which seizure, sale, and distribution are
achieved.”). See also, Gerard McCormack, Secured Credit under English and American Law (Cambridge
University Press 2004) 7.

24 Katharina Pistor, The Code of Capital: How the Law Creates Wealth and Inequality (Princeton Press 2019).
% In EU legal system, there is not harmonized field of security rights. There are initiatives with respect to the
harmonization of secured transactions, among which the Draft of a Common Frame of Reference (DCFR) is a
well-known source. See for more detail Wolfgang Faber, ‘Proprietary Security Rights in Moveables-European
Developments: A Spotlight Approach to Book IX DCFR’ (Juridical International, 22/2014)
<https://www.juridicainternational.eu/article_full.php?uri=2014_22_27_proprietary-security-rights-in-
movableseuropean-developments> accessed 10 April 2022.

% See for instance, as to US law, articles 9-204 and 9-109 the Uniform Commercial Code (1952) (UCC); Jason
Fu, ‘Floating Charge and Blanket Liens’ (2019) International Corporate Finance E-Journal. As to German law
see Sections 1273 et seq. Birgerliches Gesetzbuch, Reichsgesetzblatt (1896) (German Civil Code) (hereinafter
BGB).

27 The discussion as to the requirements to make a security interest enforceable against the debtor and third
parties is out of the scope of this chapter.
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Dutch and German legal systems require only minimal or no court involvement in such
procedures.?®

Inside formal insolvency procedures, there may be restrictions on secured creditors’ control
of collateral and the remedies they could invoke outside of such proceedings. Depending on
the enforcement procedure, there might be alternations on how secured creditors can enforce
their security rights and take control over the recovery process. The general goal of collective
insolvency proceedings is to maximize the firm’s value for the interest of the entire body of
creditors.?® In order to achieve this goal, insolvency proceedings may override the remedies
of individual creditors outside of a formal insolvency procedure.®® For instance, in
liquidation, which is a collective formal insolvency procedure, US and German legal systems
impose restrictions on individual enforcement actions of secured creditors. In these legal
systems, the trustee/administrator plays a key role in selling entire assets, either as a
piecemeal or going concern.3! Under Dutch law, however, secured creditors are entitled to
independently exercise their preferential recovery rights as if there is no liquidation
proceeding.3? Alternatively, it is possible under Dutch law that the secured creditor and the
trustee agree that the latter sells the collateral and transfers the proceeds to the secured
creditor.

In addition to liquidation proceedings, another type of collective insolvency law mechanism
is formed by reorganization procedures. Due to the distinguished nature of reorganization
proceedings that is discussed in the subsequent section (83), the position of secured creditors
in reorganization may considerably differ from the position that such creditors have outside
of a formal insolvency proceeding and in liquidation.

28 As to US law, see in particular part 6 of Article 9 UCC. As to Dutch law see Section 3:248, Section 3:251
(1), Section 3:250, Section 3:268 (5) Het Burgerlijk Wetboek (1838) (BW, Dutch Civil Code) (hereinafter BW).
As to German law see Section 1228 BGB, Section 1246 BGB, Section 1147 BGB; Section 15 Gesetz uber die
Zwangsversteigerung und die Zwangsverwaltung (1897) (ZVG, The German Act on Forced Sale and
Sequestration) (hereinafter ZVG).

2 Charles W Mooney, ‘The (Il)Legitimacy of Bankruptcies for the Benefit of Secured Creditors’ (2015)
University of Illinois Law Review 735, 753 notes “[bJankruptcy has traditionally been a collective proceeding
with the goal of enhancing recoveries for unsecured creditors beyond those that state court remedies could
provide to the creditors as a body.” Tomas H Jackson, The Logic and Limits of Bankruptcy Law (Harvard
University Press 1986) 27-33; Jacoby and Janger (n 6) 682.

30 Douglas Baird and Thomas H Jackson, ‘Corporate Reorganizations and the Treatment of Diverse Ownership
Interests: A Comment on Adequate Protection of Secured Creditors in Bankruptcy’ (1984) 51 (1) University of
Chicago Law Review 97, 101.

3L While in the US, secured creditors are entitled to the full proceeds from the sale of collateral, under German
law, certain costs and administration expenses that are related to disposition of the encumbered asset or a claim
shall be credited before the distribution of the sale proceeds to the creditor. Sections 170 and 171 Die
Insolvenzordnung (1994) (InsO, German Insolvency Code) and Section 10 ZVG.

32 Section 57 (1) Faillissementswet (1893) (Fw, The Dutch Bankruptcy Act). The Dutch Bankruptcy Code
imposes only few conditions in this respect. See also Sections 58, 101 and 176 Fw.
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3 Conceptualization of main issues surrounding security rights in
reorganization

The general framework of reorganization proceedings under the US Chapter 11 Bankruptcy
Code, the EU Directive, the Dutch WHOA and the German StaRUG is very comparable. The
four legal systems provide for Debtor in Possession (DIP) reorganization proceedings. In DIP
reorganization proceedings, the debtor generally remains in possession of assets and
continues the day-to-day operation of the business. The DIP character of reorganization
procedures and the existence of several additional tools in reorganization allow firms to retain
a higher going concern value in excess of the liquidation value. The common examples of
such tools are the possibility to impose a stay on individual enforcements, interim financing,
the possibility to use, sell, or lease assets, a debt for equity swap, and the possibility to enforce
a reorganization plan against the dissenting vote of a voting class (“cross-class cramdown”).
In this light, a reorganization procedure, in order to be effective in achieving its goal of
maximizing value for the entire body of creditors, may require curtailing the rights of
creditors. Among these creditors, secured creditors may be affected the most.

In view of some scholars, “bankruptcy law necessarily overrides the remedies of individual
investors outside of bankruptcy, for those "grab™ rules undermine the very advantages sought
in a collective proceeding.”*® The counterbalancing question is then how and to what extent
the core features of security interests— the priority right over proceeds of collaterals and
effective enforcement of security rights— can be upheld in reorganization proceedings? **

This section focuses on three main tensions in the context of the regulation of security rights
in reorganization procedures. Two points relate to the concept of adequate protection of
secured creditors and priming under interim financing. These two matters address the tension
between the facilitation of reorganization and a possible negative impact on the value
recovery of secured creditors. The third point is the value entitlement of secured creditors.
This point focuses on the tension between the maximization of reorganization value for the
interest of the general body of creditors and the determination of the value entitlement of
secured creditors. The first two points are most heavily debated, but the third is the most
important and will also precede the other two. Therefore, in addressing these three questions,
the following order will be applied: I) what is the possible value entitlement of secured
creditors in reorganization proceedings? Il1) are the interests of secured creditors adequately

33 Baird and Jackson, ‘Corporate Reorganizations and the Treatment of Diverse Ownership Interests: A
Comment on Adequate Protection of Secured Creditors in Bankruptcy’ (n 30) 101. See also Bob Wessels and
Stephan Madaus, Instrument of the European Law Institute Rescue of Business in Insolvency Law (European
Law Institute 2017) para 376 (hereinafter, EL1 Report).

3 Reinhard Bork, Rescuing Companies in England and Germany (Oxford University Press 2012) para 14.19
notes, “the economic sustainability of the secured creditor’s legal position forbids his rights being curtailed, set
aside, or placed at the mercy of a majority vote.”
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protected against potential negative impacts of imposing restrictions on their individual
enforcement rights? 111) do legal systems recognize the concept of priming? The remainder
of this section sets out the theoretical debates and issues with respect to the three core issues
surrounding security rights in reorganization proceedings.

3.1  The value entitlement of secured creditors in reorganization

Reorganization proceedings facilitate the possibility of capturing a higher value for
distribution among creditors involved in such proceedings. If there were no distributional
rules in place in reorganization proceedings, the maximization of the total value through such
procedures could be detrimental to parties that could have realized a higher value in
liquidation or through alternative possibilities. In this light, the most basic protection that
invariably reorganization regimes offer to dissenting creditors is that no creditor should be
made worse off than the creditor would be if the debtor were liquidated (or in some
jurisdictions compared to alternative scenarios), which is referred to as the “no-creditor
worse-off (NCWO)” test. The test only sets the low water mark as to the minimum recovery
floor for creditors. Sometimes the NCWO is referred to as “the best-interest-of-creditors”
test.3 The phrase “best-interest-of-creditors” is, however, imprecise. The use of the term “the
best-interest-of-creditors” may imply that it gives the highest possible payoff to creditors,
which is in their best interest while the test sets only the minimum value recovery for creditors
in reorganization proceedings. In light thereof, for the sake of preciseness, in this chapter, |
will refer to this benchmark test as the NCWO test.

While the benchmark NCWO test sets the low water mark as to the recovery floor, it is not
easily translated to or applied to the value entitlement of secured creditors in reorganization
proceedings. In principle, the possible value entitlement of secured creditors in a
reorganization procedure can be classified into four main categories, all within the
benchmark of NCWOQ.%

) The piecemeal liquidation value
i) The going concern liquidation value

iii) The fair market value of encumbered assets®’

% For legislations that have used the term “the-best-interest-of-creditors™ test see, for instance, Recitals 2 and
52, Articles 2 (1) (6), 10 (2) (d) EU Directive on Preventive Restructuring Frameworks. See also Section 1129
(@) (7) US Bankruptcy Code.

3% Sepastian van den Berg, ‘De Waarde van het Onderpand Onder de WHOA (on)terecht Gebaseerd op
Liquidatiewaarde?” (2020) 31 Tijdschrift voor Insolventierecht.

37 See for instance, Jay E Fishman, Shannon P Pratt, and William J Morrison, Standards of Value: Theory and
Applications (2" edn, John Wiley & Sons 2013). On p. 22 the authors note that the most common valuation
definition of fair market value is “[...] the price at which the property would change hands between a willing
buyer and a willing seller, neither being under any compulsion to buy or to sell and both having reasonable
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iv) The full reorganization value

The piecemeal liquidation value entitlement (scenario i) provides secured creditors with a
priority right over other junior stakeholders as to the sum of the value the respective
encumbered assets would yield in a liquidation proceeding. Generally, the piecemeal
liquidation entitlement generates lower proceeds compared to the other three categories. The
main reason is that the individual value of assets may not be worth as much as they would
generally yield if they were sold together.

The going concern liquidation value of encumbered assets (scenario ii) is the value of the
assets to a prospective owner that is willing to purchase the business as a going concern in
liquidation.®® The common element between the two approaches lies in the fact that the sale
of assets is assumed to take place in a hypothetical liquidation proceeding. When a distressed
company’s assets are sold in a liquidation proceeding, the property is exposed to the relevant
markets for a shorter than the normal timeframe, with limited advertising and less time to
ensure the highest bid is received.®

As opposed to the first two categories, the fair market value entitlement of secured creditors
(scenario iii) assumes that the sale of underlying assets takes place in an orderly course of

knowledge of relevant facts.” According to Garner, Black’s Law Dictionary, 1587, fair market value is defined
as “the price that a seller is willing to accept and a buyer is willing to pay on the open market and in an arm’s
length transaction; the point at which supply and demand intersect.” For other sources of definition of market
value of assets see for instance, Tollenaar, ‘Pre-Insolvency Proceedings: A Normative Foundation and
Framework’ (n 1) 104. Tollenaar states that the market value of assets is “the highest price in cash that would
be agreed between a willing hypothetical buyer and a willing hypothetical seller who are sufficiently and
similarly informed in an open and unrestricted market (in which all potential buyers are approached) and are
under no compulsion to buy or sell.”

38 Fishman, Pratt, and Morrison (n 37) 24 use the terminology of “investment value”. Fishman, Pratt, and
Morrison note that investment value “considers the owner’s (or prospective owner’s) knowledge, abilities,
expectation of risks and earning potential, and other factors. Investment value often considers synergies
available to a specific purchaser.” It should, however, be noted that the terminology of investment value is not
specifically used to refer to the value of assets in liquidation proceedings.

39 Michael Crystal and Riz J Mokal, ‘The Valuation of Distressed Companies: A Conceptual Framework’
(2006) SSRN <https://papers.ssrn.com/sol3/papers.cfm?abstract_id=877155> accessed 05 February 2022;
Crystal and Mokal note that the market value of asset reflects the value “when assets are individually exposed
to the relevant markets through a suitably lengthy and extensive process of advertising, where reasonable efforts
are made to identify potential purchasers, and where an appropriate level of negotiations is carried on with the
identified parties in order to obtain the best price.” It should be noted that some legal systems provide for pre-
package sale of underlying assets, generally a sale of the business, which changes the timing of events in an
assets sale. In a pre-package sale, the debtor has the right to privately make an agreement with a potential buyer
for the sale of underlying assets prior to the filing for a liquidation proceeding. The sale, however, would be
executed after opening insolvency by the administrators. The pre-package sale of business is meant to provide
for a more orderly sale of assets to generate higher returns for creditors. Nevertheless, the direct costs of
insolvency such as the administrator’s fee may result in receiving lower priority entitlement compared to the
other two approaches, namely the fair market value of encumbered assets and full reorganization value
entitlements.
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business, with normal exposure at their appropriate secondary market.*® Secured creditors
may be granted with a higher priority entitlement compared to the first two concepts, which
both assume the sale of assets in an insolvency proceeding.

Finally, according to the full reorganization value entitlement of secured creditors
perspective (scenario iv), where all assets are encumbered, secured creditors would have a
priority right as to the entire reorganization value of the business, up to the amount of their
claim. The reorganization value is the enterprise value of the business on the promise that the
business will continue as a going concern within the same legal entity in accordance with a
proposed reorganization plan. The reorganization value of a business would typically yield a
higher value compared to the other three described values due to the distinct mechanism of
reorganization. The most important legal consequence of reorganization procedures is that
the legal entity remains in place. As a result, the value of contracts or soft assets that cannot
be sold or transferred to a buyer when the debtor is declared insolvent would be preserved in
reorganization. Clear examples of soft assets that can be kept only if the legal entity itself is
kept in place are landing permits for airlines or licenses to sell certain goods in order to
operate a business. Reorganization may also provide for the possibility to retain a higher
value in cases where there is an illiquid market to sell assets.*! This excess value that can
only be created in reorganization and in essence also needs the continued existence of the
legal entity is generally referred as the reorganization surplus value.*?

The discussions as to the value entailments of secured creditors become most clear where
entire (prepetition) assets or all assets of a debtor are encumbered. The hypothetical example
in the subsequent section demonstrates the competing approaches and possible outcomes.

3.1.1 Possible value entitlement of secured creditors in a hypothetical case

Assume a viable high-tech firm is in financial distress and files for a reorganization
proceeding. A secured creditor has a total claim of €20 against the debtor and holds security
interests on all (prepetition) assets of the firm. In addition, the class of unsecured creditors,

40 See for instance, Fishman, Pratt and Morrison (n 37) 29; Tollenaar, Pre-Insolvency Proceedings: A Normative
Foundation and Framework (n 1) 105.

41 Lucian A Bebchuk, ‘A New Approach to Corporate Reorganizations’ (1988) 101 Harvard Law Review 775,
776.

42 There is a lack of a harmonized approach as to the determination of the reorganization surplus value. For the
purpose of this chapter, the reorganization surplus value refers to a value that can be only realized in a
reorganization proceeding through the distinct mechanism of reorganization and cooperation of stakeholders.
In some literature, however, the surplus value reflects the difference between a piecemeal liquidation value of
assets and the expected going concern value in reorganization. See, for instance, Aart L Jonkers and Robert van
Moorsel, “WHOA voor iedereen, verdeel de bankenbonus’ (2019) 17 Ondernemingsrecht 944; Adler, ‘Priority
in Going-Concern Surplus’ (n 4). Another approach is to consider the difference between a going concern
liquidation value and a going concern value in reorganization as surplus value. See for instance, Douglas G
Baird and Thomas H Jackson, ‘Bargaining after the Fall and the Contours of the Absolute Priority Rule’ (1988)
The University of Chicago Law Review 738, ftn. 33; Van den Berg (n 36).
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which is composed of bondholders, holds a total claim of €26 against the debtor. The
assumption in this case is that trade creditors are excluded from the reorganization procedure
and their claims remain intact. Since trade creditors constitute a rather tricky class of creditors
as far as calculating and distributing reorganization value is concerned (see section 5), they
are simply left out of the analysis all together at this stage.

Assume in this example the reorganization value is equated with the Enterprise Value, and it
is expected to be €25. There are different methods to calculate the Enterprise Value, most
notably a Discounted Cash Flow (DCF) valuation and an EBITDA multiple. A DCF
valuation can commonly also be recalculated and presented as an EBITDA multiple. Here,
the Enterprise Value will be assumed at a given value of €25.

The figure below illustrates the interim balance sheet of the firm based on its (going concern)
reorganization value, before imposing haircuts and debt-equity swaps.*

25

Figure 1.1: Interim balance sheet; excluding trade payables. This balance sheet illustrates
the capital structure of the firm, rather than the possible value entitlement of stakeholders.

The focus at this stage is on bringing clarity to the value entitlement of the secured. For this
reason, | present the case as an allocation of value between creditors, and for these
preliminary analyses, assume no value goes to the shareholders.** Therefore, in this example,

4 In the balance sheets depicted in this chapter, the US accounting practice of listing Equity at the bottom is
used, rather than the European approach of listing Equity at the top. The former is more in line with the waterfall
distribution of value. The method of using balance sheets with colors and blocks in relative size to their position
is derived from the Financial Mind Map, developed by Joost de Vries and JBR Institute®©.

4 This does not constitute a normative position as to strict or flexible priority rules in relation to shareholders.
Rather, it seeks to flesh out in its essence different approaches to value entitlements of secured creditors in the
easiest possible way.
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there is a dispute between the secured creditor and unsecured bondholders as to the
distribution of the reorganization value.*

The additional assumption in this case is that claim bifurcation takes place. On this basis, the
secured creditor would only have a priority right over other creditors up to the value of its
collateral. For the remainder of its claim, if there is any, the secured creditor would have an
unsecured claim. Furthermore, illustrations as to the application of the NCWO test and the
distribution of value on the basis of a priority rule are out of the scope of the present case.
Hence, this example assumes the value recovery of the unsecured bondholders would be
negligible in an alternative scenario (i.e. liquidation). The essence of the first scenario then
is that the secured creditor would for its secured part only be entitled to the piecemeal
liquidation value of its collateral on the basis of the NCWO test.

The question that arises in this context is: to which part of the reorganization value the
secured creditor can claim priority over the bondholders and the suppliers? As discussed in
the previous section, there can be at least four different possible value entitlements, namely
1) the piecemeal liquidation value, ii) going concern liquidation value, iii) the fair market
value of encumbered assets and iv) the full reorganization value.

Assume that the piecemeal liquidation value, which is the total distress sale value of the
assets, is €4. If one considers the value of the security rights to be equal to the piecemeal
liquidation value of the assets (scenario i), the secured creditor would have a priority right
over the piecemeal liquidation value (€4). In Figure 1.2, the dark green box denotes the value
over which the secured creditor has a priority entitlement on account of its security interest.

Figure 1.2: 1) Interim balance sheet in reorganization based on piecemeal liquidation value
entitlement of the secured creditor

45 85 is an extension of the present case, by assuming that trade creditors in addition to other unsecured creditors
and the secured are included in the balance sheet of the debtor.
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On the basis of this approach, the remainder of the reorganization value (A:121) would be
available for distribution among unsecured claimholders, namely the bondholders and the
secured creditor to the extent that its claim is not secured. The light green box in Figure 1.2
illustrates the value available for distribution among unsecured claimholders. Also, the
amount of unsecured debt would be €42 (€16+ €26). Therefore, this would lead to a payout
of 50% (21/42) to the unsecured claimholders.

If the underlying assets are sold together through a going concern sale in a liquidation
proceeding, the total value of the assets could be €12. If one equates the value of the security
rights with the going concern liquidation value of the assets (scenario ii), the secured creditor
would have a priority right over the going concern liquidation value (€12).

Figure 1.3: ii) Interim balance sheet in reorganization based on going concern liquidation
value entitlement of the secured creditors

Based on the second approach, the remainder of the reorganization value (A213) would be
available for distribution among the unsecured bondholders, and the amount of unsecured
debt would be €34 (€8+ €26), which would lead to a payout of approximately 38.2% (13/34).

Alternatively, when assets are sold in an ordinary course of business, where they are
individually exposed to the relevant market through extensive advertising and there is enough
time to identify prospective buyers and engage in negotiations to obtain the best price, the
fair market value of the assets could be €16. In this light, if one considers the value of the
security rights to be equal to the total fair market value of the assets (scenario iii), the secured
creditor would have a priority right over the market value of the assets (€16).



Figure 1.4: iii) Interim balance sheet in reorganization based on market value entitlement of
the secured creditor

On the basis of this approach, the remainder of the reorganization value (A39) would be
available for distribution among the unsecured bondholders, and the total unsecured debt
would be €30 (€4+ €26). Therefore, this would yield to a payout of 30% (9/30) to unsecured
claimholders.

A fourth alternative approach would be to equate the value of the creditor’s security rights
with the reorganization value of the firm (scenario iv). Based on this approach, the secured
creditor would be entitled to recover the entire claim (€20) ahead of other creditors. This
would be the highest possible value that the secured creditor could capture in reorganization
within the boundaries of the example.

Figure 1.5: iv) Interim balance sheet in reorganization based on full reorganization value
entitlement of the secured creditor

w
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In this case, the remainder of the reorganization value (As5) would be available for

distribution among the bondholders, and the total unsecured debt would be €26, which would
result in a payout of 19.2% (5/26).

This simplified example illustrates the wide range of possible outcomes as to the distribution
of the reorganization value, depending on the choice between the possible approaches as to
the determination of the value entitlement of secured creditors. In the next section (84.1), it
will be seen how different jurisdictions approach the issue.

3.2 Adequate protection of secured creditors

The second core issue surrounding security interests in reorganization proceedings is the
protection of the value of encumbered assets against the potential negative impacts of
imposing restrictions on their individual enforcement rights. Under US law this is usually
referred to as “adequate protection”.

In order to maximize value in reorganization, legal systems may impose restrictions on the
security rights of creditors. Reorganization regimes may prevent individual enforcements
that possibly diminish the going concern value of the debtor.?® In addition, reorganization
regimes may enable the debtor to use, sell, or lease the collateral in the continuing operation
of the business during reorganization. Imposing constraints may not be limited to the period
during reorganization, but also after the proceeding. The importance of recognizing such
restrictions to the right of collateral enforcement by secured creditors has gained prominence
in the current economic lending community where a secured creditor may have a security
interest on all assets of a debtor.*’ In the absence of such a possibility, a reorganization regime
is at the risk to convert into an asset foreclosure mechanism or at least provide a very broad
veto right to secured creditors.

The risk of allowing a debtor to use, sell, or lease encumbered assets during a reorganization
proceeding is that the amount and the value of collateral may decline. This issue is more
prominent with respect to certain sorts of assets which might be of a finite quantity or
consumed at a faster rate than can be replaced. In addition, even if the debtor does not use or
consume encumbered assets during a reorganization proceeding, the value of assets may not
remain stable due to market fluctuations in the period between filing for reorganization and
finalizing the proceeding. A possible decline in the value of encumbered assets may have an

46 In ELI Report (n 33) para 376 it is stated that “[i]n formal (restructuring and insolvency) proceedings, a stay
must to the full extent also allow for organising negotiations and deciding on rescue options (plan or going
concern sale). Here a stay should: completely stop enforcement actions of creditors (including the tax authority);
ban the realisation of assets by secured creditors (...).”

47 Harner, ‘The Value of Soft Assets in Corporate Reorganizations’ (n 6) 515. See also Ayotte and Morrison (n
12) 513; Baird, “The Rights of Secured Creditors After ResCap’ (n 2) 850.
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impact on the value entitlement of secured creditors. In this respect, several contentious
issues may arise.*®

The first issue is how to determine a proper benchmark value in order to set the value that
should be protected. The follow-up question is whether the value entitlement of secured
creditors can be considered as a proper benchmark to protect secured creditors against a
potential decline in the value of underlying assets.

The second issue is whether the debtor should be under a duty to protect the value of collateral
or whether secured creditors have to actively request for protection. If the latter is the case,
would the value to be protected be the value of the interest as of the petition date or the date
of the request for protection?

An equally fundamental point revolves around the rights of secured creditors whose collateral
declines in value during reorganization. Can secured creditors foreclose on the respective
collateral to avoid further deterioration in value or would they instead have to be provided
with alternative safeguards to be compensated for the loss in the economic value of the
underlying assets?

3.3 Priming under interim financing

The third issue related to security interests in reorganization proceedings is that whether the
law allows and should allow for a priming lien. In a reorganization proceeding, the DIP may
have access to funds in order to continue the day-to-day operations of the business. Generally,
the available funds are exhausted and the expected stream of cash flows may be insufficient
for this purpose. Therefore, in such a case, the DIP may seek interim financing from third
parties. It might be extremely difficult and time consuming for a debtor to persuade a third
party to invest unless the lender is ensured that she is sufficiently protected against the
possible unsuccessful reorganization attempt of the debtor. When there are unencumbered
assets or postpetition assets, the debtor would, only if it is possible as a matter of law, grant
security interests in such assets to the interim financier. However, in a reorganization
proceeding, the debtor may very well not hold any or sufficient unencumbered assets to grant
an interim financing lender a security right.*® In this light, some reorganization regimes allow
debtors to create a security right that ranks ahead of a pre-existing security right in the same
asset in order to facilitate access to interim financing.* In fact, reorganization regimes face

4 See generally, Nick Segal, ‘The Effect of Reorganization Proceeding on Security Interests: The Position
Under English and US Law’ (2007) 32 (3) Brooklyn Journal of International law 927, 950-954; Baird, ‘The
Rights of Secured Creditors After ResCap’ (n 2).

49 Charles J Tabb, ‘What’s Wrong with Chapter 11” (2019) University of Illinois College of Law Legal Studies
Research paper 19-15, 14.

% For more elaborated discussions see, Sandeep Dahiya and Korok Ray, ‘Evaluating Debtor in Possession
Financing’ (2017) 34 Emory Bankruptcy Development Journal 57.
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a trade-off between two competing interests. On the one hand, the aim is to facilitate access
to interim financing, for instance, by allowing debtors to create priming liens. On the other
hand, one of the core features of security interests, which is the priority over proceeds of
encumbered assets, is at stake. The question that arises is what legal protections do legal
systems provide secured creditors whose prepetition security interests are affected in case of
priming?

4 The position of secured creditors in reorganization

This section compares how the US, EU, Dutch and German law systems have responded to
the questions on the value entitlement of secured creditors (84.1), adequate protection of
security rights (84.2) and the position of secured creditors in case of interim financing (84.3).

4.1  The value entitlement of secured creditors in reorganization: full value or not?
4.1.1 US law

Under US law, secured creditors that hold security interests on entire prepetition assets of a
debtor cannot claim the full reorganization value. One of the distinguished elements of the
US Bankruptcy Code is that it encompasses provisions regulating the extent to which
prepetition security interests can be extended to assets that are acquired postpetition.
According to the US Bankruptcy Code, prepetition security interests can only be extended to
the "proceeds, product, offspring, or profits" of the prepetition secured property.® Two
limitations to this general rule are stipulated in the second limb of Section 552 (b) and Section
506 (c). According to Section 552 (b), the court may treat the secured creditor’s prepetition
lien differently “based on the equities of the case.” The aim of this provision is to prevent
windfalls for secured creditors and to give the courts broad discretion “to find an appropriate
balance between the rights of secured creditors and the rehabilitative purposes of the
Bankruptcy Code.”® There is generally limited case law in relation to Section 552 (b)** as in

51 Section 552 (a) US Bankruptcy Code cuts off blanket liens in bankruptcy, based on which property that is
acquired by the estate or by the debtor after the commencement of the case is not subject to any lien resulting
from any prepetition security agreement. This provision is subject to the exception stipulated in the first limb
of Section 552 (b) US Bankruptcy Code. Elaborated discussions with respect to these provisions can be found
in Jacoby and Janger (n 6); Brubaker, ‘The Post-RadLAX Ghosts of Pacific Lumber and Philly News (Part I1):
Limiting Credit Bidding’ (n 7); Frost (n 4).

52 ABI report (n 9) 232-233 notes in assessing the equities of the case, courts generally consider three elements,
which are “(i) the amount of time and estate funds that is spent on the collateral; (ii) the relative position of the
secured party following the expenditure of estate time and money (i.e., whether the collateral has been
enhanced); and (iii) the rehabilitative nature of the bankruptcy case. See All Points Capital Corp v. Laurel Hill
Paper Co, 393 B.R. 89, 93 (Bankr. M.D.N.C. 2008).

%3 The United Virginia Bank v. Slab Fork Coal Co (In re Slab Fork Coal Co.), 784 F.2d 1188, 1191 (4th Cir.
1986); Jacoby and Janger (n 6) 727.

% The existing case laws have taken contradictory approaches in this regard. See for instance, Official Comm.
of Unsecured Creditors v. UMB Bank, N.A. (In re Residential Capital, LLC), 501 B.R. 549, 612 (Bankr.
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practice the DIP often waives its right or stipulates that such equities do not exist in
connection with postpetition financing or the use of cash collateral.>® Based on the second
exception— Section 506 (c) US Bankruptcy Code— the DIP may recover from collateral the
reasonable, necessary costs and expenses that are incurred to protect collateral.®® Similar to
the case of Section 552 (b), the DIP generally waives the right to surcharge collateral under
Section 506 (c) and in exchange they enter into a court-approved carve-out agreement to
recover certain costs and claims from the proceeds of collateral.>’

The US Bankruptcy Code also encompasses rules as to the determination of collateral value.
As will be discussed below, overall, due to the high degree of flexibility as to the application
and interpretation of the rules, there is no uniform approach in the US as to the determination
of the precise value entitlement of secured creditors. While some courts only consider the
piecemeal and going concern liquidation value of collateral as possible baselines (scenarios
i and ii as outlined above), some other courts do not exclude the possibility of determining
the secured claims of creditors on the basis of the fair market value of collateral (scenario
iii). Nevertheless, the recent trend of cases is moving in the direction that, in certain instances,
judges have the tendency to equate the secured claim of creditors with the fair market value
of collateral.

In the US, there is a mismatch between the view of the legislator on the distribution of value
in reorganization and practice. Secured creditors, holding security interests on all prepetition
assets of a debtor, generally sell the entire business as a going concern in the context of
reorganization proceedings. In this case, the proceeds from the going concern sale of the
business, which can be categorized as the higher end of the fair market value of collateral,
are captured by the secured creditors and other creditors remain empty-handed in
reorganization.®®

4.1.1.1 The value entitlement of secured creditors: Sections 506 (a) and 1111 (b) (2) U.S.C.

Under US law, the NCWO test sets the minimum value entitlement of creditors. The NCWO
test is meant to ensure that each creditor is compensated for the time value of the money that
they would receive in a hypothetical liquidation scenario— a piecemeal or going concern

S.D.N.Y. 2013) (hereinafter, ResCap); In re Buffets Holdings Inc., 387 B.R. 115 (Bankr. D. Del. 2008); ABI
report (n 9) 232.

55 ABI report (n 9) 232.

% Section 506 (c) US Bankruptcy Code; US Senate report no. 95-989.

57 Baird, ‘The Rights of Secured Creditors After ResCap’ (n 2) 862 notes: “[questions about whether other
assets were used to enhance the value of the collateral do not arise because of the section 506(c) waiver given
when the carve-out is negotiated.” The use of carve-outs as Section 506 (c) US Bankruptcy Code waiver has
been highly criticized in re Tenney Village Co., Inc., 104 B.R. 562, 567 (Bankr. D.N.H. 1989); ABI report (n
9) 228.

%8 The findings are explained and referenced below.
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sale. Pursuant to Section 1129 (a) (7) US Bankruptcy Code and case law, a reorganization
plan satisfies the test if the creditor receives “property that has a present value equal to that
participant’s hypothetical Chapter 7 distribution if the debtor were liquidated instead of
reorganized on the plan’s effective date.”® On the basis of this approach, secured creditors
would be compensated for the time value of the money that they could have received in a
liquidation proceeding.

As to the determination of the value entitlement of secured creditors on account of holding
security interests, the Bankruptcy Code provides for two alternative options. The first
possibility is claim bifurcation (Section 506 (a)). The second possibility is to invoke the right
of election (Section 1111 (b) (2)).

Pursuant to Section 506 (a) US Bankruptcy Code, the value of the secured claim of secured
creditors has to be determined in light of the purpose of the valuation and of the proposed
disposition or use of such property. The legislative history of Section 506 (a) reads as follows:

“Value does not necessarily contemplate forced sale or liquidation
value of the collateral; nor does it imply a full going concern value.
Courts will have to determine value on a case-by-case basis, taking
into account the facts of each case and the competing interests in the
case.”®

In this respect, generally, courts choose between i) the piecemeal liquidation value ii) the
going concern liguidation value and iii) the fair market value of encumbered assets. For the
remainder of their claim, if there is any,®* the creditors would have unsecured claims.

The judicial view on the interpretation of Section 506 (a) is split. The Supreme Court in
Rash®— in the context of Chapter 13 US Bankruptcy Code— held where under a proposed
plan the debtor is going to retain collateral, relying on the fair market value of collateral
accurately gauges the debtor’s use of the property.®® On the basis of the Supreme Court’s

59 In re SAI Holdings Ltd, No. 06-33227, 2007 WL 927936, 7 (Bankr. N.D. Ohio 2007) (quoting 7 Alan N
Resnick and others, Collier on Bankruptcy 1129.03[7][b] (15th ed. 2004)). In re River Glen Land P’ship, Case
No. 14-32732, 2015 WL 588696, 8 (Bankr. E.D. Tenn. 2015) (quoting In re Hockenberry, 457 B.R. 646, 653-
54 (Bankr. S.D. Ohio 2011)).

80 US House of Representatives no. 95-595 (1977) 356; See also Adam J Levitin, Business Bankruptcy:
Financial Restructuring and Modern Commercial Markets (Wolters Kluwer Law & Business 2018) 312.

61 If the value of collateral, after deducting the expenses pursuant to Section 506 (c) US Bankruptcy Code, is
greater than the amount of the secured creditor’s claim, the creditor is oversecured. An oversecured creditor is
entitled to postpetition interests on such claim and any reasonable fees, costs or charges provided for under the
agreement or State statute under which such claim arose. See Section 506 (b) US Bankruptcy Code; Elizabeth
Warren, Chapter 11: Reorganizing American Businesses (Aspen publishing 2008).

82 In Associates Commercial Corp v. Rash, 520 US 953 (1997) (hereinafter, Rash).

8 In Rash (n 62), the Supreme Court used the term “replacement value’, which can be equated with the fair
market value as in the Court’s view, both terms reflect “the price a willing buyer in the debtor's trade, business,
or situation would pay a willing seller to obtain property of like age and condition.”
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interpretation, the determination of the value of security rights on the basis of the fair market
value of collateral (scenario iii) can be a possibility as well. The Supreme Court’s decision
in Rash does not have a precedent as to the question of collateral value in the context of
Chapter 11 proceedings. Nevertheless, the Supreme Court’s interpretation of ‘collateral
value’ in Rash was subsequently reaffirmed by the bankruptcy court in a Chapter 11 case,
ResCap.%

The opposite view as to the interpretation of ‘collateral value’ starts with the argument that
in Chapter 11 cases secured creditors are still entitled to the liquidation value of their
collateral as the debtor is operating in bankruptcy.% Justice Stevens, in a dissenting opinion
in Rash— the Supreme Court case as to Chapter 13— notes “section 506 (a) provides the
secured creditor only what it would get if the collateral were repossessed.”®® Justice Stevens
asserted that the fair market value would give a windfall to undersecured creditors at the
expense of unsecured creditors. In light thereof, the value of secured creditors’ collateral
would be determined on the basis of either i) the piecemeal liquidation value approach, or ii)
the going concern liquidation value approach.®’

The alternative way of determining the value entitlement of secured creditors is the right of
election under Section 1111 (b) (2) US Bankruptcy Code. If certain conditions are met, an
undersecured creditor may elect to have the entire amount of its claim treated as a secured
claim and, therefore, avoid the bifurcation of its claim entirely.% The right of election
can be exercised if the following conditions are met. First, the creditors’ collateral is not sold

64 ResCap (n 54).

8 ABI report (n 9) 212 notes “[t]he other issue that some other courts confront with is “whether a liquidation
standard, if appropriate, should be analyzed on a forced-sale or orderly-sale basis.”

% Dissenting opinion of Justice Steven in Rash (n 62) 1887. For a more detail description of Justice Steven’s
standpoint see Kathryn R Heidt and Jeffrey R Waxman, ‘Supreme Court’s Rash Decision Fails to Scratch the
Valuation Itch’ (1998) 53 4 American Bar Association. Dawn M Baumbholtz, ‘Bankruptcy—Debtor's Exercise
of the Cram Down Option— Valuation Standard for Collateral in Chapter 13’ (1998) 36 (2) Duquesne Law
Review 445.

67 Justice Stevens’ opinion is in line with the court’s decision in Zartman v. First Nat’l Bank of Waterloo, 82
N.E. 127,128 (N.Y. 1907). In that case, the court held that “a security interest in future earnings would “deprive
the unsecured creditor of the fund, upon the faith of which he may have given credit”. Baird, ‘The Rights of
Secured Creditors After ResCap’ (n 2) ftn. 44.

8 An undersecured creditor may opt for the right of election in order to be protected from the undervaluation
of collateral and enjoy future appreciation in the collateral or compensate for an initially low appraisal. Section
1111(b)(1)(A)(ii), "expressly provides that recourse treatment is denied to a nonrecourse claim holder where
the property securing the claim is sold under section 363 prior to confirmation or is to be sold under the plan of
reorganization.”" See also Brad B Erens and David A Hall, ‘Secured Lender Rights in 363 Sales and Related
Issues of Lender Consent’ (2010) 18 ABI Law Review 535; ABI report (n 9) ftn 152. Legislative statement
Section 1129 US Bankruptcy Code. As to the explanation of the right of election Warren (n 61) 157-59 notes
“the undersecured creditor whose claim is bifurcated into its secured and unsecured portions for treatment under
the plan is permitted to waive its unsecured claims and demand instead full repayment of its total claim (11
U.S.C. § 1111(b)(1)(B)).” Kenneth Klee, ‘All You Ever Wanted to Know About Cram Down Under the New
Bankruptcy Code’ (1979) 53 American Bankruptcy Law Journal 133, 153.
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or the debtor does not intend to the collateral through the bankruptcy case or under a plan.5®
Second, the creditor’s claim in the collateral is not of “inconsequential value”.”® Conflicting
case laws exist as to the second requirement. Some courts compare the value of the
collateral to the amount of the creditor’s total claim. They consider the collateral of
“inconsequential value” if it represents a small proportion, typically less than 10%, of
the creditor’s total claim.’® Another approach is to compare the value of the creditor’s
secured claim to the value of the collateral.”> The other approach, which may be used
in the context of Chapter 11 proceedings for small business debtors under the
subchapter V, is to consider the purpose and policy behind the statute in conducting the
analysis.”™

In case of the election, unless the secured creditor accepts otherwise, the plan must provide
for payments to the secured creditor with a present value (as of the effective date of the plan)
equal to the value of the collateral. Also, the plan must propose to pay the entire claim of the
secured creditor over time.”* The reason that an undersecured creditor may opt for the
election is twofold: firstly, in this way secured creditors can protect themselves from the
undervaluation of their collateral. Secondly, if the value of the collateral increases after the
plan is confirmed, a higher proportion of the creditor’s claim would be secured and the
creditor can “enjoy future appreciation in the collateral or compensate for an initially low
appraisal.”” There are, however, limitations to the election right that affect secured creditors’
decision as to whether they want to make use of their right to elect or not. First, the matter as
to how the debtor should pay the entire claim over time is not very much regulated. Also,
under the right of the election, the secured creditor would no longer have an unsecured
deficiency claim. If a debtor’s plan proposes a substantial payout to unsecured
claimholders, it may be in the interest of the secured creditor to forego the election in
favor of realizing a recovery on its deficiency claim. The same goes for cases where the

89 Article 1111(b)(1)(B) (ii) US Bankruptcy Code.

0 Article 1111(b)(1)(B) (i) US Bankruptcy Code.

L See for instance, In re Wandler, 77 B.R. 728 (Bankr. D.N.D. 1987).

2 McGarey v. MidFirst Bank (In re McGarey), 529 B.R. 277, 284 (D. Ariz. 2015).

3 See In re Body Transit, Inc., 619 B.R. 816, 836 (Bankr. E.D. Pa. 2020).

" Klee (n 68) 155; Landon G Van Winkle, ‘Anatomy of §1111 (2)(b) Election’ (21 June 2021) Bankruptcy and
Finance <https://businesslawtoday.org/2021/06/anatomy-of-the-%C2%A7-1111b-election/#_ftn6> accessed
21 May 2022 provides the following example to clarify the effect of the use of the right of election: “if a
creditor has a claim for $100,000 secured by collateral worth only $40,000, and it makes the § 1111(b)
election, the plan must propose to pay the creditor payments with a present value (e.g. with interest to
compensate for the time-value of money if paid over time) of $40,000, and the total payments the
creditor receives under the plan must total at least $100,000.”

> Theodore Eisenberg, ‘The Undersecured Creditor in Reorganizations and the Nature of Security’ (1985) 38
Vanderbilt Law Review 931; See also, Brad B Erens and David A Hall, ‘Secured Lender Rights in 363 Sales
and Related Issues of Lender Consent’” (2010) 18 ABI Law Review 535, 561-562
<https://www.usfn.org/blogpost/1296766/229155/The-1111-b-Election-A-Powerful-Tool-for-an-
Undersecured-Ch-11-Creditor> accessed 21 May 2022.
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secured creditor is the largest creditor and expects to have a substantial deficiency
claim. In such a case, the secured creditor would be in a position to carry the vote of
the general unsecured creditors and further enhance its bargaining power. Therefore, a
number of elements may affect secured creditors’ decision as to whether they want to
exercise their right of election such as the nature of collateral, the likelihood of the debtor
performing under the plan, and the alternative stream of cashflows which may be
realized by foregoing the election and retaining an unsecured claim.’®

4.1.1.2 The distribution of the surplus value: Section 1129 (b) (2) (A) U.S.C.

As discussed earlier (84.1.1.1), under the US Bankruptcy Code, postpetition assets remain
unencumbered unless they are the proceeds, product, offspring, or profits of the property that
is secured prepetition. In addition, for the purpose of claim bifurcation, the highest possible
value with which the secured claim of secured creditors may be equated is the fair market
value of collateral.

Section 1129 (b) (2) (B), which formally articulates the Absolute Priority Rule (APR),
regulates the distribution of the reorganization surplus value among classes of unsecured
claimholders and shareholders. Based on the US APR, a dissenting class of unsecured
claimholders must “be paid in full before any lower ranking creditor or sharecholder may
receive anything under a reorganization plan.”’’ Subsequent to the US Bankruptcy Code
reform in 1979, the APR functions as a default distributional rule rather than the main rule.
The APR only applies in relation to dissenting classes when there are disagreements among
classes on the distribution of the reorganization surplus value. The APR, and in general
priority rules, concern two types of priority battles. The first priority battle is a battle across
the debt-equity divide. It addresses whether any value can be left for old shareholders against
wishes of dissenting classes of creditors. The second priority battle is above the debt-equity
divide. It focuses on an inter-creditor priority battle.

In the priority battle across the debt-equity divide, the notable consequence of the APR is
that “when a firm owes more than its assets are worth, the shareholders receive nothing unless
the creditors consent.”’® The US Bankruptcy Code law has recently recognized the possibility
to deviate from the APR for Small and Medium Sized Enterprises (SMEs) in certain
circumstances. The Small Business Reorganization Act (SBRA) of 20197° has introduced an
Equity Retention Plan. Based on the recent Act, the court may approve a plan that provides

6 Van Winkle (n 74).

7 Baird and Jackson (1988) (n 42).

8 |bid 738. The Hence, in the context of the US Chapter 11, if creditors as groups consent, the prepetition
shareholders can retain part or even all of the shares in the reorganized company.

7 Small Business Reorganization Act (SBRA) of 2019, Pub. L. No. 116-54, 133 Stat. 1079 (codified in 11
U.S.C. 88 1181-1195 and scattered sections of 11 U.S.C. and 28 U.S.C.) The SBRA enacted a new Subchapter
V of Chapter 11 of the US Bankruptcy Code.
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for retaining equity ownership over the objection of unsecured creditors as long as all
projected disposable income of the debtor is proposed to be received under the plan within a
three-year period or such longer period as the court may approve, which does not exceed five
years.8% Another potential deviation ground that has been brought into discussion is the
recognition of the “New Value Exception” as a deviation ground from the APR, which allows
old equity holders that provide new financing to retain an equity. The New Value Exception
was first recognized in US Supreme Court in North LaSalle,®! and is not yet codified in the
Bankruptcy Code. In line with the Supreme Course case, the ABI has proposed a codification
of the new value exception that requires new money in an amount proportionate to the equity
received or by prepetition equity security holders; and that would be subject to a “reasonable”
market test.®?

In the priority battle above the debt-equity divide, the ranking of unsecured classes is the key
factor that determines the order of the surplus value distribution amongst creditors. The
deficiency claims of undersecured creditors, which can be classified either separately from
the class of general unsecured creditors or in the same class,® has a similar ranking to
ordinary unsecured creditors’ ranking.®* Under the US Chapter 11, in the inter-creditor
priority battle, undersecured creditors shall not receive a pay-out for the portion of their
unsecured claim whereby dissenting higher-ranking classes of creditors, such as employees,
tax claimholders, have not been paid in full. In case there are no preferred creditors, and only
general unsecured creditors are involved, based on the APR, the general unsecured creditors
would be entitled to the reorganization value on a pro rata basis.

This chapter analyzes the fundamental question of the position of the secured creditor as part
of a reorganization procedure, which in its essence saves the debtor as a legal entity.
However, a complication for clear conceptual analyses presents itself whereby the practice
circumvents the conventional reorganization plan procedure and the rules discussed
regarding value distribution. Although Chapter 11 is geared towards reorganization of the
debtor, Chapter 11 proceeding has shifted from a traditional reorganization proceeding
reorganizing the legal entity of the corporate debtor itself, to a procedure that is mainly used

80 Section 1191 (b) US Bankruptcy Code.
81 Nat’'l Trust & Sav. Ass’n v. 203 N. LaSalle St. P’ship, US Supreme Court (526 US 434) 1999 (‘North
LaSalle’).
8 ABI (n 9) 225-226.
8 The classification of the unsecured claims of undersecured creditors in a similar class as general unsecured
creditors would increase the power of the former.
8 There is a strong support of arranging the vertical order of the classes consistent with pre-insolvency priorities
of the parties. See Bruce A Markell, ‘A new Perspective on Unfair Discrimination in Chapter 11’ (1998) 72
(2) American Bankruptcy Law Journal 227; Amy Timm, ‘The Gift That Gives Too Much: Invalidating A
Gifting Exception to The Absolute Priority Rule’ (2013) University of Illinois Law Review 1649, 1650 states
that “bankruptcy priority structure tracks the state law priority rights, or “place in line,” that creditors bargained
and paid for.”
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as a process to sell all or substantially entire assets of the enterprise pursuant to Section 363
US Bankruptcy.®® This process is also referred to as a 363 sale. The sale basically determines
the maximum recovery that the parties involved in reorganization can attain.®® Subsequent to
the sale of substantially all assets during a reorganization proceeding, the debtor would later
submit a plan of liquidation providing for the distribution of the proceeds of the sale. Thanks
to a section 363 sale, the legal entity would cease to exist. Therefore, in case of a section 363
sale, the surplus value that could be only captured as a result of the continuation of the legal
entity through a conventional reorganization proceeding keeping the assets within the same
legal entity would not be captured any more or is non-existent. As a result, in such cases,
where a secured creditor holds security interests on entire prepetition assets of a debtor, the
creditor would be able to capture the proceeds from the sale, which can be equated with the
higher end of the fair market value of collateral, without leaving any value on the table for
distribution among other creditors. It should be recognized, however, that such Chapter 11
procedures with an exit via 363 sales, are not archetypical reorganization procedures
anymore.

The other mechanism through which secured creditors may capture the higher end of the fair
market value of collateral and inhibit capturing the reorganization surplus value is to adopt a
loan-to-own strategy. Section 363 (k) Bankruptcy Code provides the secured creditor, whose
collateral is offered for sale under Section 363 (b), with the right to ‘credit bid’ up to the
amount of its debt claim to be protected against undervaluation of collateral. If the secured
creditor is the highest bidder, the creditor would be permitted to off-set the value of his
interest against the purchase price of the property. On the basis of this rule, in cases where
secured creditors have security interests on all prepetition assets of a debtor and they are
undersecured, credit bidding is a strategy by which secured creditors have the chance to
acquire all of the enterprise value of the debtor in satisfaction of their claim.®” In such a case,
instead of trying to maximize the sale price of its collateral, the creditor would be incentivized
to prevent competitive bidding to acquire the debtor’s assets solely through a credit bid of its
prepetition secured loan, without additional investment.2® Again, these dynamics present
themselves in case of 363 sales, where the secured creditor can make a credit bid. As it is
still a sale followed by the liquidation of the legal entity, the process does not qualify as an

8 See, for instance, Frost (n 4); Westbrook (n 4); Douglas G Baird and Robert K Rasmussen, ‘Chapter 11 at
Twilight’ (2003) 56 Stanford Law Review 673; Harvey R Miller and Shai Y Waisman, ‘Is Chapter 11
Bankrupt?’ (2005) 47 Boston College Law Review 129; David A Skeel, ‘Creditors' Ball: The "New" New
Corporate Governance in Chapter 11° (2003) 152 University of Pennsylvania Law Review 917.
8 ABI (n 9) 202.
87 Relevant Supreme court case in this regard, where the use of credit bidding as a mechanism to acquire the
entire going concern value was not questioned by the Court is RadLAX Gateway Hotel, LLC v. Amalgamated
Bank (RadLAX), 132 S. Ct. 2065, 2073 (2012).
8 Brubaker (2012) (n 7) 10; ABI (n 9) 202. See also, Brubaker, ‘The Post-RadLAX Ghosts of Pacific Lumber
and Philly News (Part II): Limiting Credit Bidding’ (n 7).
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archetypical reorganization procedure. Rather, it is a liquidation procedure which has taken
on the legal form a reorganization procedure.

4.1.2 EU Directive

EU law does not provide a decisive answer as to the question of whether secured creditors
can capture the full reorganization value or not. It also does not regulate the extent to which
prepetition security interests can be extended to postpetition assets. The reason for this is that
the EU does not have a unified system of security rights. Also, the Preventive Restructuring
Directive does not seek to provide harmonization of security rights. Hence, the types of assets
that can be encumbered and the extent to which security interests may extend to postpetition
assets are still regulated at national levels. Also, EU law does not encompass harmonized
rules as to the value entitlement of secured creditors in reorganization. Under the Directive,
member states are provided with a wide range of possible options to regulate the value
entitlement of secured creditors, the application of each of which would lead to a diverse
range of outcomes as to the value entitlements of secured creditors.

4.1.2.1 The value entitlement of secured creditors: Recital 44 and Section 10 (2) (d) Directive

As to the value entitlement of secured creditors, the Directive does not provide any specific
rules. EU law does not mandate member states to implement the requirement of claim
bifurcation into their national reorganization schemes. Also, member states that opt for a
mandatory claim bifurcation requirement are not provided with further guidance as to the
bifurcation of claims of secured creditors into secured and unsecured parts based on the value
of underlying assets.?® Therefore, member states, in addition to the decision of whether they
want to impose a mandatory claim bifurcation requirement, in case of mandating claim
bifurcation, have to decide if they want to provide rules as to the determination of the value
of encumbered assets or leave this matter to be decided on a case-by-case basis.*

The Directive provides member states with the discretion to choose between one of the
following thresholds to regulate the minimum value entitlement of creditors in general,
therefore including secured creditors.®! Based on the Directive, unless a creditor agrees
otherwise, no creditor may receive a value under the plan that is less than the value that such
creditor could receive in the event of liquidation, which depending on the particular
circumstances of each debtor, can be a piecemeal or going concern sale.® The alternative

8 Recital 44 EU Directive on Preventive Restructuring Frameworks.

% Recital 45 EU Directive on Preventive Restructuring Frameworks. According to Recital 42 EU Directive on
Preventive Restructuring Frameworks, national legislators should be able to require additional explanations in
the restructuring plan with respect to, for instance, the criteria of class formation, which may be relevant where
there are undersecured claims.

%1 Section 10 (2) (d) in conjunction with recital 52 EU Directive on Preventive Restructuring Frameworks.

92 Recitals 49 and 52, and Article 2 (6) EU Directive on Preventive Restructuring Frameworks.
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option is to require that no dissenting creditor receives a value under the plan that is less than
the value that the creditor would receive in “the next best alternative restructuring plan
scenario”.% If a member state opts for the latter option, the respective national legislator may
elaborate on the application of the rule, in particular, specify the criteria that have to be taken
into consideration to determine the best alternative restructuring plan scenario.

4.1.2.2 The distribution of the surplus value: Section 11 (1) (c) and (2) Directive

EU law does not provide for a harmonized default distributional rule in a case where parties
fail to reach a consensual agreement on the distribution of the going concern surplus value.
In case of a cross-class cramdown, the Directive leaves the choice to the member states to
implement either the EU RPR or the APR. Following a last-minute change to the draft
Directive,* the legislator introduced the EU RPR.% Pursuant to the EU RPR, “(...) dissenting
voting class of affected creditors are treated at least as favorably as any other class of the
same rank and more favorably than any junior class.” The Directive does not provide further
explanation on how the EU RPR distributes value among stakeholders.®” As the EU RPR
stands now, the precise application of the rule is unclear under the Directive. In this light,
further explanation and rules as to the application of the EU RPR has to be elaborated by
national legislators who choose to implement this default distributional rule.%®

Based on the wordings in the Directive, the EU seems to prefer the EU RPR over the APR.
The Directive allows for the implementation of the APR by ‘way of derogation from the
RPR’. Based on the APR, the dissenting class of creditors has to be paid in full before

9 Article 2 (6), Recitals 49 and 52 EU Directive on Preventive Restructuring Frameworks. Pursuant to recital
63 Directive, “judicial or administrative authorities should only decide on the valuation of a business — either
in liquidation or in the next-best-alternative scenario, if the restructuring plan was not confirmed — if a
dissenting affected party challenges the restructuring plan. This should not prevent Member States from
carrying out valuations in another context under national law.” For a general analysis as to this approach see
Riz Mokal and Ignacio Tirado, ‘Has Newton Has His Day? Relativity and Realism in European Restructuring’
(2018/19) 20 Eurofenix. See also, Dominik Skauradszun, ‘Restructuring Companies During and After the
Covid-19 Pandemic’ (2021) Nottingham Insolvency and Business Law e-Journal (NIBLeJ).

% Proposal for a Directive 16 October 2018 of the European Parliament and the Council of Europe on preventive
restructuring frameworks, second chance and measures to increase the efficiency of restructuring, insolvency
and discharge procedures and amending Directive, 12536/18, 2016/0359 (COD) 5-6.

% According to the October 2018 version of the draft Directive (articles 5-6), the introduction of the EU RPR
emanates from the Council’s concern to avoid imposing the burdensome and costly requirements of compliance
with the APR. However, opponents of the EU RPR argue that this flexibility is at the cost of certainty and
fairness. See for instance, Rolef J de Weijs, Aart Jonkers and Maryam Malakotipour, ‘Imminent Distortions of
European Insolvency Law: How the European Union Erodes the Basic Fabric of Private Law by Allowing
‘Relative Priority” (RPR)’ (2019) Tijdschrift voor Belgisch Handelsrecht 477; Jonathan Seymour and Steven L
Schwarcz, ‘Corporate Restructuring under Relative and Absolute Priority Default Rules: A Comparative
Assessment’ 2021 (1) University of Illinois Law Review 1.

% Article 11 (1) (c) Directive.

% For possible approaches as to the allocation of value based on the EU RPR see Madaus (2020) (n 6).

% Madaus (2020) (n 6) provides guidance as to the application and interpretation of the EU RPR.
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distributing any value to a lower ranking class.®® In adopting the APR, member states “have
discretion in implementing the concept of ‘payment in full’, including in relation to the timing
of the payment, as long as the principal of the claim and, in the case of secured creditors, the
value of the collateral are protected” as well as “the choice of the equivalent means by which

the original claim could be satisfied in full.”2%

In the priority battle across the debt-equity divide, the application of the EU RPR would mean
that old shareholders can retain value so long as dissenting classes of creditors are treated
even slightly more favorably. Based on the APR, however, old shareholders are not entitled
to retain any value if dissenting classes of creditors are not paid in full. Under the Directive
derogation from the APR is possible where it is considered fair that old shareholders keep
certain interests under the plan. Examples of such instances could be where old shareholders
provide new equity or if the value of the company is closely related to the persons of the
shareholders.t

The position of the EU Directive with respect to the priority battle above the debt-equity
divide (among creditors) is not entirely clear. The Directive does not explicitly indicate
whether secured creditors can have a claim on the going concern surplus value or not. Also,
under the Directive national legislators have to regulate the criteria for classifying creditors
into classes and the ranking of creditors is determined at a national level.'® The clear point
iIs that in the inter-creditor priority battle under the EU RPR, value can be distributed to
creditors as long as dissenting higher ranking creditors are treated more favorably. Under the
APR, on the other hand, no value can be distributed to creditors if dissenting higher ranking
creditors are not paid in full. Also, in the priority battle above the debt-equity divide, the
Directive provides for the possibility to derogate from the APR if essential suppliers are
involved. Therefore, if member states that opt for the APR implement this deviation ground,
suppliers may be paid before more senior classes of creditors.1%

4.1.3 Dutch law

An overview of the history of the Dutch scheme shows that the legislator has actively and
deliberately taken steps toward clarification and limitation of the value entitlements of
secured creditors in reorganization. While the WHOA does not encompass rules as to the

% Article 11 (1) (c) and 11 (2) Directive. The APR is considered a rule of creditor protection. See for instance,
Czyzewski v. Jevic Holding Corp, 137 S. Ct. 973 (2017) (hereinafter, Jevic). In Jevic, the US Supreme court
considered the APR “as the cornerstone of reorganization practice and theory”. See also Jonathan C Lipson,
‘The Secret Life of Priority: Corporate Reorganization After Jevic’ (2018) 93 Washington Law Review 631.
100 Recital 55 EU Directive on Preventive Restructuring Frameworks.

101 Recital 56 EU Directive on Preventive Restructuring Frameworks.

102 Article 9 (4) EU Directive on Preventive Restructuring Frameworks. As a minimum, the Directive requires
to classy secured creditors and unsecured creditors in separate classes.

103 Recital 56 EU Directive on Preventive Restructuring Frameworks.
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possibility of extending prepetition security interests to postpetition assets as this is within
the realm of security rights itself, the WHOA does encompass rules as to the determination
of the value that secured creditors can claim on account of holding security interests in case
of a WHOA procedure. The WHOA also regulates the allowed forms of distribution of such
value to secured creditors. The matter that is unclear under the Dutch scheme is the
determination of the circumstances under which deviation from the WHOA priority rule
above and across the debt-equity divide is allowed, which has to be decided by courts.

4.1.3.1 The value entitlement of secured creditors: Sections 374 (3) and 384 (3) Fw

Under Dutch law, the value that secured creditors can claim to receive on account of holding
security interests in reorganization is the value that is expected to have been obtained by
secured creditors in a bankruptcy (“faillissement™) case according to the legal ranking on the
basis of their rights of pledge or mortgage. This would basically mean a sale of assets and
liquidation of the legal entity. Based on the WHOA, the expected value entitlement in a
bankruptcy scenario is a basis for the determination of both the priority entitlement (Section
374 (3)) and the minimum value recovery of secured creditors (Section 383 (3)).

In accordance to Section 374 Dutch Bankruptcy Act, claim bifurcation is mandatory. On the
basis of the third paragraph of this provision, the secured portion of the claim of secured
creditors is determined by the value that secured creditors would expect to receive in the
event of bankruptcy on the basis of their security interests. For the remainder of their claim,
if there is any, secured creditors would have an unsecured claim, which has to be classified
in a separate class.'%

The NCWO test under Section 383 (3) Dutch Bankruptcy Act sets the minimum entitlement
of each creditor in case of restructuring. Based on the WHOA, if it appears that a dissenting
creditor is significantly worse off than in the event of bankruptcy, the court can refuse
confirmation of a proposed restructuring plan.*®® According to the legislative history of the
WHOA, a mere comparison between the absolute value that a secured creditor is proposed
to obtain and the value that the creditor obtains in cash in a hypothetical bankruptcy scenario,
may not be sufficient for the purpose of the NCWO test. Accordingly, if a plan proposes non-
cash distribution such as a delayed or dispersed payment of the debt, the terms of the payment

104 Section 374 (3) Fw reads as follows: “Schuldeisers met een voorrang die voortvloeit uit pand of hypotheek
als bedoeld in artikel 278, eerste lid, van Boek 3 van het Burgerlijk Wetboek worden enkel voor het deel van
hun vordering waarvoor de voorrang geldt in één of meer klassen van schuldeisers met een dergelijk voorrang
ingedeeld, tenzij hierdoor geen verandering ontstaat in de verdeling van de waarde die met het akkoord wordt
gerealiseerd. Voor het overige deel van hun vordering worden deze schuldeisers ingedeeld in een klasse van
schuldeisers zonder voorrang. Bij de bepaling van het deel van de vordering waarvoor de voorrang tot zekerheid
strekt, wordt uitgegaan van de waarde die naar verwachting in een faillissement volgens de wettelijke rangorde
door deze schuldeiser op basis van zijn pand- of hypotheekrechten verkregen zou zijn.”

15 Section 384 (3) Fw and Kamerstukken Il 2019/2020, 35249, nr. 3, 17
<https://zoek.officielebekendmakingen.nl/kst-35249-3.html> accessed 23 June 2022.
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should be on “market terms”. This is interpreted to mean that secured creditors have the right
to interest and the claim will continue to be covered by collateral.1%®

The judgment of the district court of Rotterdam in IHC!®" case— one of the largest
reorganization plans under the Dutch scheme to date—'% sheds light on, inter alia, the
application of the NCWO in the context of the WHOA. | will first provide a brief background
of the case. IHC is a large international shipbuilder in the Netherlands. IHC initiated a
WHOA proceeding in 2023 after being unable to obtain the consent of its all secured
creditors. The plan was presented by IHC in the WHOA proceeding for voting to the secured
creditors. It consisted of the sale of the IHC’s highly profitable subsidiary (IQIP) to investor
HAL. Secured creditors had security interests on the shares of the subsidiary. The IHC
intended to use the proceeds from the sale of this subsidiary to repay a part of its secured
creditors’ claims and to partially address its liquidity constraints. Out of the nine secured
creditors, two creditors (Rabobank and Lloyds Bank plc) did not agree with the proposed
plan and one creditor (National Westminster Bank plc) abstained from voting.1%®

Rabobank raised objections to the proposed plan on several grounds, including the lack of
compliance with the NCWO test. According to Rabobank, it would be worse off under the
plan than in liquidation as it has certainty that in a liquidation case, its claim would have been
paid in full. However, in case of reorganization, full repayment depends on the feasibility of
the plan. In addition, Rabobank noted that upon the sale it would lose both the security
interests on the shares of the subsidiary and the securities provided by the subsidiary.'° The
court reasoned that although Rabobank is certain that it will be fully paid in liquidation and
it is also understandable that Rabobank prefers to be paid now rather than at the end of the
term, this does not mean that Rabobank is worse off under the proposed plan. According to
the court, the reorganization value is higher than the liquidation value. Under the plan, the
secured creditors receive a higher interest payment and fee. Also, additional guarantees are
provided in the form of warranty claims. Based hereon, the court concluded that the plan
complies with the NCWO test.!!! The judgment of IHC case suggests that courts, for the

106 1hid.

107 District Court of Rotterdam, 9 March 2023, ECLI:NL:RBROT:2023:2800, Royal IHC (hereinafter, IHC).
18 The shipbuilding company had total committed facility of maximum €950 million euros. For more
information regarding the facts of the case see IHC (n 107) 2.1-2.4; Omar Salah, Joél Lozeman and Jan de Wit,
‘Restructuring of Royal IHC: New Developments under the Dutch WHOA” (1 August 2023) HERO 2023/ B-
037; Gaby de Groot and Pieter Lalkens, ‘Rabobank Lag Dwars bij Redding Scheepsbouwer IHC” (12 April
2023) Het Financieele Dagblad <https://fd.nl/bedrijfsleven/1473431/rabobank-lag-dwars-bij-redding-
scheepshouwer-ihc> accessed 27 September 2023; Gaby de Groot and Pieter Lalkens, ‘Rechter Dwingt Banken
Akkoord te Gaan met Redding Scheepsbouwer IHC’ (09 March 2023) Het Financieele Dagblad
<https://fd.nl/bedrijfsleven/1470084/rechter-dwingt-banken-akkoord-te-gaan-met-redding-scheepsbouwer-
ihc> accessed 27 September 2023.

19 IHC (n 107) 3.5.

110 Ibid 4.36.

11 Ibid 4.37.
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purpose of the NCWO test, determine how the overall position of dissenting creditors
changes following a reorganization plan relative to their position in a liquidation scenario.
Based on the court’s approach in IHC, even secured creditors’ loss of security interest as a
result of a reorganization proceeding may not necessarily be considered in breach of the
NCWO test.

Although the above described rules under the WHOA provide indications as to the value
entitlements of secured creditors, the determination of the value that secured creditors can
expectedly receive in bankruptcy is by itself open to interpretation. Is the benchmark value
based on a hypothetical piecemeal or going concern sale of the collateral in a bankruptcy
scenario? In addition, given that in a Dutch bankruptcy proceeding, there are several possible
ways of foreclosing on collateral (i.e. public or private sale by the secured creditor or the
trustee) the question that arises is which of the methods of collateral foreclosure should be
used as a benchmark? An overview of the legislative history of the WHOA sheds further
light as to how to understand the value entitlement of secured creditors, without answering
all the questions.

The legislative history of the WHOA suggests that it has undergone noticeable developments
in relation to the regulation of the value that secured creditors are entitled to claim in
reorganization on account of holding security interests. In the first consultation version of
2014 of the bill, “the private sale value of collateral” was suggested to be considered as a
basis for the valuation of security interests of secured creditors in reorganization. The private
sale value of collateral would basically amount to the first category of collateral baseline
value (scenario i).12 In addition, secured creditors were suggested to have a cash-out option
on the basis of the private sale value of collateral. Later, in the second consultation version
of the WHOA from 2019, this proposal was removed.'!® The second consultation no longer
encompassed specific rules as to the value entitlements of secured creditors in reorganization
and left the valuation basis open. Following interventions of members in parliament by means
of a proposed amendment in favor of strengthening the position of unsecured SME
creditors, 4 the draft amendment of the WHOA was introduced. The earliest version of the
draft amendment proposed to reel in the entitlements of secured creditors. The security right
value was suggested to be the value that the secured creditors themselves could achieve in

112 The bill for the Continuity of Enterprises Act (Wet Continuiteit Ondernemingen Il (WCO I1)) (2014)
<https://www.internetconsultatie.nl/wco2/details> accessed 23 June 2022.

113 Kamerstukken 11 2019/2020, 35249, nr. 3 <https://zoek.officielebekendmakingen.nl/kst-35249-3.html>
accessed 23 June 2022.

114 De ChristenUnie, de SP en de PvdA submitted the proposal for ammendment. See also, Stieneke van der
Graaf,”ChristenUnie Strengthens the Position of SMEs in Reorganisations’ (ChristenUnie, 19 May 2020)
<https://www.christenunie.nl/blog/2020/05/19/ChristenUnie-maakt-positie-MKB-sterker-bij-reorganisaties>
accessed 24 June 2022. This approach has been inspired from Jonkers and VVan Moorsel (n 42).
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the short term by exercising the right of private execution.!'®> The private execution of
collateral within a short time would result in lower proceeds compared to alternative
possibilities that secured creditors generally choose to foreclose on collateral in liquidation
(i.e. foreclosure through the trustee).!*® Against this background, in order to avoid the
development of biasness in secured creditors against reorganization proceedings, this
proposal was not pursued.!'” Instead, a watered down version of explicitly curbing the
entitlements of the secured creditors was proposed. Section 374 (3) ultimately opted for the
value that is expected to be obtained by secured creditors in a bankruptcy case as a basis.
According to the Senate’s memorandum, the yield expectation in case of bankruptcy,
depending on the case at hand, can be either based on the continuity of business or complete
discontinuity.!*®

As it can be inferred from the legislative history of the WHOA, the legislator did not have
the intention to entitle secured creditors to any value higher than the piecemeal or going
concern liquidation value of collateral (scenarios i and ii) on account of holding security
interests in reorganization. In the Netherlands, literature seems to try to tip the scales in favor
of secured creditors. The argument is that in bankruptcy the execution is ideally conducted
in a way that the highest possible proceeds are realized (i.e. private sale of assets as a going
concern by the trustee). It is argued that in such a case, the secured creditors holding security
interests on all assets of a debtor would recoup most of the value.!'® According to this
viewpoint, the basis for valuation of secured creditors’ security interests should be a value
higher than the piecemeal and also higher than the going concern liquidation value of
collateral (i.e. the fair market value of collateral (scenario iii)).1?° This standpoint can be
criticized on two accounts. First, any viewpoint arguing a larger value entitlement for secured
creditors than can be realized in bankruptcy is at odds with the law and the legislative history
described. Second, under Dutch law, secured creditors can always foreclose on the collateral
individually (scenario i).?* However, if secured creditors want to pursue a going concern

115 Kamerstukken Il 2019/2020, 35249, nr. 9 <https://zoek.officielebekendmakingen.nl/kst-35249-9.html>
accessed 24 June 2022.

116 The third consultation version of the WHOA provoked debates in literature. See, for instance, Jonkers and
van Moorsel (n 42); Nicolaes Tollenaar, ‘Amendementen op de WHOA — Tikkeltje Onbesuisd’ (2020) 23
Tijdschrift voor Insolventierecht 1; Van den Berg (n 36); Frank M J Verstijlen, ‘Whoa: Omkering van Waarden’
(2020) 27 Nederlands Juristenblad 1943, 1948-1950; Arpi Karapetian, Leos Lennarts and Frank M J Verstijlen,
‘De Positie van Concurrente Schuldeisers in Faillissement” (Rapport aan het WODC uitgebracht door
Rijksuniversiteit Groningen, 2020) (hereinafter, WODC report).

117 Reinout Vriesendorp and Omar Salah, ‘De WHOA: een Nieuw Herstructureringsinstrument’ (2020) 6
Maandblad voor Vermogensrecht 205
<https://www.bjutijdschriften.nl/tijdschrift/maandbladvermogensrecht/2020/6/MvV_15745767 2020 _030_00
6_001/fullscreen> accessed 10 June 2022.

118 Kamerstukken 11 2019/2020, 35249, nr. 3.

119 Verstijlen (n 116) 1948-1950; Van den Berg (n 36); WODC report (n 116).

120 See in particular, Van den Berg (n 36).

121 Section 57 Fw.
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scenario, there has to be a joint effort by both the trustee and the secured creditors. An
important reason for which the trustee may engage in private/public asset foreclosure is that
the involvement would result in the availability of sufficient fund to make a distribution to
the liquidation state for the benefit of the entire body of creditors.*?> An additional argument
in favor of assuming a higher value entitlement of secured creditors is that where the debtors’
(encumbered) assets are not liquidated in reorganization, the secured claim of secured
creditors should be based on the fair market value of collateral (scenario iii) because unlike
a bankruptcy proceeding, they may not receive cash payments.'?® The shortcoming of this
viewpoint is that it fails to make a distinction between the concept of the NCWO (Section
384 (3)), and the value entitlement of secured creditors on account of holding security interest
on the basis of Section 374 (3). The NCWO test has a broader scope. It aims to ensure that
(secured) creditors are not in a worse position compared to their position in a liquidation
proceeding. Therefore, the concern regarding the form of value distribution in reorganization
would fall within the scope of the NCWO test, rather than Section 374 (3).

4.1.3.2 The distribution of the surplus value: Section 384 (4) Fw

As discussed above, in reorganization, the secured claim of secured creditors is determined
based on the value that secured creditors were expected to receive in bankruptcy on account
of holding security interests. Hence, under Dutch law, the reorganization surplus value itself
remains unencumbered. The WHOA provides for default rules as to the distribution of the
reorganization surplus value. In the absence of a consensual plan, the court may confirm the
non-consensual plan provided that it complies with the four grounds stipulated in Section
384 (4) Dutch Bankruptcy Act, two of which— the 20% rule (Section 384 (4) (a)) and the
WHOA priority rule (Section 384 (4) (b))— relate to the distribution of the reorganization
surplus value. The third and the fourth requirements, Sections 384 (4) (c) and (d), relate to
the allowed modalities of value distribution.

4.1.3.2.1 The 20% rule

Under the WHOA, classes of SME trade creditors and tort claimholders are entitled to obtain
at least 20% of the value of their claim.™* The 20% rule was introduced in later consultation
versions of the bill to provide for transparency and protect unsecured SME creditors from

122 Sections 179 and 180 Fw.

123 Van den Berg (n 36); Tollenaar, ‘Amendementen op de WHOA — Tikkeltje Onbesuisd’ (n 116).

124 The 20% rule is only applicable to classes who are classified together in a separate class in accordance to
Section 374 (2) Fw. The rule does not apply to (1) parties such as distressed debt buyers that have bought up
receivables for less than 20% of the value, (2) financiers with a subordinated loan without security, (3) legal
entities within the group that provide mutual financing, (4) shareholders who also have an unsecured claim on
the debtor, and (5) bondholders. As to application of the 20% rule see also Kamerstukken Il 2019/20, 35249,
nr. 25 Kamerstukken 11 2019/20, 35249, nr. 25 <https://zoek.officielebekendmakingen.nl/kst-35249-25.htmI>
accessed 1 April 2022. See also Kamerstukken 11 2019/2020, 35249, nr. 3; Section 375 82 (f), (e), (g) Fw.
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strategic and unnecessary write-offs, which may result from artificial undervaluation.?®

Although the general assumption in WHOA proceedings is that SME trade creditors will
typically be paid in full,*?® there is only an explicit protection of entitlement to at least 20%
of the value of their claims. According to the explanatory memorandum of the WHOA,*?” on
the one hand, the rule is in line with the objective of the WHOA to ensure smaller SME
creditors who are suppliers of the debtor benefit from a restructuring agreement. On the other
hand, the 20% rule is deemed to be fair since ordinary unsecured SME take a part in achieving
the reorganization surplus value, their commitment to the company is essential for the
survival of the company and the write off of their claims in a reorganization proceeding can
have substantial financial consequences for them.

4.1.3.2.2 The WHOA priority rule

Subsequent to the application of the 20% rule, the distribution of the remainder of the
reorganization surplus value takes place in accordance with the WHOA priority rule. The
priority rule under the WHOA relates to the distribution of the value realized under the plan
among unsecured classes of claimholders and shareholders. While the consultation version
of the WHOA proposed the inclusion of a priority rule similar to the APR in the US Chapter
11, the priority rule was relaxed last minute, without the reason being explained in the bill or
the accompanying explanatory memorandum.

The WHOA priority rule consists of a main rule and an exception to the rule. The WHOA
priority rule provides for waterfall distribution of the value realized under the plan, on the
basis of which shareholders cannot claim any value before the creditors’ claim are fully paid.
A deviation from the legal or contractual order of priority is possible, where there are
‘reasonable grounds for such deviation and the interests of the dissenting class are not
harmed’. While a draft amendment to the WHOA proposed to limit the options to deviate
from the WHOA priority rule only in favor of shareholders that provide (non) financial
market-based consideration,'? the House of Representatives in the Dutch Parliament rejected
the proposed amendment. By not imposing limitations to the deviation grounds from the
WHOA priority rule, the House of Representatives envisioned to provide flexibility in the

125 Neither Section 374 (2) nor Section 384 (4) (a) were included in the initial draft bill; The bill for the
Continuity of Enterprises Act (WCO 1) (2014) <https://www.internetconsultatie.nl/wco2/details> accessed 23
June 2022.

126 Explanatory memorandum of the bill for the Continuity of Enterprises Act (Wet Continuiteit Ondernemingen
I (WCO 1I)) (2014) 20 <https://www.internetconsultatie.nl/wco2/details>; See also Kamerstukken I
2019/2020, 35249, nr. 3, 34 <https://zoek.officielebekendmakingen.nl/kst-35249-3.html> accessed 1 April
2022. See also, Mark Mouthaan, Michiel Bindels and Ruben Leecuwenburgh, ‘WHOA — de Verwachtingen
Gepeild’ (HERO 2020 B-007) < https://www.online-hero.nl/art/3864/whoa-de-verwachtingen-gepeild>.

127 Kamerstukken 11 2019/20, 35249, nr. 25 <https://zoek.officielebekendmakingen.nl/kst-35249-25.html>
accessed 1 April 2022.

128 Kamerstukken 11 2019/20, 35249, nr. 11 <https://zoek.officielebekendmakingen.nl/dossier/kst-35249-
11.html> accessed 1 April 2022.
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application of the WHOA priority rule. For this reason, as the law stands now, neither the
WHOA itself nor the accompanying memorandum specifies the circumstances under which
deviation from the statutory order is allowed.'?® Hence, courts have the discretion to
determine whether deviation from the waterfall distribution of the surplus value is allowed
on a case-by-case basis.

4.1.3.2.3 Forms of value distribution: (non) cash-out option

In addition to the existence of a rule on value entitlement of secured creditors in
reorganization, the WHOA regulates the types of payments that creditors can claim to
receive. According to Section 384 (4) (c), unsecured classes of creditors are entitled to claim
cash payment equal to the amount that they would have expected to receive in cash in a
liquidation of the debtor’s assets in bankruptcy. This is generally referred to as the cash-out
option. The right to claim cash payment does not exist with respect to dissenting classes of
secured claimholders.'*® Based on 384 (4) (d) Dutch Bankruptcy Act, a dissenting class of
secured claimholders should rather have the possibility to choose other non-cash forms of
distribution. The WHOA has left the determination of acceptable non-cash forms of
distribution open to be decided by the court. The exclusion of secured creditors from having
the right to demand a cash-out payment is a noticeable amendment to the WHOA with respect
to the entitlements of secured creditors in reorganization proceedings.®*! The underlying
rationale for excluding secured creditors from the right to receive cash distribution is to
prevent secured creditors from gaining a dominant position in reorganization proceedings as
in Dutch bankruptcies they have an estimated recovery rate of 90%%2 while payments are
almost never made to ordinary creditors.**

4.1.4 German law

German law does not provide an explicit answer as to the question of whether secured
creditors can claim the full reorganization value or not. Nevertheless, the analogy between
the StaRUG and the Insolvency Plan procedure under German Insolvency Code (InsO)
suggests that secured creditors are not entitled to claim the full reorganization value as the
prescribed ranking order in the context of the InsO for the purpose of the distribution of the
surplus value does not contain the class of secured creditors.®** In addition, based on the

129 For elaborated discussion see Federik de Leo, Wiepke Bartstra and Aart Jonkers, ‘Recht op Cash-exit onder
de WHOA: Doorgedreven Bescherming van de Strekste Schuldeisers’ (31 March 2020) Corporate Finance Lab
<https://corporatefinancelab.org/2020/03/31/recht-op-cash-exit-onder-de-whoa-doorgedreven-bescherming-
van-de-sterkste-schuldeisers/> accessed 2 April 2022.

130 Section 384 (4) (d) Fw.

131 Section 384 (4) (c) and (d) Fw.

132 Kamerstukken 11 2019/2020, 35249, nr. 3.

133 |bid.

134 Katharina Hansen ‘StaRUG, 8§27’ in Matthias Wolgast and Philipp Grauer (eds) StaRUG online, para 10;
Morgen/Kowalewski/Pral, StaRUG, § 27, para 34. Braun-StaRUG/Herzig, 8§ 27.See also
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StaRUG, the value that secured creditors would receive without the plan indicates their
entitlement in a reorganization proceeding. The German legislator, however, has not
provided explicit guidance as to the application of this rule. Therefore, the precise value
entitlement of secured creditors under the StaRUG is yet unclear. Below, | elaborate on the
value entitlements and distribution of the surplus value under the StaRUG.

4.1.4.1 The value entitlement of secured creditors: Sections 26 (1) No 1, 64 (1) StaRUG

The StaRUG does not encompass specific rules as to the value entitlement of secured
creditors.® Under the StaRUG, there is a prohibition of worse off treatment, which serves
dual purposes. It is deemed as one of the conditions for the application of the cross-class
cramdown mechanism (Section 26 (1) No 1) and as a protection for individual dissenting
voting parties (Section 64 (1)).

In the context of the rights of secured creditors, no individual dissenting secured creditor
should be worse off as a result of the restructuring plan than the creditor would be without
the plan. For the purpose of the NCWO test, a comparative calculation in accordance with
Section 6 (2) StaRUG is required to demonstrate how the creditor would stand with and
without the restructuring plan. The text of the StaRUG itself is unclear whether the scenario
without the plan only refers to the relative situation of the secured creditor in a hypothetical
liquidation proceeding or it also encompasses alternative non-liquidation scenarios. The
explanatory memorandum of the legislation provides clarifications in this respect. On the
basis of the explanatory memorandum, the application of the NCWO test in the context of
the StaRUG requires consideration of other continuation (going concern) scenarios that are
sufficiently probable and present themselves as the next best alternative.’®® The recent
judgment of the District Court of Dresden®*” sheds further light as to the application of the
NCWO test in the context of the StaRUG. In that case, the court considered a piecemeal
liquidation scenario a benchmark for the purpose of the NCWO test as the debtor could
demonstrate that there was no investor in the market to purchase the business as a going
concern and it was unlikely to be able to continue the business in an insolvency proceeding

Skauradszun/Fridgen/Spahlinger, StaRUG, § 27, para 19; K Schmidt/Spliedt, & 245, Rn. 23,
Uhlenbruck/Luer/Streit, InsO8 245, para 24.

135 The value of underlying collateral only indicates the voting right of the class of secured creditors that are
holders of separate entitlements to determine whether the 75% majority requirement is achieved in such classes,
Section 24 (1) No. 2 StaRUG.

136 Gesetzentwurf der Bundesregierung 19/24181 (2020) 163
<https://dserver.bundestag.de/btd/19/241/1924181.pdf> accessed 2 April 2022.

137 District Court of Dresden (07 June 2021) — 574 RES 2/21 = NZI 2021, 893.
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as in that case some public clients could no longer continue their relationship with the
debtor.138

4.1.4.2 The distribution of the surplus value: Sections 26 (1) No 2, 27 and 28 StaRUG

The StaRUG does not encompass a specific rule to determine whether secured creditors can
claim priority rights over the surplus value or not. In light of the German insolvency law rules
that regulate the Insolvency Plan procedure, the general opinion of commentators is that
under the StaRUG there is no priority relationship between secured and unsecured creditors
as to the distribution of the surplus value.®*® The additional argument in support of not
recognizing a statutory hierarchy between secured and unsecured creditors in the context of
the distribution of the surplus value is that secured creditors already enjoy a separate
entitlement based on the NCWO test; hence, they are not entitled to claim priority over the
remaining value (surplus value).#°

Under the StaRUG,'* members of a dissenting class should receive a fair share in the
economic value under the plan. Further elaboration on this requirement is provided in
Sections 27 (the German priority rule) and 28 (deviation grounds from the German priority
rule) StaRUG. The German priority rule requires compliance with the following three
conditions. First, no individual creditor should receive economic value in excess of the full
amount of their respective claim.!#? Second, it is required to equally treat creditors that have
the same insolvency law statutory ranking. According to Section 28 (1) StaRUG, it is possible
to deviate from the equal treatment of classes of same rank according to the type of economic
difficulties to be overcome and the circumstances.** However, such deviation is not possible
if the dissenting class holds more than half of the voting rights of the creditors of the relevant
ranking class.'#*

138 Madaus and Ehmke (n 1); Markus Backes and Daniel Blankenburg, ‘Priventive Restrukturierung’ in
Christoph Morgen (ed), Praventive Restrukturierung: Kommentar zur europdischen Richtlinie Giber préventive
Restrukturierungsrahmen (RWS 2019) Art 10 para 37.

139 Katharina Hansen ‘StaRUG, 8§27’ in Matthias Wolgast and Philipp Grauer (eds) StaRUG online, para 10;
Morgen/Kowalewski/Pral}, StaRUG, § 27, para 34. Braun-StaRUG/Herzig, 8§ 27.See also
Skauradszun/Fridgen/Spahlinger, StaRUG, § 27, para 19; K Schmidt/Spliedt, § 245, Rn. 23,
Uhlenbruck/Luer/Streit, InsSO8 245, para 24.

140 | bid.

141 Section 26 (1) No. 2 StaRUG.

142 gection 27 (1) No. 1 StaRUG.

143 See also District Court of Hamburg (12 April 2021) — 61a RES 1/21 = NZI 2021, 544; Madaus and Ehmke
(n1).

144 According to Section 27 (2) StaRUG, the fictitious consent of dissenting class of shareholders is achieved
where, according to Section 27 (2) StaRUG, no individual creditor receives economic values that exceed the
full amount of their claim. In addition, subject to Section 28 (2) No 1 StaRUG, no shareholder, who could be
on an equal insolvency statutory ranking with the members of the dissenting class, retains economic value C.f.
Section 245 (3) No. 2 InsO.

54



The third condition to comply with the German priority rule is that neither classes of lower
ranking claimholders nor classes of shareholders should receive an economic value unless
the deviation can be justified based on the needs of the case in accordance with Section 28
(2) StaRUG.* In the priority battle across the debt-equity divide, Section 28 (2) StaRUG
provides for two deviation grounds from the APR. First, shareholders may retain ownership,
without further justification or contribution if the plan entails only minor adjustments to the
creditors’ rights (i.e. postponement of repayment for up to 18 months).'*® The second ground
to deviate from the APR is where the involvement of the debtor or the shareholder is essential
for the restructuring. The explanatory memorandum of the German reorganization scheme
provides further clarification in this respect. According to the German explanatory
memorandum, if a plan can only be implemented with the personal commitment of the debtor
or a shareholder and only through the debtor or the shareholder’s commitment a surplus value
can be realized, it may be appropriate to leave or provide the person concerned with a value
for this commitment to continue the company. In other words, the contributions of the debtor
or the shareholder should not be substitutable and their participation seems essential.}*” In
such cases, the realization is believed to be in the interest of the creditors and the surplus
value would not be created without the debtor or the shareholder.14®

4.1.5 Summary and comparative assessment as to value entitlement of secured creditors

The priority right of secured creditors as to the reorganization value is associated with the
extent to which a legal system allows creating security interests on the debtor’s assets. Under
US, Dutch and German legal systems, there is a possibility to create security interests on a
broad range of assets. In order to avoid windfall gains for secured creditors, US law has
imposed explicit limits on the extent to which prepetition security interests can be extended
to postpetition assets.

The analyses of this section illustrate that under US, Dutch and German legal systems secured
creditors are not entitled to the full reorganization value (scenario iv). The noticeable element
that results in a considerable distinction between the four legal systems is the distinctive
approaches of legislators as to the regulation of the value of secured creditors’ security
interests. Among the legal systems, Dutch law has taken the most robust approach, based on
which the priority value entitlement of secured creditors is no value higher than the going
concern liquidation value of collateral.

145 gection 27 (2) No. 2 StaRUG.

146 Section 28 (2) No. 2 StaRUG. See also Madaus and Ehmke (n 1).

147 Gesetzentwurf der Bundesregierung 19/24181 (2020) 201
<https://dserver.bundestag.de/btd/19/241/1924181.pdf> accessed 2 April 2022. See also Section 245 (2) 2 InsO.
148 |hid 130.
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EU and German legal systems provide limited guidance as to the value entitlement of secured
creditors. While US law encompasses rules as to the value entitlements of secured creditors,
the flexibility as to the application of the rule has resulted in different judicial interpretations.
Nevertheless, the recent US Supreme Court’s approach suggests where the collateral is
proposed to be used by the debtor under the reorganization plan, the fair market value of the
encumbered asset (scenario iii) is used as a benchmark value. However, the trend towards
section 363 sales in the context of reorganization proceedings, which are not archetypical
reorganization procedures anymore, and the possibility to adopt a loan-to-own strategy,
suggest that secured creditors actually capture the higher end of fair market value of
collateral. Thanks to the mentioned strategies, the Chapter 11 proceeding has converted into
an asset foreclosure mechanism for the interest of secured creditors, instead of a mechanism
that facilitates the retention of the reorganization surplus value for the benefit of the entire
body of creditors.

As the Dutch and German preventive restructuring procedures have recently entered into
force, itis too early to conclude whether the reorganization proceedings in these legal systems
operate de facto to maximize the collective return to all creditors, or they are systems of the
winner— the secured creditor— takes the entire value.

4.2  Adequate protection of secured creditors
421 US law

Under US law, the commencement of a Chapter 11 case results in an automatic stay on
individual enforcement actions.1*® The implication of the automatic stay for secured creditors
is that they will be prohibited from enforcing prepetition judgments against the debtor or
property of the estate, taking actions to create, perfect or enforce any lien against property of
the estate, foreclosing on collateral, terminating contracts on account of prepetition defaults,
setting off any debt owing to the debtor that arose before commencement of the case and
obtaining possession of property of the estate.’® During the stay, the DIP may use, sell or
lease a secured creditor’s collateral. The court may grant a secured creditor relief from the
stay or prohibit the use, sale or lease of collateral where a debtor fails to provide the creditor
with adequate protection of their interest in respective collateral in accordance with Section
361.11 In this sub-section, the concept of the adequate protection of secured creditors is

149 Section 362 (a) US Bankruptcy Code. Section 362 (b) provides for few exceptions to the automatic stay.

150 gection 362 (b) provides for few exceptions to the automatic stay. In addition, based on case law, if the
debtor’s and the creditor’s obligations both arise from the same transaction, the creditor may have a right of
recoupment; see In re Holford, 896 F.2d 176 (5 Cir. 1990); In re Norsal Indus., 147 B.R. 85 (Bankr. E.D.N.Y.
1992); In re Rooster, 127 B.R. 560 (Bankr. E.D.Pa. 1991).

151 Sections 362 (d) (1) and 363 (e) US Bankruptcy Code.
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analyzed in the context of protecting secured creditors from being unduly exposed to risk or
decrease in value of collateral during reorganization.?

The concept of adequate protection of secured creditors plays a significant role in
reorganization cases where the DIP actively engages in conducting the day-to-day business
and there is a considerable gap between the date of petition and confirmation of a
reorganization plan. The requirement of adequate protection of secured creditors is based on
policy grounds that are elaborated by the Congress as follows:!>

“There may be situations in bankruptcy where giving a secured
creditor an absolute right to his bargain may be impossible or
seriously detrimental to the bankruptcy laws. Thus, this section
recognizes the availability of alternate means of protecting a secured
creditor’s interest. Though the creditor might not receive his bargain
in kind, the purpose of the section is to insure that the secured creditor
receives in value essentially what he bargained for.”

US law does not provide a precise definition of “adequate protection”, but courts have
interpreted it to mean “compensation to secured creditors for any depreciation or diminution
in the value of the secured creditor’s interest caused by the debtor in possession’s use of
collateral during the chapter 11 case.”*™* The US legislator did not intend the concept of
adequate protection to be strictly confined to minimum protections under the Bankruptcy
Code.? As a result of this, Section 361 offers three non-exclusive means to provide secured
creditors with adequate protection.

The first possibility to afford adequate protection is periodic cash payments. This method is
deemed to be appropriate in a case where a consumed or depreciated collateral is of a finite
quantity or consumed in the ordinary course of the business at a faster rate than it will be
replaced.’®® The second example of adequate protection is to replace liens or provide
additional liens to the extent that the stay, use, sale, lease or grant of a postpetition lien on
the collateral results in a decrease in value of the collateral. The third possible method is to
implement more case-specific forms of relief that will result in the realization of the

152 In Chapter 11 procedures, the concept of the adequate protection of secured creditors is also applicable with
respect to circumstances when debtors engage in priming a postpetition secured creditors’ liens as a part of
interim financing, which is elaborated in 84.3.1. Section 364 (d) (1) (B) US Bankruptcy Code.

153 US House of Representatives no. 595 (1977) 339.

154 ABI report (n 9) 69. See also ABI report, ftn.274, citing several cases as examples: United Sav. Ass’n of Tex.
v. Timbers of Inwood Forest Assocs., Ltd, 484 US 365 (1988); In re Delta Res., Inc., 54 F.3d722, 730 (11th Cir.
1995), cert. denied, 516 US 980 (1995); In re Cason, 190 B.R. 917, 928 (Bankr. N.D. Ala. 1995).

155 Andrew N Karlen, ‘Adequate Protection under the Bankruptcy Code, Its Role in Business Reorganization’
(1982) (2) Pace Law Review 1, 10.

1% See also, house report no. 95-595.
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“indubitable equivalent” of the secured creditor’s interest in the collateral.’® The
"indubitable equivalence” requirement under Section 361 (3) is meant to make adequate
protection “a flexible concept adaptable to the various circumstances in which it is
applied.”*®® The legislative history of the US Bankruptcy Code only provides limited
guidance as to the “indubitable equivalence" requirement. According to the legislative
history, “the abandonment of the collateral to the creditor would clearly satisfy indubitable
equivalence while unsecured notes as to the secured claim or equity securities of the debtor

would not be the indubitable equivalent.”*®®

As discussed in 83.2, the value of collateral is a key component of the concept of adequate
protection.!%® The Bankruptcy Code, however, does not specify how value is to be determined
nor does it specify when it is to be determined.!®! The legislator has deliberately left these
matters to be decided on a case-by-case basis by courts. According to the Senate’s
explanation, “[i]n light of the restrictive approach of the section to the availability of means
of providing adequate protection, flexibility is important to permit the courts to adapt to
varying circumstances and changing modes of financing.”®? In this light, in the context of
adequate protection of secured creditors courts have used different approaches in valuing
collateral, such as the liquidation value, the going concern value, and the various market
valuations. 163

In addition to the preventive measure, the US Bankruptcy Code provides for a compensatory
measure. The US Chapter 11 entitles secured creditors to have a “superpriority" claim over
other unsecured priority claims as a remedy once the secured creditor proves the protection
is inadequate. The US Chapter 11, however, does not provide sufficient guidance on the

157 The recognition of this method as an example of providing adequate protection emanates from Judge Learned
Hand’s opinion in in re Murel Holding Corp., 75 F.2d 941 (2d Cir. 1935).

1%8 Karlen (n 155) 12.

159 US House of Representatives no. 595 (1977).

160 Wright v. Union Cent. Life Ins. Co., 311 US 273 (1940). See also ABI, 69. Karlen (n 155) ftn. 94 discusses
the possible implications of the value assigned to the collateral on technical decisions. The author states “[t]he
value assigned to the collateral by a secured creditor often may be an important tactical decision. For example,
a creditor asserting a high collateral valuation in the early stages of a case risks a determination that he is not in
need of adequate protection. Conversely, a low valuation might be unbelievable or can make it easier for the
debtor to satisfy a creditor's claim in a reorganization plan. Moreover, the lower the value to be protected, the
easier it will be to provide adequate protection; if the valuation is too low, it might be determined that the
interest is a valueless junior lien unworthy of adequate protection. Valuation should not pass the risk of the
debtor's continued operations to the creditor. On the other hand, premature anticipation of liquidation should
not cause the termination of a case which, if continued, could result in the debtor's rehabilitation, or at least in
a more substantial distribution to creditor.”

161 US House of Representatives no. 595 (1977). It should be noted that valuation for the purpose of adequate
protection of a secured creditor is not binding upon the trustee/debtor or creditor at the distribution stage when
determining the secured status of a creditor.

162 | bid.

163 ABI report (n 9) 69-70. See for instance, In re American Kitchen Foods, Inc., 9 COLLIER BANKR. CAS.
(MB) 537 (Bankr. D. Me. 1976) 553; In re 620 Church Street Building Corp., 299 US 24 (1936), 27.
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assessment and proof of insufficient protection. Furthermore, the secured creditor claiming
lack of adequate protection has the burden of proof, but the Bankruptcy Code does not specify
how and when the value of collateral has to be determined.

4.2.2 EU Directive

EU legal system does not provide for specific rules as to the adequate protection of secured
creditors during a stay.!%* The Directive, rather encompasses general rules on the exclusion
of claims from a stay in certain circumstances and lifting a stay, the application of which
would have implications on adequate protection of secured creditors during a stay. Among
the set of general protections that the Directive provides creditors against the potential
negative impacts of a stay, the protection that may be more relevant for adequate protection
of secured creditors is that a creditor should not be unfairly prejudiced by the stay. The
Directive elaborates on this point with respect to secured creditors. According to recitals 34
and 37, secured creditors would be unfairly prejudiced by way of an uncompensated loss,
depreciation of collateral, or having their claim substantially worse-off as a result of the stay.

The Directive does not encompass provisions on compensation or guarantees for secured
creditors whose collateral is likely to decline in value during the stay.®® Therefore, the
decision on how to compensate secured creditors for a possible decrease in the value of their
collateral is left to the discretion of national legislators. Furthermore, the Directive does not
indicate how the baseline collateral value for the purpose of adequate protection of secured
creditors has to be determined.

4.2.3 Dutch law

Under the WHOA, the rights to impose a stay, use, consume or dispose of assets can only be
exercised upon the fulfillment of certain general conditions and sufficient protection of the
interests of secured creditors, which are discussed below.

Pursuant to Section 376 (1) the Dutch Bankruptcy Act, the court grants the request for a stay
if three conditions are fulfilled. Firstly, the stay has to be necessary for the continuation of
the debtor’s business during the reorganization proceeding. According to some courts, the
concrete threat that creditors will take collection measures or file for bankruptcy is sufficient
to fulfill the necessity requirement.'®® Secondly, the stay should be in the interest of the

164 See also Francisco Garcimartin and Nuria Bermejo, ‘Involving Secured Creditors in Restructuring
Proceedings’ in Paul J Omar and Jennifer LL Gant (eds), Research Handbook on Corporate Restructuring
(Edward Elgar 2021) 120, 137.

185 Recital 37 EU Directive on Preventive Restructuring Frameworks.

186 Vincent van Hoof, ‘De Bescherming van Zekerheidsgerechtigde Schuldeisers bij de Afkoelingsperiode van
De WHOA’ in Ben Schuijling, Mike van Wingerden and Paul Frenken (eds), Het Bancaire Belang (Wolters
Kluwer 2023) 287; See also, Vincent van Hoof, ‘De af Koelingsperiode van de WHOA en Vervangende
Zekerheid’ (2023) 205 Financiering, Zekerheden en Insolventierechtpraktijk (FIP) 18.
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general body of creditors. In fact, imposing a stay should not leave creditors worse off than
in a situation in which an agreement is not reached.'®’ Finally, the stay does not substantially
harm the interests of third parties and creditors.’®® The court has some leeway in the
assessment of these conditions.'®® Once the conditions are fulfilled and the court imposes a
stay, “(...) any power of third parties to recover goods belonging to the debtor's assets or to
claim goods that are under the debtor's power shall not be exercised without the authorization
of the court, provided that this third parties have been informed of the announcement of the
cooling-off period or are aware that an agreement is being prepared.”*’® If the conditions are
no longer complied with, the judge could terminate the stay ex officio or upon the request of
the debtor, the plan expert, if appointed, or the third parties, attaching party and creditor who
filed the bankruptcy petition.’* The court, prior to deciding on termination of the stay, has
to give all these parties and an observer, if appointed, the opportunity to express their
views.1"

The Dutch scheme restricts foreclosing on undisclosed pledges over receivables and the
usufruct of such claims. During the cooling-off period in a liquidation proceeding, based on
Section 63 (b) (1) Dutch Bankruptcy Act, undisclosed pledgees have the right to notify the
debtor of the pledged claim and take recourse against the debtor. However, during the period
of the stay in reorganization, the pledgee is not entitled to take recourse against the debtor
for undisclosed pledges. Pursuant to Section 376 (7) Dutch Bankruptcy Act, the pledgee is
not entitled to send a notice, and thus becoming entitled to receive payments or set-off
payments against the debtor under the condition that the pledgee is provided with sufficient
replacement security for the enforcement.1”® According to the Explanatory Memorandum of
the WHOA, the underlying reason for preventing pledgees from notifying the debtors of
silently pledged claims is to protect the debtor’s income as after notification, the buyer will
have to pay the pledgee - usually the bank- instead of the debtor.*’* If no replacement security

If, however, there is a fear of seizure because, for instance, some creditors have outsourced their claims to
bailiffs, the necessity requirement would not be fulfilled. See in this respect, District Court of Central
Netherlands, 29 July 2022, ECLI:NL:RBMNE:2022:3078; District Court of North Netherlands, 25 February
2022, ECLI:NL:RBNNE:2022:431.

167 van Hoof (n 166); Anne M Mennens, Het Dwangakkoord Buiten Surseance en Faillissement (Wolters
Kluwer 2020) 118.

168 Section 376 (4) Fw.

169 Reinout Vriesendorp and Wies van Kesteren, ‘De WHOA en de Rechter: de Leidraad’ 2019 (36) Tijdschrift
voor Insolventierecht 277.

170 Section 376 (2) Fw.

171 Section 376 (10) Fw.

172 Section 376 (11) Fw.

173 According to the explanatory memorandum to Section 376 (7), the substitution of security will often be
automatic because the new claims that arise during the course of the continuation of business operations will
be pledged to the pledgee. See Kamerstukken 11 2018/19, 35249, nr. 3, 53; Van Hoof (n 166) 303.

174 Kamerstukken 11 2018/19, 35249, nr. 3, 53; Van Hoof (n 166) 299.
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has been provided, or collateral is insufficiently substituted, the creditor is free to notify,
collect and settle.*™

The Dutch Bankruptcy Act encompasses a specific provision regarding the protection of the
interests of secured creditors against a possible decline in the value of collateral due to the
use, consumption, or disposition of assets. Based on Section 377 (3) Dutch Bankruptcy Act,
the court will revoke or limit the power to use, consume, or dispose of assets at the request
of the third parties concerned such as secured creditors if they are not sufficiently protected.
The legislation, however, does not make clear in which circumstances secured creditors are
adequately protected. According to the explanatory memorandum of the WHOA, in order to
ensure the interests of secured creditors are not harmed by a stay, the debtor is required to
provide the affected secured creditor with a replacement security interest.*’® This implies that
courts may assess adequate protection of secured creditors on a case-by-case basis.
Therefore, the court has a high degree of discretion in assessing whether the conditions,
which aim at the protection of creditors, are fulfilled in order to allow the debtor to exercise
the aforementioned powers. In a study, Van Hoof has analyzed court judgments as to the
protection of secured creditors during the stay under the WHOA.. According to Van Hoof, as
to date, the protection related to the right to use encumbered assets has received relatively
little attention in case law and courts have not imposed many requirements on the
replacement security.}’” In addition, neither the Dutch legislation nor the explanatory
memorandum provide guidance on the determination of the benchmark collateral value for
the purpose of the adequate protection of secured creditors. Furthermore, the WHOA does
not provide for any compensatory measure in a case where the value of collateral has actually
declined.

Under the Dutch scheme, secured creditors may even be confronted with the risk of losing
their security interests following the sale of their collateral as a part of the reorganization
plan, without being entitled to the entire proceeds from the sale. In IHC case (discussed in
§4.1.3) secured creditors lost the security interests that they had on the shares of the IHC’s
subsidiary following the court’s approval to the sale of the subsidiary as a part of the
reorganization plan. Under the plan, the sale proceeds of the subsidiary were proposed to be
used partially for repayment to secured creditors and partially to strengthen the liquidity
position of the debtor in order to facilitate the continuation of the debtor after
reorganization.!’® The court also assessed the admissibility of the proposed sale on the basis
of Section 384 (2) (f) Dutch Bankruptcy Act.!”® Based on Section 384 (2) (f), the court refuses

175 Van Hoof (n 166) 304.

176 Kamerstukken 11 2019/2020, 35249, nr. 3, 20.

177 \an Hoof (n 166) 305, 313, and ftn. 85.

178 |HC (n 107) 4.30; Salah, Lozeman and de Wit (n 108).
179 |HC (n 107) 4.26- 4.31.
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a request for confirmation of the plan if the debtor wishes to enter into a specific transaction
while it is reasonably likely that this is not immediately necessary for the implementation of
the plan (necessity test) or the interests of the joint creditors are thereby materially harmed. &
According to the court, the proposed sale could meet the necessity test. The sale of the
subsidiary was deemed to be necessary for the implementation of the agreement as the
transaction provides for financing both the (immediate) implementation of the agreement and
the continuation of the business. Also, the court held that it is reasonably likely that the
interests of the joint creditors will not be materially harmed by the sale of the subsidiary. The
court reasoned that although the secured creditors will lose their security interests on the
shares of the subsidiary, as well as the guarantees provided by the subsidiary, additional
protections (i.e. the grant of guarantees) will be conferred on the secured creditors.8
Therefore, the court approved the transaction. The Dutch court’s approach in applying
Section 384 (2) (f), and the wording of this section even allow individual secured creditors
to lose their security interests on an asset following the sale of the asset under a reorganization
plan. Future cases on this matter would shed more light on the extent to which individual
secured creditors would be protected against the risk of losing their security interests under
the WHOA.

Overall, the reorganization proceeding under the WHOA has a broader implication on
secured creditors than it has for them in a liquidation proceeding.'®? In a liquidation
proceeding secured creditors are not subject to a stay and are entitled to individually foreclose
on collateral. The lack of sufficient protection of secured creditors’ security interests in
WHOA proceedings could jeopardize the interests of secured creditors.

4.2.4 German law

Under German law, when it is necessary to safeguard the prospect of achieving the
restructuring goal, the court, upon the request of the debtor, may order to block enforcement
and recovery attempts of all or certain creditors, including secured creditors that hold security
interests on moveable property.*®® During a stay, assets can be used by the debtor for the
continuation of the business insofar as they are of considerable importance for this
purpose.'® In order to protect the interest of the general body of creditors and facilitate
reorganization, the order of a stay is issued if certain conditions are met.® Firstly, the

180 |bid 4.27. Section 384 (2) (f) Dutch Bankruptcy Act is an implementation of Article 18 (5) of the EU
Directive on Preventive Restructuring Frameworks.

181 |HC (n 107) 4.31.

182 \/riesendorp and Van Kesteren (n 169).

183 Sections 29 (2) No. 3; 49; 50 and 51 StaRUG.

184 Section 49 (1) No. 1 and No. 2 StaRUG.

185 Section 51 StaRUG.
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restructuring plan should be in principle complete and conclusive.'® Secondly, the plan
contains accurate facts, there is no prospect that the plan is not being confirmed, the debtor
is not yet threatened with insolvency in the sense of Section 17 InsO and the request to order
a stay is necessary for achieving the restructuring objective. In addition, it is expected that
the debtor is willing and able to align the management with the interests of the creditors as a
whole and the stay is meant to serve on all creditors affected by it.8’

The StaRUG does not provide any particular provision as to the adequate protection of
secured creditors. Nevertheless, there are three ways for secured creditors to protect their
interests during a stay. First, there is a possibility to cancel the stabilization order at the
request of a creditor that is affected by the order provided that the creditor demonstrates the
reasons for the termination.'® Second, according to Section 54 (1) StaRUG, the secured
creditor has to be paid the interest owed and has to be compensated by ongoing payments for
any loss in value of collateral, in so far as satisfaction could be expected.'®® The StaRUG,
however, does not indicate the baseline value for the purpose of determining the loss in value
of collateral. Third, pursuant to Section 57 StaRUG, the affected creditor may claim damages
if the order of a stay was issued on the basis of intentionally or negligently incorrect
information.

4.2.5 Summary and comparative assessment as to adequate protection

The protection of creditors’ security interests against a possible decline in the value of
collateral during reorganization is intended to balance prepetition rights of secured creditors
with the reorganizational objectives of the estate.'®® The failure to provide secured creditors
with safeguards in this respect would dilute the core features of security rights in
reorganization, which can result in the creditors’ bias against such proceedings.

EU law has left a considerable degree of discretion to national legislators as to the regulation
of the adequate protection of secured creditors. German law provides for compensatory
measures to protect secured creditors against the decline in the value of collateral. Dutch law
stands at the opposite end and has only adopted a preventive approach to a certain extent.
While under Dutch law, in a liquidation proceeding secured creditors are not subject to a stay
and are entitled to individually foreclose on collateral, in a WHOA proceeding individual

186 Section 51 (1) StaRUG. According to Section 51 (3) StaRUG, as an exception, the court may still impose a
stay even in the absence of a restructuring plan provided that the debtor submits the plan within the time period
that the court sets.

187 See also Section 59 (1) No. 4 StaRUG.

188 Section 59 (2) StaRUG.

189 This StaRUG provision is comparable with Section 21 (2) No. 5 InsO based on which the preliminary
insolvency administrator must ensure that the collateral basis is not reduced by further access to the
collateral. Kirsten Sschiimann-Kleber, Gerrit Holzle and Manuel Holzmann, ‘Act on the Further Development
of Restructuring and Insolvency Law’ (29-12-2020, Gorg).

190 ABI report (n 9) 72.
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secured creditors may even lose their security interests on an asset following the sale of the
asset under a reorganization plan. In light thereof, the WHOA fails to provide sufficient
protection to secured creditors against the potential negative consequences resulting from the
application of rules that are meant to facilitate reorganization proceedings.

Among the four legal systems, US law provides for a more elaborated regulation as to the
protection of secured creditors against a possible decline in the value of collateral. The
requirement of adequate protection of secured creditors under the US Chapter 11 contains
the preventive and compensatory elements addressed above. Nevertheless, the US Chapter
11 does not offer full-fledged protection. Firstly, the US Chapter 11 does not provide
sufficient guidance on the assessment and proof of insufficient protection. Secondly, the
secured creditor claiming lack of adequate protection has the burden of proof, but the
Bankruptcy Code does not specify how and when the value of collateral has to be determined.

Having a benchmark value is critical to safeguard the interests of secured creditors during
the reorganization procedure. The failure of the legislators in the four legal systems to
indicate the baseline value for the adequate protection of secured creditors provides
flexibility to courts to adapt to varying circumstances. However, this would complicate the
application of the rule on the protection of security interests against a decline in the value of
collateral to the detriment of secured creditors for whose protection the rule is meant to
function.

4.3 Priming under interim financing
43.1 US law

Access to interim financing during reorganization proceedings is essential to ensure the DIP
continues the day-to-day operations of the business during the proceedings. The concept of
priming is deemed to facilitate access to interim financing by allowing DIPs to create a
security right that ranks ahead of a pre-existing security right in the same asset. The US
Bankruptcy Code recognizes the concept of priming as a means of protection of interim
financiers provided that two conditions are fulfilled.'®* Firstly, the court must conclude that
the debtor is unable to obtain such credit otherwise.'®? Secondly, the debtor has to
demonstrate to the court that the interests of prepetition secured creditors, who are affected

as a result of the priming, is “adequately protected.”%?

191 Section 364 (d) (1) US Bankruptcy Code.
192 Section 364 (d) (1) (A) US Bankruptcy Code.
193 Sections 364 (d) (1) (B) and 361 US Bankruptcy Code.
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Adequate protection can be provided by, for instance, periodic cash payments, granting

replacement liens on the debtor’s other assets,'%*

or other relief resulting in the “indubitable
equivalent” of the secured creditor’s interest. Adequate protection can be also established by
demonstrating that sufficient equity will remain in the asset after the senior lien is granted to

cover the indebtedness of the creditor.1®

In practice, prepetition secured creditors remain the main sources of interim financing as the
Bankruptcy Code imposes strict conditions with respect to priming.'®® As a result, in a
reorganization proceeding there is a possibility for prepetition secured creditors to further
enhance their position through obtaining postpetition financing facilities, namely cross-
collateralization and roll-up provisions.'®” The effect of such provisions is that they “provide
additional protection to the prepetition lenders on their prepetition claims against the
estate.”'% While cross-collateralization and roll-up provisions provide additional protection
to existing secured creditors, they may cause issues with respect to the protection of
unsecured creditors against overbearing secured creditors and dilute unsecured creditors’
position.

There is no explicit provision under the Bankruptcy Code prohibiting postpetition facilities.
Courts may examine the permissibility of such practices under Section 364 (e) and subject
them to reversal if lack of good faith is established.®® Case law as to whether courts should
approve a cross-collateralization or roll-ups is split. While these practices are disfavored by
some courts, 2% in a number of other cases, courts permitted cross-collateralization or roll-

194 Segal (n 48) 969 cites In re Chicago, Missouri and Western Ry. Co., 90 B.R. 344 (Bankr. N.D. III. 1988); In
re Sky Valley, 100 B.R. 107 (Bankr. N.D. Ga. 1988).

1% pistole v. Mellor (In re Mellor), 734 F. 2d 1396, 1400 (9th Cir. 1984); In re Health Diagnostic Laboratory
Inc., WL 4915621 (Bankr. Ct. E.D. Virginia 2015). For more elaboration see Jennifer Payne and Sarrah P Janis,
‘Tripping the Light Fantastic: A Comparative Analysis of the European Commission's Proposals for New and
Interim Financing of Insolvent Businesses’ (2017) Oxford Legal Studies Research paper No. 41, ftn 33
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2976446.noting> accessed 12 April 2022 that “an equity
cushion of 20% has frequently been found by US courts as constituting adequate protection”; In re Franklin
Equip. Co, 416 B.R. 483, 528 (Bankr. Ct. E.D. Va. 2009); In re Kost, 102 B.R. 828, 831 (D. Wyo. 1989). See
also, Segal (n 48) 969.

19 The conditions to create a priming lien are as follows: firstly, priming is considered the last resort, meaning
that other court should be convinced that other options to obtain credit are unavailable. Secondly, the
Bankruptcy Code requires adequate protection of existing secured creditors. The strict conditions make
obtaining a priming lien ‘extraordinary hard’. See also, Tabb (n 49) 14.

197 Ibid 15, ABI report (n 9) 74-75.

198 ABI report (n 9) 74; Tabb (n 49) 15.

199 ABI report (n 9) ftn 293.

200 In re Cooper Commons, LLC, 430 F.3d 1215 (9th Cir. 2005); In re Ellingsen MacLean Qil Co., 834 F.2d
599 (6th Cir. 1987); In re Texlon Corp., 596 F.2d 1092 (2d Cir. 1979). On numerous occasions, courts have
found that circumstances justified granting such relief. In re Vanguard Diversified, Inc., 31 B.R. 364 (Bankr.
E.D.N.Y. 1983); In re Beker Industries Corp., 58 B.R. 725 (Bankr. S.D.N.Y. 1986); In re Flagstaff Foodservice
Corp, 739 F.2d 73 (2d Cir. 1984).
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ups.2%! The collected data on US bankruptcy cases that were filed during the latter half of
2001 demonstrate that 80 percent of priming liens involve cross-collateralization.?%? The
possible effect in practice is that even if postpetition assets are not considered encumbered
by prepetition security interests, the assets could still be encumbered to secure postpetition
lending.?®® Therefore, the lender, who is also a prepetition security right holder, has the
chance capture the entire going concern value in reorganization.

In addition to the opportunistic uses of postpetition financing facilities by prepetition secured
creditors, studies suggest that in the US secured creditors enhance their control over the
outcome of reorganization proceedings by providing interim financing. The empirical study
by Prof. Ayotte and Prof. Morrison suggests that the secured creditors’ exercise of control
raises issues of potential creditor conflict between the senior and junior claimholders.?** The
“creditor conflict distorts economic outcomes in bankruptcy”,?® which may yield
inefficiently quick sales, when they are oversecured, in some cases or inefficiently slow sales
or reorganizations in others, when the secured creditors are undersecured.?%

4.3.2 EU Directive

EU law leaves the choice to the member states to implement the concept of priming and
allows, but does not mandate, national legislators to provide for such a possibility.?’” The
Directive, however, does not provide for any rules nor guidance to safeguard interests of
prepetition secured creditors whose security interests are affected as a result of priming.2%®

201 ABI report (n 9) ftn 293 cites the following as example of cases allowing cross-collateralization; In re Ames
Dep'’t Stores, Inc., 115 B.R. 34, 39-40 (Bankr. S.D.N.Y. 1990); In re FCX, Inc., 54 B.R. 833, 840 (Bankr.
E.D.N.C. 1985); In re Vanguard Diversified, Inc., 31 B.R. 364, 366 (Bankr. E.D.N.Y. 1983); In re Gen. Oil
Distrib., Inc., 20 B.R. 873, 875-76 (Bankr. E.D.N.Y. 1982). For cases disallowing cross-collateralization, see
In re Saybrook Mfg. Co., Inc., 963 F.2d 1490, 1494-96 (11th Cir. 1992) (cross-collateralization is per se
impermissible); In re Texlon Corp., 596 F.2d 1092 (2d Cir. 1979); In re Fontainebleau Las Vegas Holdings,
LLC, 434 B.R. 716 (S.D. Fla. 2010). For cases allowing roll-ups in certain circumstances, see In re Uno Rest.
Holdings Corp., Ch. 11 Case No. 10-10209 (MG) (Bankr. S.D.N.Y. 2010); In re Foamex Int’l Inc., Ch. 11 Case
No. 09-10560 (KJC) (Bankr. D. Del. 2009); In re Aleris Int’l, Inc., Ch. 11 Case No. 09-10478 (BLS) (Bankr.
D. Del. 2009); In re Tronox Inc., Ch. 11 Case No. 09-10156 (ALG) (Bankr. S.D.N.Y. 2009); In re Lyondell
Chem. Co., Ch. 11 Case No. 09-10023 (REG) (Bankr. S.D.N.Y. 2009).

202 Ayotte and Morrison (n 12) 525.

203 Brubaker, ‘The Post-RadLLAX Ghosts of Pacific Lumber and Philly News (Part II): Limiting Credit Bidding’
(n7)13.

204 Ayotte and Morrison (n 12). The existence of creditor conflict has been discussed in a number of other
scholarly papers too. See, for instance, Chaim J Fortgang and Thomas M Mayer, ‘Trading Claims and Taking
Control of Corporations in Chapter 11’ (1990) 12 Cardozo Law Review 115; Frank Partnoy and David Skeel,
‘The Promise and Perils of Credit Derivatives’ (2007) 75 University of Cincinnati Law Review 1019.

205 Ayotte and Morrison (n 12) 520-515.

206 | bid.

207 Article 17 (4) EU Directive on Preventive Restructuring Frameworks. See also Gerard McCormack, The
European Restructuring Directive (Elgar 2021) 1.33-1.35; Payne and Janis (n 195) 32-35; Rolef J de Weijs and
Meren Baltjes, ‘Opening the Door for the Opportunistic Use of Interim Financing: A Critical Assessment of the
EU Draft Directive on Preventive Restructuring Frameworks’ (2018) 27 International Insolvency Review 223.
208 See also McCormack, The European Restructuring Directive (n 207) 1.34.
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As a minimum, the Directive requires member states to give providers of interim financing
priority over unsecured claims in subsequent insolvency procedures.?%® In this respect, the
background policy consideration is noted in recital 68 Directive, which states “(...)
encouraging new lenders to take the enhanced risk of investing in a viable debtor in financial
difficulties could require further incentives such as, for example, giving such financing
priority at least over unsecured claims in subsequent insolvency procedures.” In light thereof,
member states that introduce the concept of priming would have to provide measures to
protect secured creditors whose prepetition security rights are affected as a result of the
priming.

4.3.3 Dutch law

Under Dutch law, the possibility to create security interests on an encumbered asset only
exists where the prepetition secured creditor consents.?'% Therefore, the concept of priming
does not exist under Dutch law unless the secured creditors whose interests are at stake
agree.?!

Dutch law does not encompass a specific provision against opportunistic uses of interim
financing by pre-existing secured creditors. Nevertheless, the general conditions of raising
interim financing under the WHOA may mitigate such risks to some extent. Under Dutch
law, courts may authorize an interim financing request only if the legal act is, inter alia,
reasonably assumed to serve the interests of the debtor’s joint creditors and does not
materially harm the interests of individual creditors.?!? Therefore, if the court concludes that
the disadvantages of postpetition facilities are more than the advantages of the interim
financing that the prepetition secured creditor provides, the request is likely to be rejected.

4.3.4 German law

German law does not recognize the concept of priming. Hence, prepetition senior secured
creditors may remain the most accessible sources of financing. The StaRUG does not provide
detailed rules as to interim financing. A brief and non-elaborated reference to interim
financing can be found in Section 50 (2) No 2 StaRUG, which requires the debtor to provide

209 Articles 17 (4), 18 (1) and 18 (5) EU Directive on Preventive Restructuring Frameworks. According to
Article 17 (3) EU Directive on Preventive Restructuring Frameworks, member states may exclude from the
scope of the protection interim financing transactions that are granted after the debtor becomes unable to pay
its debts as they fall due.

210 peter J M Declercq, ‘Restructuring European Distressed Debt: Netherlands Suspension of Payment
Proceeding ...The Netherlands Chapter 11?° (2003) 77 American Bankruptcy Law Journal 377, 392-393; Jalling
Bosker, ‘Financing Corporate Rescue — The Dutch Approach. A Cross-Border Comparison’ (2017) 5
Nottingham Insolvency and Business Law e-Journal 4.

211 Flip van der Drift and Koen Durlinger, ‘De Positie van de Noodfinancier Onder de WHOA — Voldoende
Comfortabel?’ (2020) Tijdschrift voor Insolventierecht 314.

212 Section 42 (a) Fw.
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awell-founded presentation of the sources of financing.?*® Courts may only reject authorizing
financing plans that are incompatible with the restructuring goal. In this light, different
judicial approaches towards postpetition facilities such as cross-collateralization or roll-ups
provisions are expected. Depending on whether a court considers maximization of the total
reorganization value to creditors or rescuing viable enterprises as the primary goal of
reorganization, there might be variations in the treatment of interim financing plans that
provide for postpetition facilities.?'4

4.3.5 Summary and comparative assessment as to priming under interim financing

Considering that the creation of a priming lien potentially curtails the very key feature of
security rights, the legal systems have adopted strict approaches with respect to priming. The
Directive has provided member states with the discretion to decide on the possibility of
recognizing priming in the context of interim financing. Neither the WHOA nor the StaRUG
recognizes the concept of priming.?*® The US Bankruptcy Code allows creation of priming
liens subject to strict conditions. The requirement of adequate protection of prepetition
secured creditors, holding a lien on the same asset, makes obtaining a priming lien
‘extraordinary hard’.?

Because of the prohibition of priming based on Dutch law and German law and the high
standards of the adequate protection requirement under US law, where entire assets of a
debtor are encumbered, prepetition secured creditors are likely to remain the main sources of
interim financing. However, the legal systems do not fare well in curbing risks of
opportunism related to interim financing. Based on empirical evidence, conducted in the
context of the US Chapter 11 proceedings, secured creditors successfully gain control over
the proceedings through issuing interim financing.?!’

In the US, due to the absence of sufficient legislative guidance, case law as to the
permissibility of postpetition facility provisions is split. In the Netherlands and Germany,
existing data is inadequate to analyze whether the opportunistic use of interim financing is a
common practice in WHOA and StaRUG proceedings.

213 Gesetzentwurf der Bundesregierung 19/24181 (2020) 155
<https://dserver.bundestag.de/btd/19/241/1924181.pdf> accessed 2 April 2022.

214 In line with the objectives of the EU Directive, the aim of the StaRUG is to rescue viable enterprises,
maximize the total value to creditors, owners and the economy as a whole and prevent unnecessary job losses.
See Recitals 3 and 35 EU Directive.

215 Under Dutch and German law, the creation of a priming lien is only possible through a contractual agreement
with the secured creditor that has first ranking security over the asset. See also INSOL International, ‘Reforms
in Selected EU Member States in Light of the Directive on Preventive Restructuring Frameworks’ (April 2020)
INSOL Special Report 54.

216 Tabb (n 49) 14.

217 Ayotte and Morrison (n 12); Fortgang and Mayer (n 204); Partnoy and Skeel (n 204).
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4.4 Interim conclusion

The comparative assessment of the reorganization regimes showed the variety of approaches
that legal systems have taken with respect to the regulation of the value entitlement of secured
creditors. The assessment also illustrated how practice may diverge from the rules.

The US Bankruptcy Code encompasses rules with respect to the value entitlement of secured
creditors and the adequate protection of secured creditors against a possible decline in value
of collateral during the procedure and in case of priming. However, the considerable degree
of leeway in the interpretation of rules as to the value entitlement of secured creditors, the
opportunistic uses of interim financing by pre-existing secured creditors, the increased use
of a section 363x sale as a replacement of a conventional reorganization plan proceeding, and
the possibility to adopt a loan-own strategy have turned the Chapter 11 proceeding into a
system in which secured creditors take almost all the value. The conversion of the US Chapter
11 proceeding into a (secured) creditor-controlled proceeding®!® is against the legislator’s
objective which is facilitating a collective insolvency proceeding that operates for the benefit
of the entire body of creditors and gives debtors the opportunity to reorganize.?'® The
distortive economic outcomes resulting from the increase in secured creditors’ control power
in a Chapter 11 proceeding would be aggravated in cases where the creditors are
oversecured.??® Oversecured creditors tend to force an immediate resolution through a section
363x sale in the context of reorganizing to avoid potential delays in the procedure even if
selling the firm does not maximize the value. The additional negative implication of the
increase in secured creditors’ control power in reorganization would be that managers may
invest in inefficient strategies to delay filing for such proceedings.??

The EU Directive only provides minimum harmonization and barely touches upon the
position of secured creditors in reorganization. Although the Directive is not expected to
provide an outright harmonization, national legislators’ wide degree of discretion as to the
treatment of secured creditors and the possibility to opt between the APR and EU RPR may
open a new window for abusive forum shopping.??> The comparison between Dutch and
German reorganization schemes suggests how diverse the position of secured creditors in
reorganization can be among member states.

218 Kenneth M Ayotte, Edith S Hotchkiss and Karin S Thorburn, ‘Governance in Financial Distress and
Bankruptcy’ in Mike Wright and others (eds), The Oxford Handbook of Corporate Governance (Oxford
University Press 2013).

219 0On the objectives of the legislator see Canadian Pacific Forest Products Ltd v JD Irving Ltd, 66 F 3d 1436,
1442 (1995).

220 Ayotte and Morrison (n 12); Lynn M LoPucki and Joseph W Doherty, ‘Bankruptcy Fire Sales’ (2007) 106
Michigan Law Review 1. See also in general, Garcimartin and Bermejo (n 164).

221 Barry E Adler, Vedran Capkun, and Lawrence A Weiss, ‘Destruction of Value in the New Era of Chapter
11° (2008) 29 (2) The Journal of Law, Economics and Organization 461.

222 De Weijs, Jonkers and Malakotipour (n 95).
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Dutch law has taken a progressive approach as to the treatment of secured creditors in
collective insolvency proceedings. In a liquidation proceeding, secured creditors have strong
rights and are entitled to foreclose on their collateral irrespective of the existence of a stay.
In reorganization, however, the WHOA imposes limitations on strong powers of secured
creditors to facilitate reorganization. The distinguished feature of the WHOA is that it
encompasses rules with respect to the three main questions of 1) value entitlement of secured
creditors; 11) adequate protection; and I11) priming. While the legislator has taken a robust
approach with respect to the determination of the value entitlement of secured creditors, the
concept of adequate protection is left without sufficient legislative elaboration. The failure to
provide full-fledged protections to secured creditors in reorganization may result in secured
creditors’ bias against such proceedings as they are entitled to strong rights in alternative
enforcement procedures.

Under German law, the position of secured creditors and their precise value entitlement is
very much left to be decided on a case-by-case basis as the StaRUG does not encompass
particular rules in these respects. The lack of sufficient legislative regulations as to the
position of secured creditors in reorganization may cause two negative consequences. First,
the resulting uncertainty is likely to reflect, ex-ante, in the cost of capital. Second, given that
secured creditors, which are mainly banks, play pivotal roles in German economy as the main
sources of corporate financing,??® the absence of sufficient regulations with respect to the
position of secured creditors may pave the way for secured creditors to strengthen their
control power over reorganization proceedings and, eventually, result in the diversion of
reorganization from its main objectives.

5 Trade creditors; sources of value creation for other creditors?

The previous sections focused, inter alia, on the position and the value entitlements of secured
creditors in reorganization. The assumption in the previous sections was that the
reorganization value is both given and fixed and thereby independent from the
implementation of the new capital structure. In literature, however, there are contentions
regarding the determination of the reorganization value and there is no set approach in this
respect.??* The valuation of distressed companies is essential in reorganization procedures.
The choice of the approach as to the determination of the reorganization value may affect
both the size of the pie that could be distributed among the parties involved in reorganization
and the value distribution thereof.

223 Natasha Kalara and Lu Zhang, ‘The changing landscape of Firm Financing in Europe, the United States and
Japan’ Netherlands CPB Netherlands Bureau for Economic Policy Analysis, discussion paper 383, 6-9.

224 Joost den Hollander, ‘Company Valuatie en Waarde-allocatie in Distress’ (NVRII najaarsvergadering 2022,
March 2023) accessed 12 May 2023.
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The overarching theme in this chapter pertains value battles between secured and unsecured
creditors. The analysis in this section focuses on a setting where not so much reorganization
value is allocated to either secured or unsecured creditors, but that an additional surplus might
be created for the benefit of secured creditors out of the pool of unsecured trade creditors.

In practice, generally, the reorganization value is equated with the Enterprise Value, an
approach usually used as a part of company valuation in a regular going concern situation in
the context of mergers and acquisitions.??® Given that the dynamics of a distressed situation
are different from a regular going concern situation, equating the reorganization value with
the Enterprise Value has often been criticized.??® A possible approach advocated in literature
is to add the full value of trade payables to the Enterprise Value in calculating the
reorganization value.??’

In this section, I will discuss under which circumstances trade payables can be added to the
Enterprise Value and when this value can actually be distributed under a plan. Subsequently,
| argue why treating trade payables as a distributable value under a plan is problematic.
Thereafter, | propose a design principle.

51  Company valuation in a non-distress scenario

The key value driver in company valuation is the capacity of the company to generate future
cash flows through its operations and investments.??® Future cash flows of a company
determine both the value of the company (aka “Enterprise Value”) and the price that has to
be paid for the shares in an acquisition by (prospective) new shareholders to current
shareholders (aka “Equity Value™), which are key concepts of company valuation.

225 | bid.

226 Stuart C Gilson, Creating Value through Corporate Restructuring (2™ edn, Wiley Finance Series 2010) 141.
Sebastiaan van den Berg, Wim G M Holterman and Hans H T Haanapel, ‘De Reorganisatiewaarde Onder de
WHOA’ (2019) 25 (2) Tijdschrift voor Insolventierecht 81; Jonathan L Jacobs and others, ‘Emergence Through
Fresh-Start Reporting’ (2020) Journal of Accountancy
<https://www.journalofaccountancy.com/news/2020/dec/fresh-start-reporting-reorganization-
bankruptcy.html> accessed 12 May 2023.

227 \/an den Berg, Holterman and Haanapel (n 226); Jacobs and others (n 226); PWC, ‘Valuation under de
WHOA’ (July 2020) 7 <https://www.pwc.nl/nl/actueel-publicaties/assets/pdfs/whitepaper-whoa.pdf> accessed
12 May 2023; Navid Yahya and Loren Lirely, ‘Time for a Fresh Start? Key Financial Moves Make After
Bankruptcy’ (Stout, 28 February 2023) <https://www.stout.com/en/insights/article/time-for-fresh-start-key-
financial-moves-make-after-bankruptcy> accessed 12 May 2023; PWC, ‘Bankruptcies and Liquidations’ (July
2023) Section 4.3,
<https://viewpoint.pwc.com/dt/us/en/pwc/accounting_guides/bankruptcies_and_lig/assets/pwcbankruptciesgu
ide0723.pdf> accessed 12 May 2023.

228 Tim Koller, Marc Goedhart and David Wessels, Valuation: Measuring and Managing the Value of
Companies (6" ed, Willey 2015) 137-167; Joost de Vries and Rolef de Weijs, ‘Corporate Finance and Company
Valuation: Why Cash Became King?’ in Rolef de Weijs, Joost de Vries and Aart Jonkers (eds), Corporate
Finance for Lawyers (Elgar 2023) 69.
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The Enterprise Value is the value of the company outside financial distress that accrues to
interest-bearing debtholders and shareholders.??® The Enterprise Value is the value of the
company assuming that the company at the time of the transaction has no interest bearing
debt nor cash. In other words, the Enterprise Value is cash and debt free.?%°

The two common valuation methods to calculate the Enterprise Value are the Discounted
Cash Flow (DCF) and the EBITDA?3 multiple. The DCF method determines the time value
of (expected) future cash flows by discounting the cash flows of the company.?*? In a non-
distress scenario, the EBITDA multiple is held to provide for a less accurate estimation of
the Enterprise Value. In the EBITDA multiple approach, the value of an enterprise is
calculated through multiplying the EBITDA of the company by a multiple that is customary
for the industry or the sector in which the company operates.??

The Enterprise Value is the first step in company valuation. Contrary to the assumption made
for the determination of the Enterprise VValue, most companies of course do have cash and/or
interest bearing debt. For the determination of the final purchase price for shares— the Equity
Value— the cash held by the company and interest bearing debts have to be taken into
account, by adding cash and subtracting interest bearing debt.

The Equity Value determines the cash flows a company will generate for its current
shareholders if they were to sell all their shares.?** In moving from the Enterprise Value to
the Equity Value, therefore, the Enterprise Value has to be increased by the amount of cash.
To arrive at the price for shares, the value has to be then decreased by the amount of interest
bearing debts.?*® The reason for the deduction of interest bearing debt is that such debts affect
the free cash flows of the company. It requires cash in both interest payments and repayments
of the nominal amount. The difference between interest bearing debts and available cash is
known as “Net Debt”.2% The formula below shows how the Equity Value can be derived
from the Enterprise Value via Net Debt.

Enterprise Value — Net Debt = Equity Value

229 Koller, Goedhart and Wessels (n 228) 138- 139.

230 For an in depth analysis see De Vries and De Weijs (n 228) 45-89; Koller, Goedhart and Wessels (n 228)
138-139.

231 EBITDA refers to earnings before interest, taxes, depreciation, and amortisation. The EBITDA is a key
indicator of a business's core profit and gives a general picture of its available cash flow.

232 The DCF streams at the weighted average cost of capital (WACC). The WACC represents rates of return
required by the company’s debt and equity holders blended together. Koller, Goedhart and Wessels (n 228)
137,142,

233 Jonathan Berk and Peter DeMarzo, Corporate Finance (4™ edn, Pearson 2017) 724-725; Koller, Goedhart
and Wessels (n 228) 351- 372.

234 Koller, Goedhart and Wessels (n 228) 138.

235 |bid 317-336.

23 Enrique R Arz, Valuation: Mergers, Buyouts and Restructuring (2™ edn, Wiley 2007) 32.
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5.1.1 Not taking into account trade payables in non-distress valuations

Unlike interest bearing debts, non-interest-bearing debts (i.e. debt to trade creditors) are
generally not taken into account neither in calculating the Enterprise Value nor in establishing
the Equity Value. The reason is that the two cash out elements that are present in interest
bearing debts (interest and repayment) are usually missing for non-interest bearing debts.
Trade creditors typically do not charge interest on their outstanding claims. Also, the position
of trade creditors generally remains stable, thus, viewed as no net repayment in the long run.
As soon as a debtor repays its debt to a trade creditor, the payment of the trade creditor’s
claim is replaced by creating a new debt to the same or new trade creditor. Non-interest
bearing debt is, therefore, considered “free money” for the company as long as the level of
debt to trade creditors is more or less stable.?%’

If the level of non-interest bearing debt proves to be unstable, the non-interest bearing debts
can no longer be excluded from the Enterprise Value to calculate the Equity Value. Instability
to the level of non-interest bearing debts could occur if, for instance, following an acquisition,
trade creditors suddenly require to be paid faster, or where trade creditors have been stretched
too much.?® The figure below illustrates the relation between the Enterprise Value and the
Equity Value.?*®

237 De Vries and De Weijs (n 228) 69-70.
238 |bid.
239 This graph has been inspired by the Financial Mind Map, developed by Joost de Vries and JBR Institute®©.
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Figure 1.6: Enterprise Value to Equity Value bridge
5.2  Company valuation in distress: reorganization value

Notwithstanding the fact that having a fair estimate of company valuation in reorganization—
the so-called ‘reorganization value’—is crucial in restructuring cases, there is no uniform
approach in this respect. As explained in 83.1, the reorganization value is often described as
the Enterprise Value of the business on the promise that the business will be continued as a
going concern in accordance with a proposed reorganization plan. Given that the
reorganization value relates to distress scenarios while the Enterprise Value is generally used
for non-distress scenarios, equating these two values does not always provide an accurate
estimation of the reorganization value.

5.2.1 Adding trade payables to the Enterprise Value for valuation in distress?

An approach that is advocated by VVan den Berg et al is to add trade payables to the Enterprise
Value to determine the reorganization value.?*® Based on this approach, as Figure 1.7

240 Van den Berg, Holterman and Haanapel (n 226); Jacobs and others (n 226); PWC, ‘Valuation under de
WHOA’ (n 217); Yahya and Lirely (n 227); PWC, ‘Bankruptcies and Liquidations’ (n 227).
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demonstrates below, 2*! the Enterprise Value would be increased, inter alia, by the value of
the trade payables (highlighted with the dotted circle).

N 0
I/ O\ " =
..... 1
™ Il
\ /
...... NS
DCF Non- Long-term Total Enterprise Existing Short-term Long-term  Reorganisation
operational operating  operating Value operating operating operating value
value assets provisions debt provisions for  provisions for
admitted capital admitted capital
providers providers

Figure 1.7: Adding trade payables to Enterprise Value as advocated in literature. This visual
is copied from Van den Berg et al.?*

The underlying reason to add trade payables, according to Van den Berg et al, is that the
Enterprise Value accrues only to shareholders and interest bearing debtholders, and it is
assumed that there is no haircut on trade creditors’ claim and trade payables remain stable.
As soon as an item is paid, another delivery will be made. For this reason, non-interest
bearing debts do not count in the calculation of the value to be distributed to shareholders
and interest bearing debt holders. The reorganization value, however, accrues to
shareholders, interest-bearing debt holders, and other creditors including trade creditors. Van
den Berg et al argue that for this reason the total trade payables should be added to the
Enterprise Value to determine the reorganization value.?*® As will be explained the argument
does not hold in general. However, if additional circumstances are met, an increase in value
attributable to trade creditors can be observed.

241 This figure is illustrated in Van den Berg, Holterman and Haanapel (n 226) in Dutch. For the purpose of the
present chapter, | have translated the text in the figure in English. This figure is the most clear depiction of the
reasoning provided in literature advocating to add trade payables to the Enterprise Value in determining the
reorganization value. In addition to trade payables, other elements are depicted in the figure that Van den Berg,
Holterman and Haanapel advocate to take them into account in moving from the Enterprise value to the
reorganization value. For the purpose of the present chapter, I focus only on “trade payables” and do not discuss
Van den Berg, Holterman and Haanapel’s standpoint as to the effect of the other elements when determining
the reorganization value.
242 \/an den Berg, Holterman and Haanapel (n 226) 85.
243 | bid 84-85.
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In a non-distress scenario, trade payables are not counted as a plus nor a minus in valuations.
However, based on what is advocated by Van den Berg et al, as soon as we enter a distress
scenario, the debt to trade creditors would be treated as a positive distributable value added
to the Enterprise Value, and not even a minus element. Here, | elaborate further and illustrate
the dynamics of the described valuation approach of adding the volume of trade payables as
advocated in literature by making an example and referring to the numbers used earlier in
83.1.1.

The debtor has three types of creditors, with the following claims: the secured creditor (with
a claim of €20), bondholders (with a claim of €26), and trade creditors (with a claim of €15).
Therefore, the total amount of the interest bearing debt due is €46,2* and the total amount of
non-interest bearing debt is €15.

25

~ Interest bearing debts

Trade creditors 15 ‘* Non-interest bearing debts

Figure 1.8: Interim balance sheet; including secured creditors, bondholders and trade
creditors in reorganization

Assume, the Enterprise Value is estimated to be €25. Following the advocated approach in
literature, in order to determine the reorganization value, trade payables can be added to the
Enterprise Value. Hence, the reorganization value would be €40 (€25+ €15), as illustrated in
Figure 1.9.

24 The focus in this section is on the clash of interests between trade creditors as non-interest bearing
debtholders, and other stakeholders, including interest bearing debtholders such as banks and bondholders.
Therefore, for the sake of simplicity, in this section, there will be references to the combined claims of the bank
and the bondholders, by using the term “interest bearing debt”.
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Possible additional
trade payables added 15
to Enterprise Value

Enterprise Value

25

Figure 1.9: Adding trade payables to Enterprise Value as advocated in literature

Below, I discuss under two cumulative circumstances the trade payables can be added to the
Enterprise Value and this value can actually be distributed under a plan.

5.2.2 Two cumulative conditions for treating trade payables as distributable value

In order to add trade-payables to the Enterprise Value for determining the reorganization
value, the two following cumulative conditions have to be fulfilled for the effect to
materialize:

1) Pre-existing trade payables are written down in the reorganization plan (at to); and

2) After being written down, trade creditors provide additional credit above the level to
which they were written down (at t1).

In the first cumulative condition, to refers to the moment when the plan has been made
binding. In the second cumulative condition, ti denotes post-reorganization, the moment
when the debtor is in a steady state again. However, it will be clear at to what the envisioned
stable level of trade payables would be.

In fact, a plus from trade payables for the valuation requires a double delta: the first delta
(A1) is the haircut imposed to the initial claim of trade creditors. The second delta (A2) is the
difference between the envisioned stable level of trade credit and the level to which the pre-
existing claim of trade creditors has been written down to. Only in case of the fulfillment of
both of these two conditions, there would be a one-off influx of cash into the company by
trade creditors, thereby, leading to an increase in the reorganization value. Below, | elaborate
on the phenomenon of double delta by applying it to the example and the use of figures.

In case of the hypothetical example discussed above, in order for the debtor to add trade

payables to the Enterprise Value to determine the reorganization value, there should be a

double delta. In the example, the debt to trade creditors is €15 and the Enterprise Value is

estimated to be €25. To add trade payables, the debtor first has to write down the existing
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trade payables. Assume, the debtor imposes a haircut of €8, and writes down the existing
trade payables to €7. The first delta (A1=8) would be the difference between the trade
creditor’s pre-existing claim (€15) and the proposed written down amount of its claim (€7).

Subsequently, the debtor increases trade payables to €13. The second delta (A2=6) would be
the difference between the written down amount of the trade creditors’ pre-existing claim
(€7) and the envisioned stable level of trade credit post-reorganization (€13). In this case,
above the Enterprise Value (€25) there is an extra cash of €6.

Initial trade creditor’s claim 15

Envisioned stable level of
trade credit volume is 13 at t;

Haircut W —g

Written down to 7 at t,

Figure 1.10 (a): Double delta condition to add trade payables to Enterprise Value

Possible additional
trade payables added 6
to Enterprise Value Position of trade creditors
after reorganization (t,)
Enterprise |
Value
25 Envisioned stable level
of trade payables 13
- Non-interest bearing debt 15 K 6
(trade creditors) 7

Figure 1.10 (b): Double delta condition to add trade payables to Enterprise Value

In fact, by writing down the trade payables to €7 and then increasing trade payables o €13,
there would be a cash generation of €6. With an initial non-interest bearing debt value of €15,
the debtor generated additional cash influx of €6 on top of the Enterprise Value (€25) that
could be distributed among other stakeholders under a plan.

The argument advocated by Van den Berg et al was that the full amount of trade payables
can be added to the Enterprise Value. Based on the double delta condition, in order for the
debtor to fully add the preexisting trade payables (€15) to the Enterprise Value, it first has to
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entirely write down the trade payables. Subsequently, the debtor has to increase trade
payables to €15. In that case, the total additional cash influx would be €15.

Initial trade creditor’s claim 15 Envisioned stable level of
trade credit volume is 15 at

Haircut W= 5

Written down to 0 at t,

Figure 1.11 (a): Double delta condition to add fully trade payables to the Enterprise Value

Possible additional
trade payables added 15

to Enterprise Value

Position of trade creditors
after reorganization (t,)

Enterprise |

Value

= Envisioned stable level

/ of trade payables 15
Non-interest bearing debt 15

(trade creditors) 0 A =15

Figure 1.11 (b): Double delta condition to add fully trade payables to the Enterprise Value

In this example, the full write down of the trade creditors, and a subsequent increase to their
claim to an amount equal to the trade creditors’ preexisting claim (€15) would result in adding
the entire trade creditors’ preexisting claim (€15) to the Enterprise Value.

An alternative approach to deal with trade payables is to exclude pre-existing trade creditors
from reorganization proceedings. This approach was adopted in 83.1.1, where | assumed that
only the secured creditor and the bondholders are involved in reorganization and trade
creditors were excluded from the reorganization procedure as their claim remained intact. In
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that case, in the absence of applying corrections to trade payables, the reorganization value
).245

would be equal to the Enterprise Value (€25

Enterprise Value
15
Non-interest bearing debt 15
Le (trade creditors)

Figure 1.12: Debtor’s assets and claims where trade creditors are excluded from
reorganization

A real-life example where pre-existing trade creditors were excluded from reorganization
proceedings is the recent cross-border restructuring case of a Dutch retail store, Hema. In that
case, banks, senior secured noteholders and senior noteholders were involved in the
reorganization procedure and claims of trade creditors remained unaffected.4

5.3  Double delta issue: why treating trade payables as positive element in reorganization
valuation is problematic

While adding trade payables can result in a higher distributable value (a bigger pie), treating
trade payables as a positive element in reorganization is problematic for a number of reasons.

The approach to add trade payables to the Enterprise Value targets trade creditors as it
requires, inter alia, writing down the trade creditors’ initial claim. In the context of the Dutch

245 At least, the value would not be affected by fluctuations in the volume of trade payables.

246 \Wiepke Bartstra and Gijs Kerstjens, ‘De Herstructurering van de Hollandse Eenheidsprijzen Maatschappij
Amsterdam: Hoe HEMA er Weer Bovenop Kwam’ (2021) 27 (7) Tijdschrift voor Insolventierecht 350. Nina
Flitman and Isabell Witt, ‘Hema Lines Up Bondholder Financing as Takeover Package Secured’ (S&P Global,
17 December 2020) <https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-
headlines/hema-lines-up-bondholder-refinancing-as-takeover-package-secured-61789383> accessed 29 May
2023; ‘Debt Restructuring Hema Successfully Completed’ (21 October 2020) De Brauw Blackstone
Westbroek) <https://www.debrauw.com/matters/debt-restructuring-hema-successfully-completed> accessed
29 May 2023.
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reorganization Scheme, this, however, would be against the envisioned nature and purpose
of the WHOA. The WHOA proceeding has been advertised as predominantly a “financial
restructuring procedure” available for viable leveraged enterprises. According to the
explanatory memorandum, it was envisioned that in reorganization the debtor often engages
in restructuring renegotiations with financial creditors, namely banks and bondholders, and
the position and the rights of ordinary creditors such as trade creditors remain unchanged.?*’
The perception that the position of trade creditors would not be affected in WHOA
proceedings is also reflected in a survey conducted in December 2020.248 In the survey, 43
participants were involved, representing a wide variety of market participants including
entrepreneurs, investors, lawyers, curators, financial advisors and bankers. 67% of the
participants were of the opinion that small unsecured (trade) creditors will usually be left out
of a WHOA agreement.

If trade creditors are involved in a reorganization proceeding, by adding trade payables to the
Enterprise Value, there will be free cash available for distribution to banks, bondholders and
preexisting shareholders. This dynamic would amount to generation of a new value
contributed from the pool of trade creditors. In the absence of safeguards, the contribution of
anew value by trade creditors and its distribution to other stakeholders would be at odds with
reorganization rules targeting at protecting the interests of new value contributors. A widely
recognized rule in reorganization regimes is the new value exception.?*® The new value
exception allows the distribution of value to shareholders in deviation from priority rules
where the shareholders contribute new value in distress.?®® In fact, shareholders voluntary
contribute new value to a financially distressed debtor, and will in return retain shares and
control. Adding trade payables to the Enterprise Value is not a voluntary, but a forced
contribution from the pool of trade creditors. Unlike shareholders that contribute new value
to keep their control over the debtor, the value contribution for trade creditors would be for
the benefit of other stakeholders. In light thereof, in the absence of safeguards to protect the
interests of trade creditors, treating trade payables as a distributable value would result in a
value extraction from the trade creditors and a bonus for other stakeholders.

An additional issue is that treating trade payables as a positive element in reorganization
valuation would turn trade creditors into sitting ducks and provide bonuses for switching to

247 Explanatory memorandum of the bill for the Continuity of Enterprises Act (Wet Continuiteit Ondernemingen
I (WCO 1I)) (2014) 20 <https://www.internetconsultatie.nl/wco2/details>; See also Kamerstukken I
2019/2020, 35249, nr. 3, 34 <https://zoek.officielebekendmakingen.nl/kst-35249-3.html> accessed 1 June
2023.

248 Mouthaan, Bindels and Leeuwenburgh (n 126).

249 In the US, the new value exception was first recognized in In re Nat’l Trust & Sav. Ass’n v. 203 N. LaSalle
St. P’ship, 526 US 434 (1999) (‘North LaSalle’); Recital 56 EU Directive on Preventive Restructuring
Frameworks.

250 ABI report (n 9) 225-226.
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new trade creditors. As mentioned, the second cumulative condition to add trade payables to
the Enterprise Value is that after writing down trade payables, trade creditors provide
additional credit above the written down amount of preexisting trade payables. The difference
between the written down amount of preexisting trade payables and the stable level of trade
payables would be the additional distributable value. The larger this difference, the higher
the additional distributable value would be. Hence, the debtor would be incentivized to
stretch the position of trade creditors post-reorganization as much as possible. In this case,
the position of the trade creditors becomes precarious. The trade creditors would either have
to extend their position by continuing their commercial relationship with the debtor or taking
the risk of being replaced by their competitors. Given that the claims of pre-existing trade
creditors are written down, they may financially be unable to provide new services or deliver
new items. This would lead to a situation where the debtor switches to new trade creditors.
The switch of the debtor to new trade creditors adds in salt to injury. Not only the trade
creditors would financially suffer from the haircut to their claim in reorganization, but also
they would be replaced by new trade creditors.

5.4  Proposal for a design principle against double delta

As discussed above, in calculating the reorganization value it is possible to add trade payables
to the Enterprise Value only if a double delta is created. First, a write off of trade creditors’
pre-existing claim is required. Second, there needs to be an increase to the trade payables
above the level of the written down amount of pre-existing accounts after plan confirmation.
Treating trade payables as distributable value is, however, problematic mainly because i) it
would be at odds with the envisioned nature of WHOA proceedings, predominantly viewed
as financial restructuring procedures; ii) there would be a value extraction from trade
creditors for the benefit of other stakeholders; and iii) it would turn trade creditors into sitting
ducks and provide bonuses for switching to new trade creditors. In the latter case, the trade
creditors would have to make a choice between extending their position by continuing their
commercial relationship with the debtor or taking the risk of being replaced by their
competitors.

In light thereof, a design principle should be introduced providing trade creditors are not to
be written down to an amount lower than the envisioned stable and sustainable level of trade
credit.

The application of the proposed design principle in the discussed example would be the
following: If the envisioned stable level of trade credit is €10, the claim of pre-existing trade
creditors shall not be written down to an amount below €10.
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Initial trade creditor’s claim 15
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Figure 1.13: Design principle against double delta: envisioned stable level of trade credit is
lower than initial trade payables

In an unlikely scenario if the debtor manages to increase the level of trade payables to a value
higher than €15 (i.e. €18), the preexisting claim of trade creditors shall not be written down
at all. This is because, based on the proposed design principle, the written down amount of
pre-existing trade payables shall not be lower than the envisioned stable level of trade credit
after reorganization. In other words, in this case, the pre-existing claim of trade creditors shall
not be subject to any haircut. Only in that case, there could be a new value creation of €3 for
the benefit of other stakeholders.

Envisioned stable level of

A7 trade credit volume is 18 at t,
A=

Initial trade creditor’s claim 15 Trade creditors’ claim at t, 15

Figure 1.14: Design principle against double delta: envisioned stable level of trade credit is
higher than initial trade payables

Overall, parties in reorganization negotiate the distribution of the value in the shadow of
distribution rules. Common examples of such rules include the no-creditors worse-off test,
the priority rules, and the new value exception to the priority rules where pre-existing
shareholders provide new value. Some reorganization regimes encompass additional rules
for the value distribution. Dutch law, for instance, has introduced the 20% rule based on
which dissenting classes of SME trade creditors are entitled to receive at least 20% of the
value of their claim. The addressed reorganization rules are meant to facilitate reorganization
procedures while protecting the interests of parties whose interests are negatively affected
against their consent. In line with this objective, the proposed design principle against double
delta would facilitate achieving a fairer estimate of the reorganization value of a distressed
enterprise while preventing cash generation extracted from the pool of trade creditors which
could potentially be a bonus for other stakeholders and deterring the rise of opportunistic
strategies by debtors in this respect.
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6 Conclusion

Different approaches have been taken by US, EU, Dutch, and German legal systems as to the
regulation of the value entitlements of secured creditors and their rights in reorganization. As
it can be inferred from the legislations and the accompanied explanatory memorandums of
the legal systems, the legislators are against the distribution of the full reorganization value
to secured creditors. In practice also there does not seem to be a possibility for secured
creditors to claim the full reorganization value. Nevertheless, the lack of sufficient legislative
responses and a high degree of flexibility as to the application of some reorganization rules
may result in a disparity between the value entitlements of secured creditors based on law
and the actual value that secured creditors capture in practice. The failure to mitigate the
inconsistency between the objectives of the legislator and practice would undermine the
economic goals that the legislator wanted to pursue in regulating the position of secured
creditors in reorganization.

The comparative analysis in this chapter showed that in response to the trade-off between
facilitating reorganization proceedings and upholding the key features of security interests,
reorganization rules may function as double-edged swords. The experience of the US Chapter
11 in the context of priming under interim financing is illustrative in this respect. The high
standards of the adequate protection requirement in case of priming are meant to safeguard
the very core feature of security interests, which is the priority over proceeds of encumbered
assets. The other side of the coin is that thanks to these high standards, prepetition secured
creditors are normally the main sources of interim financing. The effect, in practice, is that
secured creditors frequently try to opportunistically make use of this possibility and steer the
proceeding in their own interest. As a consequence, the Chapter 11 proceeding has mainly
been converted into an asset foreclosure mechanism that is diverted from its very objective,
which is capturing the reorganization surplus value for the benefit of all creditors involved
in such proceedings.

| also delved into a reorganization valuation approach proposed in literature advocating to
add trade payables to the Enterprise Value. I discussed a plus from trade payables requires a
double delta. Then | argued that in the absence of safeguards, the application of this
reorganization valuation method is problematic mainly because i) it would be at odds with
the envisioned nature of WHOA proceedings; ii) there would be cash generation extracted
from the pool of trade creditors for the benefit of other stakeholders; and iii) it would turn
trade creditors into sitting ducks and provide bonuses for switching to new trade creditors.
The trade creditors would either have to extend their position by continuing their commercial
relationship with the debtor or taking the risk of being replaced by their competitors. In light
thereof, it is recommended to introduce a design principle against double delta based on
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which a reorganization plan shall not propose writing down the claim of the pre-existing trade
creditors more than the envisioned stable level of trade credit.

In reorganization proceedings, the introduction of fully-fledged rules to curb the potential
undeliberate consequences resulting from the application of reorganization rules that have,
direct or indirect, effects on the value entitlement of secured creditors is essential. The failure
to make assessments and take effective actions in this respect would result in suboptimal
consequences. On the one hand, the distribution of secured creditors’ value for the benefit of
other stakeholders may incite secured creditors to invoke alternative debt enforcement
mechanisms and obstruct the possibility to maximize the going concern value through
reorganization. On the other hand, there is a possibility that reorganization proceedings turn
into mechanisms where all— parties involved in reorganization and the reorganization
regime itself— would be in service of one, namely the secured creditor(s) holding security
interests on entire prepetition assets of a debtor.

It is, therefore, recommended that secured creditors should not be entitled to a value higher
than the going concern liquidation value of collateral on account of their security interests
(scenarios i or ii). It is also recommended that secured creditors should be provided with
adequate protection in case of the use of encumbered assets during reorganization. Also, a
benchmark value for the adequate protection of secured creditors should be introduced. This
would help to protect security interests against a decline in value of collateral in the interest
of secured creditors for whose protection the rule is meant to function and take away a
potential bias by secured creditors against reorganization.
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CHAPTER 2

Interplay of Secured Credit and Banking Regulation in Lending
and Reorganization

Abstract

Banks play a key role as a provider of corporate financing outside of insolvency. In case of
financial distress of their counterparty their role becomes even more prominent. Banks
generally provide financing to corporates on a secured basis and in case of insolvency they
exercise significant control over debt enforcement procedures, both in liquidation as well as
in reorganization procedures. Banks are therefore often perceived as dominant, strong repeat
players in the realm of insolvency laws. The other side of the coin is that banks themselves
are heavily regulated as their own financial resilience can have systemic effects. The
regulatory environment that controls banks affects banks’ behavior both at the lending stage
and also their incentives as secured creditors in reorganization.

The EU Capital Requirements Regulation (CRR) provides rules that seek to enhance banks’
capability to absorb losses resulting from counterparty default. The CRR requires banks to
comply, inter alia, with a minimum regulatory capital requirement under the risk-weighted
asset (RWA) system to have sufficient loss absorbing capacity as a buffer. The CRR also
takes a preemptive approach with respect to losses that banks expect to incur in the future to
safeguard banks’ solvency in cases where such losses occur. It requires banks to reclassify
such loans to non-performing loans (NPLs) and comply with additional measures. This
chapter analyzes how the rules on capital requirements for banks with its RWA system and
the banking regulations related to NPLs affect corporates’ access to bank financing and
banks’ incentives in reorganization, respectively.

The two key findings of this chapter are the following: First, notwithstanding the
developments outside the context of banking regulations that result in mitigating the credit
risk of secured creditors, both the banking regulations and also banks themselves do not seem
to fully factor in the decline in their credit risk, and recognize the credit risk mitigating effect
of only limited asset types, namely immovables and financial assets. Therefore, the RWA
system steers secured bank lending to two asset categories, namely immovables and financial
assets. Second, the incentive for banks to mitigate costs resulting from holding NPLs is one
of the deciding factors for banks’ actions in reorganization. Depending on the circumstances
of the case at hand, this may lead banks to play a facilitative role in reorganization or act
opportunistically in reorganization procedures.
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1 Introduction

Banks are one of the major channels of lending to corporates. According to the World Bank’s
survey,! banks generally have a preference for secured lending over unsecured lending.?
Corporates seeking funding get access to secured bank financing by entering into loan
agreements and creating security interests on their assets. The existence of security interests
for a loan can be in the interest of both the entrepreneur-debtor seeking (bank) financing and
the lender itself. Security interests are commonly perceived to function, inter alia, as
instruments that i) facilitate access to bank financing for corporates, and ii) enhance the
control function of banks both over assets of a debtor,®> and the recovery process.*
Reorganization is an example of a debt recovery process in which notwithstanding a certain
power balance between different creditors, banks, by and large, have a dominant position in
such procedures.®

The realization of the mentioned functions of security interests is dependent on an intricate
interplay of different fields of law in particular property law, insolvency law, and banking
regulations. A rich body of literature has been devoted to the interplay of security rights and

! Murat Sultanov and others, ‘Secured Transactions, Collateral Registries and Movable Asset-Based Financing’
(November 2019) Knowledge Guide
<https://documentsl.worldbank.org/curated/en/193261570112901451/pdf/Knowledge-Guide.pdf>  accessed
18 October 2022; Mahnaz Safavian, ‘Unlocking Dead Capital: How Reforming Collateral Laws Improves
Access to Finance’ (2006) The World Bank
<https://openknowledge.worldbank.org/bitstream/handle/10986/11190/360790ViewpoinlanlFleisig1lSteinbu
ks.pdf?sequence=1> accessed 18 October 2022.

2 Sultanov and others (n 1); Teemu Juutilainen, Secured Credit in Europe: From Conflicts to Compatibility
(Bloomsbury Publishing 2018) 1.

3 Jay L Westbrook, ‘The Control of Wealth in Bankruptcy’ (2014) 82 (4) Texas Law Review 795, 805 notes as
follows: (“...the vast and sophisticated literature of secured-credit and bankruptcy law has focused almost
exclusively on questions of priority, rather than on the problem of control of the process by which seizure, sale,
and distribution are achieved.”); Lynn M LoPucki, ‘The Case for Cooperative Territoriality in International
Bankruptcy’ (2000) 98 Michigan Law Review 2216, 2243-2245. See also, Gerrard McCormack, Secured Credit
under English and American Law (Cambridge University Press 2004) 7.

4 Secured creditors generally are entitled to foreclose on collateral often with very little and sometimes no court
involvement. Eric Dirix, ‘Remedies of Secured Creditors Outside Insolvency’ in Horst Eidenmiiller and Eva-
Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 223; John Armour,
‘The law and Economics Debate about Secured Lending: Lessons For European Law Making?’ in Horst
Eidenmiller and Eva-Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008)
1, 19; Moritz Brinkmann, ‘The Position of Secured Creditors in Insolvency’ in Horst Eidenmiiller and Eva-
Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 249; Lynn
M LoPucki, ‘The Unsecured Creditor’s Bargain’ (1994) 80 Virginia Law Review 1887, 1921; Maryam
Malakotipour, ‘Reorganization a System of All for One’ (2022) 31 (5) Norton Journal of Bankruptcy Law and
Practice 590.

5 David A Skeel, ‘Rediscovering Corporate Governance in Bankruptcy’ (2015) 87 Temple Law Review 1021,
1029; Kenneth M Ayotte and Edward Morrison, ‘Creditor Control and Conflict in Chapter 11 Bankruptcy’
(2009) 1 (2) Journal of Legal Analysis 511; Kenneth M Ayotte, Edith S Hotchkiss and Karin S Thorburn,
‘Governance in Financial Distress and Bankruptcy’ in Mike Wright (eds), The Oxford Handbook of Corporate
Governance (Oxford University Press 2013).
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property law. Extensive scholarly discussions can be found that advocate broadening the
scope of assets that can be used as collateral with a view to facilitate the wealth creation
function of security interests and their role as the engine of economic growth.® Much ink has
also been spilled on the position and value entitlements of secured creditors in
reorganization,’ the importance of upholding the key features of security interests in such
collective procedures, and the challenges involved hereto.? Law and economics literature
often goes further and discusses the ex-ante and ex-post implications of the position of
secured creditors in reorganization procedures from microeconomics and financial stability
perspectives (i.e. chapter 3 of the present dissertation).®

This chapter delves into the interplay of banking regulations and security interests. It analyzes
the position of banks as (secured) lenders to corporates and secured creditors in
reorganization proceedings. The key research question is: How do banking regulations effect
corporates’ access to (secured) bank financing and the incentive of banks in using their
control function over the recovery process in reorganization?

Banks are, due to their potential systematically important nature, heavily regulated. The
failure of a bank would not only have negative effects on depositors or other creditors, but
there are typically also spill-over effects on the entire banking system.® The Basel
Committee on Banking Supervision (BCBS) has introduced a set of uniform international

6 Steven L Harris and Charles W Mooney Jr., ‘How Successful Was the Revision of UCC Article 9: Reflections
of the Reporters’ (1999) 7 (4) Chicago-Kent Law Review 1357, 1359 suggest that the Article 9 revision was
motivated by “increase[d] awareness that the principal beneficiaries of secured credit” are borrowers and third
parties; See also Adler, ‘Priority in Going-Concern Surplus’ (n 4) 816; Barry E Adler, ‘Finance’s Theoretical
Divide and the Proper Role of Insolvency Rules’ (1994) 67 Southern California Law Review 1107; Alan
Schwartz, ‘A Contract Theory Approach to Business Bankruptcy’ (1998) 107 Yale Law Journal 180.

" Melissa B Jacoby and Edward Janger, ‘Tracing Equity: Realizing and Allocating Value in Chapter 11° (2018)
96 Texas Law Review 673; Michelle M Harner, ‘The Value of Soft Assets in Corporate Reorganizations’ (2015)
University of Illinois Law Review 509, 540; Edward Janger, ‘The Logic and Limits of Liens’ (2015) (2)
University of Illinois Law Review 589; Stephan Madaus, ‘Is the Relative Priority Rule Right for Your
Jurisdiction? A Simple Guide to RPR’ (January 2020) <https://ssrn.com/abstract=3827696> accessed 23
November 2022.

8 Michael Manove, A Jorge Padilla and Marco Pagano, ‘Collateral versus Project Screening: A Model of Lazy
Banks’ (2001) CSEF Working paper No. 10.

° For more general discussion see also Michelle Harner, ‘Final Report of the ABI Commission to Study the
Reform of Chapter 11 (2014) Book Gallery <http://digitalcommons.law.umaryland.edu/books/97> accessed
23 November 2022 (hereinafter, ABI report); Jean-Charles Bricongne and others, ‘Economic Relevance of
Insolvency Frameworks in a High-debt Context: An EU Perspective’ (June 2016) European Commission
research project, discussion paper No. 032; Konrad Borowicz, ‘Law and Macro Finance of Corporate Debt:
Managing the Business Cycle Through Bankruptcy’ (2022) International Insolvency Review 1.

10 Bart Joosen, Marco Lamandini and Tobias Troger, Capital and Liquidity Requirements for European Banks
(OUP 2021) 4. Based on literature, there are two channels of contagion in the banking system. The first is the
“information channel”, which is associated with the concept of “banking panic”. The failure of a single bank
would trigger potential bank runs in depositors who have entrusted their savings in other financial intermediaries.
The reasons for this can be that the depositors would assume their bank would be likely to be exposed to the
same risk that has negatively affected the other bank. The second channel of contagion is the “real channel”,
which refers to the transmission of problems among market segments due to their interconnectedness.
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standards to ensure a healthy banking system and to preserve the financial stability of banks.!
One of the components of banking regulations is the micro-prudential pillar, which aims to
enforce the safety of banks by, inter alia, increasing banks’ capacity to absorb losses in the
event of (non)-financial risks.!? The key element to enhance the capability of banks to absorb
losses is to be found in the banks’ equity (aka “capital”).'® Put simply, “capital is the money
that a bank has obtained from its shareholders and other investors and any profit that it has
made and not paid out.”**

Banks generally tend to maintain a low level of capital.’® In order to enhance banks’ ability
to absorb losses, banking regulations regulate, inter alia, the minimum regulatory capital
requirement for banks, which is determined using the RWA system. The other key instrument
to enhance banks’ ability to absorb losses, is that banking regulations impose requirements
on banks to comply with certain measures when they are faced with non-performing loans
(NPLs).

In this chapter, | analyze how the RWA system and banking regulations related to NPLs
affect corporates’ access to bank financing and banks’ incentives in reorganization,
respectively. The assessments in this chapter mainly draw on the EU Capital Requirements

11 Although the BCBS standards are not legally binding, they rather have strong effects on the legislative
processes due to the commitment of its members to implement them. M Magnus and A Korpas, ‘The Role of
the Basel Committee on Banking Supervision (BCBS)’ (2017) The EU Parliament Briefing
<https://www.europarl.europa.eu/RegData/etudes/BRIE/2017/587390/IPOL_BRI(2017)587390_EN.pdf>
accessed 28 November 2022.

12 The other means to present the stability in the banking system include: i) macro-prudential measures; ii) crisis
prevention measures; iii) solvency crisis management measures; and iv) last-resort lending in cases where a
solvent bank confront temporary illiquidity. For more information see Joosen, Lamandini and Troger (n 10) 6.
13 Douglas W Diamond and Raghuram Rajan, ‘A Theory of Bank Capital’ (2000) 55 (6) The Journal of Finance
2431; Mark J Flannery, ‘Maintaining Adequate Bank Capital’ (2014) 46 (1) Journal of Money, Credit and
Banking 157; Jaap Barneveld, ‘Survival of the fattests? Over financiering van systeembanken met risicodragend
vermogen’ (2012) 586 (10) Nederlands Juristen Blad 654.

14 ECB, ‘Why Do Banks Need to  Hold  Capital?’ (23 May  2019)
<https://www.bankingsupervision.europa.eu/about/ssmexplained/html/hold_capital.en.html#:~:text=Put%20si
mply%2C%?20capital%20is%20the,made%20and%20not%20paid%20out> accessed 28 November 2022.
There are three categories of banks’ capital, namely i) the Common equity Tier 1 (ECT1), ii) Additional Tier 1
(AT1), and iii) Tier 2. For more information on the components of banks’ capital see Bank for International
Settlement, ‘Definition of Capital in Basel i - Executive Summary’
<https://www.bis.org/fsi/fsisummaries/defcap_b3.pdf> accessed 28 November 2022 (hereinafter, ‘BIS’).

15 Anat R Admati and others, ‘Fallacies, Irrelevant Facts, and Myths in the Discussion of Capital Regulation:
Why Bank Equity is Not Socially Expensive’ (2010) Preprints of the Max Planck Institute for Research on
Collective Goods Bonn 2010/42; Reimo Juks, “Why Banks Prefer Leverage?’ (March 2010) Penning- och
valutapolitik
<https://archive.riksbank.se/Upload/Dokument_riksbank/Kat_publicerat/Artiklar_PV/2010/pov_2010_3 juks.
pdf> accessed 30 November 2022.
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Regulation (CRR).% | disentangle the interplay between banking regulations and security
interests by exploring the following two key (sub-)questions:

The first question is: How does the RWA system drive banks’ lending behavior in relation to
corporate borrowers? Existing literature acknowledges that banking regulations affect
banks’ lending behavior, and mostly discusses the economic implications thereof.!’” This
chapter contributes to previous studies by delving into the RWA system to analyze how
banking regulations steer lending towards certain asset types and builds on existing literature
to highlight the economic implications.

The second question is: How do banking regulations related to NPLs affect banks’ incentive
In reorganization when banks act as secured creditors? Limited research has been dedicated
to analyzing the effect of banking regulations related to NPLs on banks’ incentives in
reorganization.’® A thorough understanding of this matter is essential for several reasons.
First, there is a global tendency towards reorganization, where conflicts of interest among
parties is most evident compared to other value recovery procedures. Second, banks are
traditionally key players in reorganization and it merits to have a better understanding of their
position. Third, there are opportunities for banks to employ strategies to direct the
proceedings in their interest.

16 Regulation 575/2013 of the European Parliament and of the Council of 26 June 2013 on Capital Requirements
prudential requirements for credit institutions and investment firms and amending Regulation (EU) No.
648/2012.

17 Hans Degryse, Artashes Karapetyan and Sudipto Karmakar, ‘To Ask or Not To Ask? Bank Capital
Requirements and Loan Collateralization’ (2018) CEPR Centre for Economic Policy Research DP13331
<https://cepr.org/active/publications/discussion_papers/dp.php?dpno=13331#> analyzes the effect of an
increase in regulatory capital requirements on banks’ lending preferences. Martin Brassell and Kis Boschamns,
‘Secured Lending for SMEs: Making Effective Use of Registries and Intangibles — a case Study Approach’
(2022) OECD paper No. 3 <https://dx.doi.org/10.1787/cf451ee7-en> (hereinafter, OECD Report) touch briefly
on the implications of the interaction between security interests and banking regulations on access to financing;
Yannis Panagopoulos and Prodromos Vlamis, ‘Bank Lending, Real Estate Bubbles, and Basel 11 (2009) 17
Journal of Real Estate Literature 295 discuss the role of banking regulations in fostering prudent lending
practices regarding the real estate sector. Mark Carey, Mitch Post, and Steven A Sharpe, ‘Does Corporate
Lending by Banks and Finance Companies Differ? Evidence on Specialization in Private Debt Contracting’
(1998) 53 (3) Journal of Finance 845 discuss, inter alia, that banking regulations may discourage banks from
participating fully in the market for loans with high but manageable risk. Paul Glasserman and Wanmo Kang,
‘Design of Risk Weights’ (2014) Office of Financial Research
<https://wwwo0.gsh.columbia.edu/faculty/pglasserman/Othe  r/OFRdesignofriskwghts.pdf> accessed 30
November 2022 propose to set risk weights proportional to profitability rather than risk to induce a bank to
reduce its overall level of risk without distorting its asset mix.

18 For related research see Monica Marcucci and Cristiano Martinez, ‘Negotiating Restructuring Plan (para 3)’
in Lorenzo Stanghellini, Riz Mokal, Christoph G Paulus and Ignacio Tirado (eds), Best Practices in European
Restructuring: Contractualised Distress Resolution in the Shadow of the Law (Wolters Kluwer 2014). See also
in general, Bas van Weert, ‘Financiéle Ondersteuning door de GO-C-garantie’ (2021) 2 Financiering,
Zekerheden en Insolventierechtpraktijk 16 discusses how banking regulations related to NPLs mitigate potential
moral hazard risks resulting from the government guarantees— a part of the public guarantee program— when
banks finance companies.
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The chapter is structured as follows. In 82, | analyze the effects of the RWA system on banks’
lending behavior in relation to corporate borrowers. RWs are percentage factors that reflect
the level of riskiness of banks’ exposures. The higher the RW of a bank’s asset is, the higher
the level of capital that the bank is required to hold to be in compliance with the minimum
regulatory capital requirements. Hence, an increase in the RW of banks’ exposures would
result in a reduction in banks’ profitability as return on equity (ROE).*® The use of security
interests (secured loans) is a common risk management technique adopted by banks to
mitigate the credit riskiness of their counterparty. In the context of the RWA system,
however, security interests do not all have similar effects on mitigating the RWs of respective
exposures. Depending on the type of asset used as collateral and the methodology adopted
by banks for calculating their risk weights (RWSs), security interests could affect the RW of
exposures differently. According to the analysis in §2, both banking regulations and bank
practice suggest that the existence of dominantly two asset categories mitigate the RW of
exposures to corporates, being immovables and financial assets. In other words, the RWA
system steers secured bank lending to certain asset types, namely immovables and financial
assets, which may have negative economic consequences.

In 83, | analyze the implications of banking regulations related to NPLs for banks’ incentive
in reorganization when banks act as secured creditors. Banking regulations require banks to
reclassify their exposures to the non-preforming category should signs of financial difficulty
of the counterparty appear. The reclassification of exposures to NPLs triggers a bank’s
obligation to comply with the prudential backstop measure. The prudential backstop measure
mandates banks to take a forward-looking approach with respect to the recognition of their
future expected losses. Banking regulations set a minimum level that banks are required to
book as a provision per year in order to ensure that they have adequate capital reserves when
the write off of such assets is required. If banks book a lower provision than the level required
by the regulator, they are required to deduct the difference from their core capital, namely
from their Common Equity Tier 1 (CET1)? capital. The mandatory deduction from banks’
regulatory capital force capital-constrained banks to top up their regulatory capital to operate
safely or face the prospect of resolution.?! Also, having high levels of NPLs is costly for

Net income

¥ ROE = ’ — . Jihad Dagher and others, ‘Benefits and Costs of Bank Capital’ (International
Shareholder’s Equity

Monetary Fund March 2016) 8; Gabriella Chiesa and José Manuel Mansilla-Fernandez, ‘The dynamic effects
of non-performing loans on banks’ cost of capital and lending supply in the Eurozone’ (2021) 48 Empirica 397,
Tobias Adrian, Evan Friedman and Tyler Muir, ‘The Cost of Capital of the Financial Sector’ (December 2015)
Federal Reserve Bank of New York <
https://www.newyorkfed.org/medialibrary/media/research/staff_reports/sr755.pdf?la=en> accessed 1
December 2022.

20 Common Equity Tier 1 capital (CET1) is the highest quality of regulatory capital, as it absorbs losses
immediately when they occur. Examples of CET1 include retained earnings and ordinary shares. BIS (n 14).
2L ECB, ‘What Are Provisions and Non-Performing Loan (NPL) Coverage?’ (21 December 2020) ECB
<https://www.bankingsupervision.europa.eu/about/ssmexplained/html/provisions_and_nplcoverage.en.html#:
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banks. The analysis in 83 suggests that the motivation to mitigate costs resulting from having
high levels of NPLs affects banks’ strategy in reorganization, leading banks to sometimes
facilitate reorganization or act opportunistically. 84 contains a summary of the analyses
discussed in this chapter.

2 Regulatory capital requirement: effects on access to secured bank financing

Security interests are perceived to be a domain between contract and property. These legal
constructs can create wealth by enabling owners of assets to create security interests on their
assets to obtain funds for investment.?? Security interests improve the ability to lend on safe
terms. At the same time, it can make other claims less safe. The effect of security interests
on other claims, particularly on unsecured bondholders, is elaborated in chapter 3.

There is a wide range of assets that corporate borrowers, depending on the nature of their
operation, may own and that appear on their balance sheets. In the context of banking
regulations, corporate assets can be classified into three main categories, namely “immovable
assets”, “financial assets” and “other asset types”. Immovable assets include land, buildings,
and equipment fixed in a location. Financial assets include cash, fixed-income instruments
such as bonds, notes, debt securities, equities, and convertible debt instruments. Examples of
other asset types include accounts receivables, vehicles, equipment, and intellectual property
rights.

The legal framework can have a key role in accommodating the use of corporates’ assets to
secure a loan. The possibility to create security interests on an asset to access bank financing
depends mainly on two factors: i) the legal framework by which collateral is governed; and
ii) the regulations that banks themselves have to comply with.

As to the first factor, collateral law frameworks regulate the types of assets that can serve as
collateral, the procedure for creating security interests, the ranking of secured creditors and
their enforcement rights. In order to stimulate lending and foster entrepreneurial activities,
collateral law systems have undergone noticeable reforms. Over time, collateral law systems
have extended the types of assets that can be encumbered with security interests. Nowadays,
the possibility to create security interests on both tangible and intangible assets is a common
feature.?®> Many collateral law systems have also introduced mechanisms to facilitate

~:text=Booking%20a%20provision%20means%20that,t0%20collect%20from%20the%20client> accessed 1
December 2022.

22 Katharina Pistor, The Code of Capital: How the Law Creates Wealth and Inequality (Princeton Press 2019);
Reiner Haselmann, Katharina Pistor and Vikrant Vig, ‘How Law Affects Lending’ (2005) Columbia Law and
Economics working paper 285.

23 gafavian (n 1). The US, Canada and New Zealand were the first to reform collateral law systems governing
the scope of asset types that can be encumbered with security interests. In less advanced economies, such as
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collateral registration for the purpose of publicity and the ranking of secured claims against
collateral, and introduced effective collateral enforcement procedures.?*

The focus of the present section is on the second consideration, namely the implications of
banking regulations on corporates’ access to secured bank financing. According to the
international banking standards, banks are required to hold at least a minimum amount of
regulatory capital, determined by using the RWA system. Under the RWA system, assets
with a higher level of riskiness are assigned with a higher RW, and thereby, require banks to
hold a higher level of regulatory capital.

One of the most well-known techniques adopted by banks to mitigate their credit risk is the
use of security interests (secured loans). This section explores to what extent security rights
reduce the riskiness of loans that are reflected in the regulatory capital requirements.

Imagine an economy where two borrower types exist, namely Corporation A and Corporation
B. Corporation A is in the real estate sector. The assets of A are mostly composed of
immovable assets (i.e. land and buildings), and financial assets such as cash. By contrast,
Corporation Bisinadigital sector. Corporation B’s assets are mostly composed of other types
of assets (i.e. equipment and intellectual property rights). Assuming all else in numbers being
equal (turn over, EBITDA, balance sheet total etc.), except for the type of assets offered as
collateral, would under the RWA system both corporates be on equal footing in terms of access
to bank financing? The analysis in this section suggests that the RWA system steers secured
bank financing towards certain assets, namely immovables and financial assets.

82 isstructured as follows. 82.1 describes the RWA system. Thereafter, §2.2 sets a theoretical
framework regarding banks’ lending behavior. §2.3 delves into the RWA system based on
the European banking regulation framework. In particular, it discusses the types of collateral
that are eligible under the CRR for mitigating the credit risk of banks’ exposures to corporates
for the purpose of regulatory capital requirements. Thereafter, in light of the theoretical
framework regarding banks’ lending behavior, §2.4 assesses the potential implications of the
described rules on corporates’ access to bank financing and the economic implications
thereof.

Albania, Romania, Slovak Republic and Bosnia, the asset types that can serve as collateral have also been
expanded.

24 Article 9 of the US Uniform Commercial Code (1952) (UCC), which is a basis for the UNCITRAL Model
Law on Secured Transactions provides for an electronic registration system that serves as a public
documentation in which potential future lenders can inquire whether there is an existing lien on a specific asset.
In less advanced economies, such as Albania and Romania, there have been developments too as to the rules
governing the use of collateral and a pledge registry. Safavian (n 1); OECD Report (n 17) 16-17.
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2.1 RWA system vs. non-RWA system

Banks have historically had strong leverage in their balance sheets. The low cost of debt due to implicit
government guarantees— ‘too-big-to-fail’— and underpriced explicit guarantees (i.e. deposit
insurances),?® a higher ROE, and debt tax shields are among the driving factors leading to banks’
preference to be financed with debt?® Banks® overreliance on debt financing would, inter alia,
exacerbate the issues of risk shifting, and decrease the capability of banks to absorb losses.?” Banks’
capital, on the other hand, is meant to serve as a buffer that absorbs losses and reduces the probability
of banks’ failure.?® Capital requirements thereby limit excessive risk taking by banks as it increases
shareholders’ “skin in the game”.?° It also helps to minimize systemic spillover effects resulting from
distortions associated with implicit and explicit guarantees.*

Against this background, the Basel framework regulates the minimum level of solvency
ratio— the minimum level of regulatory capital— that banks should maintain for a set of
(non-) financial risks (i.e. credit risk, operational risk and market risk). The minimum level
of solvency ratio for banks is determined using the Risk Weight (RW) system. The focus in
this chapter is on the asset risk weighting system for credit risks.®

The RWA system adjusts the value of an asset for risk by multiplying the bank’s exposure
by the corresponding RW (labeled with a percentage) that reflects its credit riskiness.®? The

% Rebel A Cole, Joseph A McKenzie, and Lawrence J White, ‘Deregulation Gone Awry: Moral Hazard in the
Savings and Loan Industry’ in Allin F Cottrell, Michael S Lawlor, and John S Woo (eds), The Causes and
Consequences of Depository Institutions Failures (Kluwer 1995) 29-73; Admati and others (n 15).

% Lev Laeven, and Luk Ratnovski, ‘Corporate Governance of Banks and Financial Stability’ (VOX EU 2014)
<http://www.voxeu.org/article/corporate-governance-banks-and-financialstability> accessed 20 July 2023;
Juks (n 15).

27 Admati and others (n 15); Dagher and others (n 19) 8.

28 Dagher and others (n 19) 8; ECB, ‘Why Do Banks Need to Hold Capital?’ (n 14).

29 Admati and others (n 15); Dagher and others (n 28); Allen N Berger, and Gregory F Udell, ‘Did Risk-Based
Capital Allocate Bank Credit and Cause a “Credit Crunch” in the United States?’ (1994) 26 (3) Journal of
Money, Credit and Banking 585.

30 Admati and others (n 15). There are ongoing debates in literature as to the desired level of capital, the
discussion about which is out of the scope of the present paper. For detailed analyses in this respect see Dagher
and others (n 28); Caterina Mendicino and others, ‘How Much Capital Should Banks Hold?’ (2021) Research
Bulletin No. 80 <https://www.ech.europa.eu/pub/economic-
research/resbull/2021/ntml/ech.rb210127~208a5400a7.en.pdf> accessed 20 July 2023; David Martinez-Miera,
and Javier Suarez, ‘Banks’ Endogenous Systemic Risk Taking’ (2014) CEPR Discussion Papers No. 9134
<https://cepr.org/publications/dp9134> accessed 3 December 2022; Natalya Martynova, ‘Effect of Bank
Capital Requirements on Economic Growth: a Survey’ (2015) DNB Working paper No. 467 <
https://iwww.dnb.nl/media/ekOjwgfh/working-paper-467.pdf> accessed 20 July 2023.

31 Bart P M Joosen, ‘Revisions to the Standardised Approach for Bank Credit Risk Measurement’ (2016) Working
paper < https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2715444> accessed 20 July 2023, 9 notes “credit
risk “refers to a bank’s risk of loss following a borrower’s default and/or, in case of rated firms, credit rating
downgrades”.

32 Vanessa Le Leslé and Sofiya Avramova, ‘Revisiting Risk-Weighted Assets: Why Do RWAs Differ Across
Countries and What Can Be Done About It?” (2012) IMF Working paper WP/12/90, 5
<https://www.imf.org/external/pubs/ft/wp/2012/wp1290.pdf> accessed 20 July 2023.
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safer an investment is, the lower the multiplying factor (RW) would be for risk weighting the
respective asset.*?

Banks classify their assets into several categories and assign RWSs to the assets according to
their credit riskiness. The basic categories of banks’ assets in the RWA system include
exposures to government bonds, cash, interbank loans, corporate loans, and mortgages. The
table below provides an indication®* as to the possible RWs of the mentioned asset categories.

Asset RW
AAA Government Bonds 0%
Cash 0%
AAA to AA- Interbank loans 20%
AAA Corporate Bond 20%
Mortgages LTV 75% 30%
Mortgages LTV 90% 50%
Unrated Loans 100%
BB Corporate Loan 150%

Table 2.1: RW indication per asset category

In the example below, I demonstrate how banks’ solvency ratios differ in a non-RWA versus
a RWA system. Assume a bank with the following balance sheet:

33 Barneveld (n 13).

3 The Basel framework provides for two broad methodologies for calculating credit risk-based capital
requirements, namely the Standardized Approach (SA) and the Internal Ratings-Based (IRB) approach. As it is
discussed in detail in the subsequent sub-sections, depending on the chosen methodologies, there can be a
variability with respect to the RW of a particular class of exposure among banks.
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Assets Liabilities and Equity

Total 3000 | Total 3000

Table 2.2: Non-risk weighted asset balance sheet®

In a non-RWA system, the solvency ratio of the bank can be calculated through dividing the
bank’s capital by its total assets, which would be 5% (150/3000).

In a RWA system, in order to determine the solvency ratio of banks, the risk-weighted value
of the banks’ assets should be used in the denominator instead of the total value of their
exposures, based on the following formula:

Eligible capital

RWA sol tio36 =
SOVENCY Tatlo™ = Risk weighted assets

According to the Basel framework, the RWA solvency ratio of banks should be at least 8%.%’
In fact, the minimum regulatory capital that banks should hold is 8% of RWAs.

In this example, the RW of the assets can be calculated through multiplying the value of the
bank’s assets by their respective RW as illustrated below:

3% In creating these visuals, inspiration has been derived from the lecture slides prepared by Jaap Barneveld for
the course slides of “Critical Analysis of Corporate Finance and Insolvency Law” at the University of
Amsterdam (UVA).

3% The alternative term used in the banking regulation framework is the “Capital Adequacy Ratio (CAR)”.

87 Bank for International Settlement, ‘Risk-based Capital Requirements: Calculation of Minimum Risk-based
Capital Requirements’ (26 November 2020) para 20.1
<https://www.bis.org/basel_framework/chapter/RBC/20.htm> accessed 21 July 2023; for more elaboration on
capital requirements see Barneveld (n 13).
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Asset category Nominal | RW Risk-weighted | Total
amount amount RWAs
AAA Government Bonds 700 0% 0
Residential Mortgages (LTV 75%) 800 30% 240
Residential Mortgages (LTV 95%) 600 50% 300
Unrated Loans 200 100% 200
BB Corporate Loan 300 150% 450
Cash 400 0% 0
1190

Table 2.3: Calculation of the total RWAs

In this example, the RW solvency ratio of the bank is 12.60% (150/1190), which is a
considerably higher value compared to the solvency ratio of the bank in a non-RWA system.

Assets Liabilities and Equity

Total 3000 Total 3000

Table 2.4 (a): Non-risk weighted asset balance sheet
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Assets Liabilities and Equity

Total 1190(!) | Total 3000(!)

Table 2.4 (b): Risk-weighted asset balance sheet®

The lower the RW of an asset is, the bigger the upward adjustment from normal solvency to
a RWA solvency ratio. In other words, the safer an investment is, the lower the required level
of regulatory capital would be to maintain the minimum 8% RWA solvency ratio. In light of
the inverse relationship between RWAs and the solvency ratio of banks, | discuss below how
the RWA system steers banks’ lending behavior.

2.2  Bank’s lending behavior: the theoretical framework

There is extensive empirical work focusing on the effects of changes to RWSs and capital
requirements on banks’ lending behavior. According to studies, an increase in RWs of assets
or higher regulatory capital requirements could reduce banks’ loan volumes or increase loan

% Above, the RWA balance sheet is contrasted with the Non RWA balance sheet. It first of all shows the impact
the RWA has on left side of the balance sheet. Secondly, another feature is highlighted, namely that the single
most important rule of balance sheets is no longer complied with, namely that a balance sheet should balance.
In order to stress this, exclamation marks have been added.
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pricing.®® Building upon literature, this section provides a theoretical analysis as to the
implications of the interaction between security interests and the RWA system on banks’
lending behavior.

Banks, in order to maintain a minimum regulatory capital, while expanding their investments,
would at some point either 1) raise capital or 2) decrease the total risk-weighted assets.*°

Banks generally consider the strategy to raise capital during economic expansions, where
there is ample access to capital.** A higher RW in an asset class requires banks to hold a
larger amount of capital relative to an asset class that has a lower RW.*? Therefore, where
the expected net income from investment in two asset classes is equal, the ROE in investing
in the asset class with a higher RW would be less compared to the asset class that has a lower
RW. In such cases, banks may still be willing to make an investment in the asset class that
has a higher RW, but they would account for the potential fall in their ROE in the loan pricing.

Where there is very limited access to capital, banks are more likely to decrease the total
RWASs in order to maintain an adequate level of regulatory capital. The decrease to the total
RWASs can be achieved through 2a) reducing exposure and increasing investment in an asset
class that has a lower RW, or 2b) reducing credit risk through adopting a technique
recognized under banking regulations to denote a lower RW for an exposure.*®

As to point 2(b), banks generally adopt a set of techniques in order to lower the credit risk of
their exposure. The most well-known techniques to reduce credit risks are the provision of
security interests (secured loans), guarantees, netting, and securitization by the borrowers.*
It should be noted that from a prudential perspective, the reduction in credit risk of a borrower
does not automatically reduce the weighting of the credit risk for the regulatory capital
purposes.*®

% David Glancy, Robert Kurtzman and Federal Reserve Board of Governors, ‘How do Capital Requirements
Affect Loan Rates? Evidence from High Volatility Commercial Real Estate’ (2022) 11 (1) The Review of
Corporate Finance Studies 88; Markus Behn, Rianer Hesselmann and Paul Wachtel, ‘Procyclical Capital
Regulation and Lending’ (2016) 71 (2) The Journal of Finance 919; Benetton and others, ‘Capital Requirements
and Mortgage Pricing: Evidence from Basel 11’ (2021) 48 (C) Journal of Financial Intermediation 100883;
Henrik Andersen and others, ‘Effects of Changing Banks' Risk Weights’ (Norges Bank, Staff Memo 2012) <
https://www.norges-bank.no/contentassets/71639199b2594d00840e1868a8d1dc08/staff memo_15 12.pdf>
accessed 4 December 2022; Henri Fraisse Mathias Lé David Thesmar, ‘The Real Effects of Bank Capital
Requirements’ (2017) ESRB Working paper series No. 47.

40 Martynova (n 30).

41 Andersen and others (n 39).

42 Andersen and others (n 39) 2-3.

4 Martynova (n 30); Degryse, Karapetyan and Karmakar (n 17); Reintt Gropp, Thomas Mosk and Carlo Wix,
‘Banks Response to Higher Capital Requirements: Evidence from a Quasi-Natural Experiment” (2019) 32 (1)
Review of Financial Studies 266.

4 Chapter 4, Section 2 of CRR.

4 Joosen, Lamandini and Troger (n 10); Simon Gleeson, Gleeson on the International Regulation of Banking
(3edn, OUP 2018).
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With respect to security interests, which are the focus of the present chapter, only banks’
exposures that are backed against particular assets can be assigned with lower RWSs. Against
this backdrop, the theoretical framework in this chapter is that the existence of assets that
could be used as collateral and mitigate the RW of a bank’s exposure would facilitate access
to bank financing, either in terms of loan pricing or loan volume.

In the subsequent sub-section, | address the conditions under which the existence of security
interests would mitigate the credit RW of exposures to corporates in the context of the EU
banking regulation framework.

2.3 Regulation of capital requirements and credit risk in the EU banking regulation
framework

In the EU banking regulation framework, the rules on the capital requirements for the credit
risk of banks’ exposures can be found under Title II of the CRR. The EU Framework
recognizes two mutually exclusive approaches for the weighting of credit risk for (on-)
balance sheet items, namely i) the Standardized approach (SA), and ii) the Internal Ratings-
Based (IRB) approach.

Depending on the risk weighting approach that banks follow (SA or IRB), the extent to which
the existence of security interests mitigates the credit RW of banks’ exposures to corporates
varies.

2.3.1 Determination of credit risk under the Standardized approach (SA)

Under the SA, banks have to assign standardized RWs as indicated in the CRR to exposures.
Below (882.3.1.1—2.3.1.3), there will be an explanation of the main CRR rules on credit risk
weighting of banks’ exposures to corporates under the SA. The focus in the subsequent
paragraphs is on the following rules. I will first delve into Article 122 CRR, which relates to
exposures that are secured with non-immovable assets. This Article provides the general rules
with respect to the assignment of the credit risk of exposures to corporates for banks that
follow the SA. Subsequently, I will elaborate on Articles 124 and 126 CRR that are applicable
to exposures that are fully and completely secured with immovable property. Finally, |
discuss the rules in Chapter 4, under Title 11 of the CRR with respect to exposures that are
secured with financial assets.

2.3.1.1 Exposures to corporates

In principle, banks’ exposures to corporates that are not secured with immovable property
can be classified into three categories, namely

1) rated exposures;
i) exposures to unrated non-SME corporates; and
i) exposure to unrated SMEs.
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Under the CRR, the treatment of corporate exposures depends on whether the use of external
ratings for regulatory purposes is available.*® Also, different RWs are assigned to corporate
exposures depending on whether they are considered SMEs. This section elaborates on the
CRR approach as to the determination of the credit RW of corporate exposures under the SA
with respect to each of the mentioned three sub-categories.

Where external credit assessments are available for an exposure, the exposure is considered
a rated exposure. Article 122 CRR assigns standardized RWs with respect to rated corporate
exposures. Under Article 122, rated corporate exposures, depending on the credit quality of
the exposure, are assigned a RW varying between 20% and 150% (Table 2.5).

Credit quality step 1 2 3 4 5 6

Risk weight 20% | 50% | 100% | 100% | 150% | 150%

Table 2.5: Standardized RWs with respect to rated corporate exposures

It is worth noting that under Basel I, the framework of risk weights was simpler and only five
weights were used — 0%, 10%, 20%, 50% and 100%.*" In fact, it used to be the case that
there were only potential reductions to risk-weighted exposures and no top ups above 100%.
The possibility to impose top ups above 100% following the introduction of Basel Il in 2004
reflects the gradual increase in the sensitivity of capital to credit risk under banking regulation
frameworks.*8

The Credit Quality Step (CQS) is a standard indicator of the credit quality of corporate
borrowers. As the above table illustrates, the CQS is based on numbers, according to which
“1” attributes the highest credit quality and therefore the lowest risk, whereas 6 attributes the

46 Details on corporate rating are explained below.

47 Basel Committee on Banking Supervision, ‘International Convergence of Capital Measurements and Capital
Standards’ (1988) <https://www.bis.org/publ/bcbsO4a.pdf> accessed 6 December 2022.

48 Basel Committee on Banking Supervision, ‘International Convergence of Capital Measurement and Capital
Standards’ (2004) 23 <https://www.bis.org/publ/bcbs128.pdf> accessed 27 August 2023; Patrick van Roy,
‘Credit Ratings and the Standardised Approach to Credit Risk in Basel II” ECB working paper series No. 517,
10-11; Barneveld (n 13); Basel Committee on Banking Supervision, ‘Capital Adequacy Framework’ (2015)
<https://www.nrb.org.np/contents/uploads/2019/12/2072_73_For_A__B__C_Class-Circular_11-Attachment-
New-Capital-Adequacy-Framework-2015.pdf> accessed 27 August 2023. It should be noted that under Basel
11, instead of the CQS, alphabetical credit quality rating used to be applied. Below is the standardized RWs with
respect to rate corporate exposures under Basel I1:

Credit assessment AAA to AA- A+ to A- BBB+ to BBB- Below BB- |Unrated

Risk weight 20% 50% 100% 150% 100%
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lowest credit quality and thereby the highest credit risk. The ratings have to be then translated
into the respective RW indicated in the table.

In the EU banking regulation Framework, External Credit Assessment Institutions (ECAI)*
are in charge of determining the credit quality of exposures of banks for the determination of
the credit risk of their exposures to corporates. In order to ensure that ECAIs adopt a
comparable approach as to the determination of the creditor quality of a certain class of
exposures, the joint committee of the European Supervisory Authorities (ESA)*® is mandated
to provide a correspondence (‘mapping’) between relevant credit assessments of ECAIs and
CQS.% In this respect, the EU Commission adopted the Implementing Regulation (2016),
which “specified the elements to characterize the degree of risk expressed by a credit
assessment of an ECAI (quantitative and qualitative factors) and the levels of risk that should
be used to characterize each credit quality step (benchmarks).”®® Following the
implementation of the Basel 111- reform, banks will be required to perform due diligence and
avoid automatic reliance on the external ratings determined by the ECAIs. The requirement
to perform due diligence is meant to ensure that “banks have adequate understanding, at
origination and thereafter on a regular basis (at least annually), of the risk profile and

characteristics of their counterparties.””*

In order to determine the CQS of a bank’s exposure to a corporate borrower, the capacity of
the corporate borrower to meet its financial commitments is an indicative factor.> In other
words, the financial soundness of corporate borrowers (the type of the borrower) determines
the credit quality of banks’ exposures to corporates, instead of the expected payout to the
banks in case of the corporate borrower's default.>®

Exposures to corporates without an available external credit assessment (“unrated, non-SME

4 According to Commission Implementing Regulation (EU) 2016/1799, recital 2, “ECAIs are credit rating
agencies that are registered or certified in accordance with Regulation (EC) No. 1060/2009 of the European
Parliament and of the Council or a central bank issuing credit ratings which are exempt from the application of
that Regulation.”

50 The members of the ESA joint committee are the European Banking Authority (EBA), European Insurance
and Occupational Pensions Authority (EIOPA) and European Securities and Markets Authority (ESMA).

51 The mandate is conferred under Article 136 (1) CRR.

52 October 2016 the Implementing Regulation (EV) 2016/1799.

% EBA, ‘EBA Outlines Roadmap to Strengthen the Monitoring of ECAIs’ (18 July 2017)
<https://www.eba.europa.eu/eba-outlines-roadmap-to-strengthen-the-monitoring-of-ecais> accessed 8 December
2022.

54 Basel I1-reform, para 4 at 4.

% EBA, ‘EBA FINAL draft Implementing Technical Standards’ (2016) EBA/ITS/2016/02; ‘Credit Quality
Step’ (Open Risk Manual) <https://www.openriskmanual.org/wiki/Credit_Quality Step>accessed 8 December
2022.

%6 Joosen (n 31) notes “[i]n the application of the SA for measurement of credit risk, clients of a bank are grouped
in the main categories (which are on their turn divided in sub-categories) to which the different risk weights are
attached. For certain exposures the grouping is made in respect of the risk mitigating collateral granted to the
bank notwithstanding the nature or type of counterparty.”
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exposures”) shall be assigned the RW of 100% or the RW of exposures to the central
government of the jurisdiction where the corporate incorporates,®” whichever is higher.%®
There is an exception to this general rule with respect to unrated SMEs.

Unrated SMEs fall under the third category. With respect to unrated SMEs, the CRR requires
less capital to be held by banks in order to support bank lending to SMEs.>® Banks’ unrated
SME exposures of up to EUR 2,5 million are subject to a 23,81 % reduction in risk-weighted
exposure amount, resulting in the RW of 76.19%. The remaining part of banks’ exposures to
SMEs that exceed EUR 2,5 million, should be subject to a discount factor of only 15 % in
capital requirements, resulting in the RW of 85%.%° Thereby, a lower credit risk-weighted
factor would stimulate lending to SMEs. The recognition of the discount factor applicable to
SME’s in order to stimulate lending to SME’s is possibly not in line with the very purpose
of the RWA system as it is meant to adjust the value of an asset for risk for the purpose of
regulatory capital requirement rather than being used as a tool to facilitate SME’s access to
bank financing.

2.3.1.2 Exposures to corporates secured with immovable property

Within the SA, the CRR encompasses standardized RWSs with respect to exposures that are
fully and completely secured with immovable property.%? When referring to exposures
secured by immovable properties, the CRR uses different terminologies namely, ‘mortgage
on immovable property’, ‘exposure Secured by immovable property collateral’ and
‘exposures secured by [residential/commercial] property. The European Banking Authority’s
(EBA) Q&A clarifies that there is no difference between the terms. For the purpose of this
chapter, the more general term, as suggested by the EBA, ‘exposures secured by
[residential/commercial] immovable property’, is used. The Basel Framework provides
guidance as to the determination of the asset types that fall under the category of immovable
property for capital regulatory purposes.®? Based on the Basel Framework, an immovable

57 Article 114 CRR encompasses RWs with respect to banks’ exposures to central governments (and central
banks). According to Article 114 (2) CRR, exposures to central governments and central banks for which a
credit assessment by a nominated ECALI is available shall be assigned a risk weight in accordance with the table
below which corresponds to the credit assessment of the ECAI in accordance with Article 136.

Credit quality step 1 2 3 4 5 6

Risk weight 20% [20%  50% 100%  [100%  [150%

%8 Article 122 (2) CRR.

59 Article 501 (2) (a) CRR.

0 CRR 11, recital 59. Prior to the amendment to the CRR in 2019, banks could apply the 23.81% discount factor
with respect to their SME exposure of up to EUR 1,5 million.

81 Articles 124 and 126 CRR.

62 The Basel Framework uses the term of real estate instead of immovable property.
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property is “land, including agricultural land and forest, or anything treated as attached to

land, in particular buildings, in contrast to being treated as movable/personal property.” 3

The so-called ‘loan splitting approach’ under the CRR breaks down exposures into a secured
and an unsecured portion and assigns different RWs to these parts.®* For the purpose of the
allocation of a RW with respect to exposures secured with immovable property, the secured
portion of banks’ exposure is equal to 50% of the market value of the property (loan to value
(LTV)=50%) or 60% of the mortgage lending value unless otherwise provided.®®

As a general rule, exposures that are fully secured with immovable property shall still be
assigned a RW of 100%. Only if additional criteria are met, the RW drops below 100%.5
The secured portion®” of banks’ exposures to corporates may be assigned the RW of 50%
provided that certain conditions are met.%® First, the value of the real estate collateral shall not
materially depend on the credit quality of the borrower.®® Second, the repayment of the loan
shall not materially depend on any cash flow generated by the underlying property serving as
collateral. Third, legal certainty should exist with respect to the fulfillment of the required
conditions for the establishment of a security interest on the immovable property, and

6 Bank for International Settlements, ‘Calculation of RWA for Credit Risk’ (2022) para 20.69
<https://www.bis.org/basel_framework/chapter/CRE/20.htm?tldate=20250101> accessed 9
December 2022 (hereinafter, ‘Calculation of RWA for Credit Risk”).

% Following the Basel Ill-reform, a second approach (‘whole loan approach’), which will be the main rule, is
going to be introduced to the European framework. The recently introduced approach does not make a
distinction between secured and unsecured portions of the exposure to corporates. This approach assigns a RW
to the full exposure based on the LTV ratio. BIS, ‘Calculation of RWA for Credit Risk’ (n 63) paras 20.82 and
20.84.

Whole loan approach risk weights for regulatory commercial real estate exposures that are not materially
dependent on cash flows generated by the property

Risk LTV <60% LTV > 60%

weight

Min (60%, RW of counterparty) RW of counterparty

Whole loan approach risk weights for regulatory commercial real estate exposures that are materially
dependent on cash flows generated by the property

Risk LTV <60% 60% < LTV <80% LTV > 80%

weight

70% 90% 110%

8 Under Article 124 (2) CRR.

% Article 124 (1) CRR.

67 According to Article 124 (2) (d), “the 50 % risk weight unless otherwise provided under Article 124(2) shall
be assigned to the part of the loan that does not exceed 50 % of the market value of the property or 60 % of the
mortgage lending value unless otherwise provided under Article 124(2) of the property in question in those
Member States that have laid down rigorous criteria for the assessment of the mortgage lending value in
statutory or regulatory provisions.”

% Article 124 and 126 CRR.

% In determination of material dependence, purely macro-economic factors affect both the value of the property
and the performance of the borrower can be excluded.
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enforceability of the collateral within a reasonable timeframe. Finally, the (market) value of
the real estate property has to be evaluated at least on an annual basis.”® If any of the
conditions is not met, the secured portion of the exposure would simply still have a RW of
100%. The other instance where the secured exposure value would be assigned a 100% RW
is when the corporate debtor is in default.”

The RW of the residual (unsecured) portion of banks’ exposures would be assigned in
accordance with the credit quality of corporates, in accordance with the respective CRR rules
discussed earlier.

2.3.1.3 Exposures to corporates secured with financial assets

Banks that apply the SA may use the so-called Credit Risk Mitigation (CRM) technique. The
rules hereof are provided for in Chapter 4, Title 11 of the CRR as to the calculation of risk-
weighted exposure amounts. The CRM Framework contains a set of “techniques used by an
institution to reduce the credit risk associated with an exposure or exposures which that
institution continues to hold.”’? It should be noted that under the CRR banks may not take
into account CRM on exposures for which ordinary RW allocated to such exposures already
reflects the credit protection.” In other words, the CRR prohibits double counting of credit
risk mitigating effects.”

Article 197 CRR provides an exhaustive list of eligible (financial) assets that would fall under
the so-called funded credit protection’ structure under the SA for the purpose of the CRM
technique:’®

0 Article 208 (3) CRR.

I Article 127 (4) CRR.

2 Article 4 (57) CRM.

3 The other principle is mentioned in Article 193 (5) CRR, based on which in cases where the RW exposure is
calculated under the SA, and there is more than one form of credit risk mitigation covering a single exposure, the
bank has to (a) subdivide the exposure into parts covered by each type of credit risk mitigation tool; and (b)
calculate the risk-weighted exposure amount for each part obtained in point (a) separately in accordance with the
provisions governing the calculation of RW under the SA.

4 Articles 193 and 194 CRR set several principles governing the eligibility of CRM techniques.

> According to Article 4 (1) 58 CRR,”” funded credit protection’ means a technique of credit risk mitigation where
the reduction of the credit risk on the exposure of an institution derives from the right of that institution, in the
event of the default of the counterparty or on the occurrence of other specified credit events relating to the
counterparty, to liquidate, or to obtain transfer or appropriation of, or to retain certain assets or amounts, or to
reduce the amount of the exposure to, or to replace it with, the amount of the difference between the amount of
the exposure and the amount of a claim on the institution.”

6 Articles 193 (3) and 197 CRR. Immovable property collateral is not eligible under the credit risk mitigation
framework set in Chapter 4 of Part Three of Regulation (EU) No. 575/2013 (CRR) where the institution applies
the standardised approach for credit risk. Article 199(1)(a) CRR permits recognition of immovable properties
collateral exclusively for exposures to which the IRB approach applies. EBA, ‘Q&A: Immovable Property
Collateral under the Standardised Approach & Credit Risk Mitigation Principles’ (15 November 2019)
<https://www.eba.europa.eu/single-rule-book-ga/-/gna/view/publicld/2018 4300> accessed 12 December
2022.
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— Cash on deposits held by the lending institution

— Fixed income instruments such as bonds, notes and debt securities issued by entities
that have credit quality step 3 or above under the rules for risk weighting of exposures
to corporates

— Equities or convertible debt instruments included in a main index
- Gold

The CRR recognizes two CRM methods to be employed for the realization of the credit risk
mitigating effect of the above-mentioned eligible asset types, being the Financial Collateral
Simple Method (FCSM) or the Financial Collateral Comprehensive Method (FCCM).

I Under the FCSM, the collateralized part of the exposure is assigned the RW that
the institution would assign if it had a direct exposure to the collateral instrument,
subject to a 20% floor, except in specific cases. Based on this approach, the RW
assigned to the unsecured part of the exposure is the same as that assigned to the
original exposure.

ii. Under the FCCM, the exposure value is reduced by the collateral amount after
‘haircuts’ are applied,’’ and the resulting reduced exposure value is multiplied by
the RW assigned to the original exposure as if it were not collateralized.

Thus far, the discussions have been on CRR rules related to the determination of credit risk
under the SA.

2.3.2 Determination of credit risk under the Internal Ratings-Based (IRB) approach

The second approach allowed under the EU banking regulation framework to establish the
risk weight in order to determine the RWA solvency ratio of banks is the Internal Ratings-
Based (IRB) approach. Under the internal ratings-based approach, banks themselves act as
credit assessment institutions subject to approval from their supervisors.’® For the purpose of
the weighting of credit risks of corporate borrowers under the IRB approach, banks consider
several risk parameters, including the Probability of Default (PD), Exposure at Default
(EAD), the maturity of the loan (M), and Loss Given Default (LGD). The IRB approach is

7 Under the FCCM, the institution may use either supervisory haircuts or own estimated haircuts, subject to
supervisory approval (see Articles 224 and 225 CRR), and shall adjust the haircuts depending on the relevant
revaluation and liquidation period of the collateral.

8 In contrast to the SA, under the IRB considerable variations among banks as to their approach regarding the
quantification of the credit risk can be observed. The CRR has, thus, mandated the EBA to develop draft
regulatory technical standards (RTS) to specify the assessment methodology supervisory authorities shall follow
in assessing the compliance of an institution with the requirements to use the IRB Approach.
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juxtaposed with the SA credit risk methodology based on which banks have to assign
standardized risk weights determined by the regulator.

The IRB approach is sub-divided into (i) the Foundation IRB (F-IRB) approach, and (ii) the
Advanced IRB (A-IRB) approach. Under the F-IRB approach, banks are allowed to use only
their internal estimates of the probability of default (PD) of their counterparty. Based on the
A-IRB approach, banks independently develop weighting factors and rely on their internal
estimates with respect to a wider category of risk parameters namely the LGD, PD, and the
EAD.” With respect to the risk parameters that are estimated by banks, banks are required to
prepare a Reference Data Set (RDS), which contains all the datasets (i.e. research,
methodologies) used for the purpose of estimation of the risk parameters.

The LGD is the percentage of banks’ exposures that are not covered by collateral or other risk
mitigating measures such as guarantees. The LGD value for modeling the credit risk
incorporates the effects of security interests in quantifying the RW of the exposure. Under
the IRB approach, therefore, the existence of collateral is one of the most important drivers
in the RW estimation and, hence, the determination of the minimum regulatory capital
requirements.®°

Under the F-IRB approach, banks are required to rely on the supervisory LGD values and can
receive recognition for the collateral types that are listed for the purpose of the CRM
technique,® discussed in the subsequent sub-section (§2.3.2.1).

Under the A-IRB approach, on the other hand, banks are allowed to rely on their own LGD
estimates. In addition, based on the A-IRB approach, banks may take into account in their LGD
estimations the existence of any type of collateral® provided that they have established
internal requirements in terms of collateral management, legal certainty and risk
management.®® The relevant data for modeling the credit risk based on the LGD parameter
are often discerned from the pooling of information from several sources. In this respect, the

& ECB ‘FAQ on the Targeted Review of Internal Models’
<https://www.bankingsupervision.europa.eu/press/publications/html/ssm.fag_ TRIM~fe2d6ba3ff.en.html>
accessed 14 December 2022.

8 EBA’ Guidelines on PD Estimation, LGD Estimation and the Treatment of Defaulted Exposures’ (2017)
EBA/GL/2017/16, 28
<https://www.eba.europa.eu/sites/default/documents/files/documents/10180/2033363/6b062012-45d6-4655-
af04-> accessed 14 December 2022.

81 Article 108 (1) CRR; BIS, ‘Calculation of RWA for Credit Risk’ (n 63) Section 9.

8 Article 108 (2) CRR; EBA, ‘Guidelines on PD Estimation, LGD Estimation and the Treatment of Defaulted
Exposures’ (n 80) 30.

8 According to Article 181 (1) (f) of the CRR in the case of institutions that use own estimates of LGD it is
required that the internal requirements for collateral management should be generally consistent with the
requirements established for the purpose of the Credit Risk Mitigation (CRM) Technique. Regulation Articles
170 and 181(1)(f) of Regulation (EU) No. 575/2013; EBA, ‘Guidelines on PD Estimation, LGD Estimation and
the Treatment of Defaulted Exposures’ (n 80).
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RDS should include all relevant information about the collaterals, the process of their
realization and the estimated recovery rates related to the value of the collateral, as well as the
timing and type of valuation.34

Considering that there are three possible approaches for weighting of credit risks —namely the
SA, the F-IRB and the A-IRB- there can be a noticeable variability with respect to the RW
of a particular class of exposure among banks. Typically, RWs are expected to be the lowest
under the A-IRB as banks rely on their internal estimates with respect to a wide category of
risk parameters, and it is, therefore, tailored to individual banks’ exposures. As the figure
below demonstrates, in the years 2014 to 2015, the median IRB credit risk weight was 34%
across the EU whereas it was 75% for SA portfolios.®
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Figure 2.1: The figure on the left side: IRB Credit Risk Weights: Credit Portfolio 1/. The
figure on the right side: SA Credit Risk Weights: Credit Portfolio 1/. In both figures risk
exposure amount in percent of exposure at default. Source: EBA and Turk-Ariss’ calculations
in IMF working paper. 1/Credit portfolio covers corporates, retail, and mortgages, and
excludes exposures to sovereigns, governments, financial institutions, equity, in default, and
securitization.

The A-IRB approach also affords banks a considerable degree of discretion in quantifying
the RW.8 As the figure below illustrates, the median IRB corporate RWs in the years
between 2014 and 2015 varied between 32% and 84% whereas corporate RWs under the SA
are more uniform.®’

8 EBA, ‘Guidelines on PD Estimation, LGD Estimation and the Treatment of Defaulted Exposures’ (n 80) 28.
8 Rima Turk-Ariss, ‘Heterogeneity of Bank Risk Weights in the EU: Evidence by Asset Class and Country of
Counterparty Exposure’ (2017) IMF Working Paper 17/137.

8 There is a worldwide tendency among systematically important banks to adopt A-IRB. Turk-Avriss (n 85); Le
Leslé and Avramova (n  32); ECB, ‘What Are Internal Models?” (2021) <
https://www.bankingsupervision.europa.eu/about/ssmexplained/html/internal_models.en.html#:~:text=Under%?2
0the%20s> accessed 15 December 2022.

87 Turk-Ariss (n 85) 26.
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Figure 2.2: The figure on the left side: IRB Credit Risk Weights: Corporate Portfolio. The
figure on the right side: SA Credit Risk Weights: Corporate Portfolio. In both figures risk
exposure amount in percent of exposure at default. Source: EBA and Turk-Ariss’ calculations
in IMF working paper. 1/Credit portfolio covers corporates, retail, and mortgages, and
excludes exposures to sovereigns, governments, financial institutions, equity, in default, and
securitization.

In order to reduce both the variability of risk- weighted assets and the regulatory arbitrage by
banks, the Basel I1l-reform has introduced additional safeguards, which will be implemented
in the EU banking regulation framework. Below, | address two of the main changes.® First,
the A-IRB approach is no longer possible to be used for certain classes, including exposures
to large and mid-sized corporates®® as low numbers of defaults are observed in this asset
class.®® Hence, in the near future, the F-IRB approach— subject to supervisory approval—
and the SA would be the two methodologies used for credit risk weighting exposures to large
and mid-sized corporates. In case of using the F-IRB approach, unlike the A-IRB approach, the
type of collateral eligible for credit risk mitigation recognition and the value of the LGD are
determined by regulators.®! Related to this matter, several adjustments to the supervisory
LGD values for banks that apply the F-IRB approach are introduced, which would result in
lowering the RW under the F-IRB compared to the current rules.

An additional measure to counteract the divergence between IRB and SA outcomes is the
introduction of an output floor to internally-modelled RWAs. The output floor ensures that
the level of a bank’s RWAs is not lower than 72.5% of RW As had the bank calculated capital

8 Basel Committee on Banking Supervision, ‘High-Level Summary of Basel 11l Reforms’ (2017) Bank for
Intentional Settlement <https://www.bis.org/bcbs/publ/d424 _hisummary.pdf> accessed 17 December 2022.

8 arge and mid-size corporates are those that have a consolidated annual revenue above EUR 500 million.

% In addition to exposures to corporates, the disallowance to use IRB-A would be applicable with respect to
exposures to banks and other financial institutions.

%1 Basel Committee on Banking Supervision, ‘High-Level Summary of Basel 11 Reforms’ (n 88).
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requirements exclusively based on the SA. The output floor sets a limit on the capital benefit
a bank can obtain from using IRB approaches relative to the SA.%

2.3.2.1 Exposures to corporates secured with immovables, financial assets and other asset
types

Under the A-IRB approach, banks can independently develop their own estimates with
respect to the LGD, and hence, factor the credit risk mitigation effect of security interests
with respect to any type of collateral, in accordance with Chapter 3, Title 11 of the CRR.%®
Banks that apply the A-IRB approach are required to provide appropriate internal
requirements for collateral management, legal certainty and risk management for any
collateral agreement taken into account in the LGD estimation.®*

Banks that use the F-IRB approach may receive credit risk mitigation recognition for specific
collateral types that are listed below:®

- Immovable property subject to the fulfillment of a number of conditions: legal
certainty as to the enforceability of the security rights in a reasonable timeframe, lack
of dependency between the value of the property and the quality of the borrower and
periodic valuation of the value of the property and monitoring the availability of
adequate insurance against the risk of damage;

- Eligible financial collateral that has a mitigating effect on the credit risk weighting of
exposures under the SA (i.e. cash and debt securities);*

- Accounts receivables with an original maturity of a maximum of one year;%’
- Leasing incomes;® and

- Other types of assets subject to both the prior approval of the competent authorities
and fulfilment of the following conditions: i) existence of liquid markets for such

92 Edson Bastos E Santos and others, ‘Variability in Risk- Weighted Assets: What Does the Market Think?’
(2020) Bank for Intentional Settlement No. 844, 1 <https://www.bis.org/publ/work844.pdf> accessed 16
December 2022.

% Article 108 (2) CRR.

% EBA, ‘Guidelines on Credit Risk Mitigation for Institutions Applying the IRB Approach with Own Estimates
of LGD’ (2020) Final Report EBA/GL/2020/05, 9.

% According to Article 108 (2) CRR, CRM rules differ depending on whether the A-IRB or the F-IRB is
employed, with some common requirements applying in some cases. Where institutions use the IRB approach
without using own estimates of LGD and conversion factors, CRM techniques in accordance with the provisions
specified in Chapter 4 apply. See also EBA, ‘Report on the Credit Risk Mitigation (CRM) Framework’ (2018)
(hereinafter, EBA Report on CRM Framework).

% EBA Report on CRM Framework (n 95) 16; In case of financial collateral under the F-IRB, only the FCCM
method can be employed, based on which the CRM effect is reflected in an adjusted LGD value in accordance
with Article 228 CRR.

" Article 199 CRR.

% Ibid.
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assets; ii) the availability of public price quotations for the assets; iii) willingness of
the bank to analyze the price, time and costs required to realize the collateral and the
realized proceeds from the collateral; and that iv) the bank successfully
demonstrates that in at least 90% of all liquidations for a given type of collateral the
realized proceeds from the collateral are not below 70% of the collateral value.*
Where the requirements are fulfilled, the effects of such collateral types are
recognized through the assignment of minimum supervisory LGD values to secured
parts of exposures in accordance with Article 230 CRR.

2.4 Implications of banking regulations on corporates’ access to bank financing

Under banking regulations, the extent to which the credit risk mitigating function of security
interests is taken into account for the regulatory capital purpose depends on the choice of the
risk weighting approach, namely the SA or the IRB. Under the SA approach, the credit quality
of the borrower is a leading factor in assigning a RW to an exposure. On the basis of the SA,
only secured corporate exposures that are backed against limited asset types— immovable
property and financial assets—could benefit from a lower RW. In contrast to the SA, under
the IRB approaches the CRR has taken a more flexible approach as to the recognition of
eligible assets used as collateral that can have a mitigating effect on the RW. Above it has
been noted that risk weighting under IRB overall results in lower RW and thereby lower
capital requirements, but at the same time, by providing for a so-called output floor there is
a maximum discrepancy as to how much the IRB approach can be lower than the SA.

Among European countries, the use of the approaches is heterogeneous. According to both
the EBA and the IMF,'® banks in less advanced European economies rely on the SA for
quantifying the RW of their exposures to corporates. Banks in most advanced European
countries use the IRB, especially the A-IRB (Figure 2.3).1%

% Clarification asto the interpretation of this requirement is provided by the EBA report on Credit Risk Mitigation
Framework.

100 Turk-Avriss (n 85).

101 The main reason for this trend can be that the IRB approaches are complex and expensive methods; Roel
Theissen, EU Banking Supervision (Eleven International Publishing 2014).
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Figure 2.3: Credit Risk Portfolios, IRB and SA (Percent of credit portfolios, June 2015/1)
Source: EBA and Turk-Ariss’ calculations in IMF working paper. 1/Credit portfolio covers
corporates retail, and mortgages, and excludes exposures to sovereigns, governments,
financial institutions. equity, in default, and securitization.

In a less advanced economy, where banks predominantly use the SA approach, and in light
of the theoretical framework developed in §2.2 above, the type of asset used as collateral
would affect corporates’ access to financing. Under the SA, only the credit risk mitigating
effect of limited types of collateral — immovables and financial assets—is recognized and
results in assigning a lower RW to banks’ exposures. Hence, while corporates may have a
wide range of assets that can serve as collateral and mitigate their credit risks, especially the
RWA system under the SA steers lending towards corporates that are able to offer certain
types of assets as collateral, namely immovables and financial assets.

The dynamics would be different in an advanced economy, where the IRB is a dominant
approach used by banks. Here, we can see how the different credit risk weighting
methodologies would start to diverge, at least theoretically. Unlike the SA, under the IRB
approach, banks are not limited to factoring the credit risk mitigation effect of security
interests with respect to only immovables and financial assets. Banks that apply the IRB
approach can rather consider the credit risk mitigating effect of a wider range of assets in the
risk weighting of their exposures. In such an economy, therefore, a particular business sector
that is able to secure its debt with immovables or financial assets may not necessarily have
easier access to (secured) financing relative to other business sectors that could offer other
types of collateral. Under the IRB, rather, the existence of “legally effective and enforceable
arrangements regarding the collateral”? is crucial to determine whether the existence of a
security interest could result in RW mitigation.

102 Joosen, Lamandini and Troger (n 10) 249.
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According to data, however, banks that apply the IRB approach have a strong tendency to use
the CRM techniques with respect to immovables and financial assets.'®® Based on the EBA
report, immovable property collateral is the most dominant CRM technique used under the
A-IRB approach, which accounts for 76% of the total CRM amount. Under the A-IRB,
financial assets are the second most used CRM technique which account for 13.5% of the
total CRM amount. Among banks that apply the F-IRB approach, the first most used CRM
technique relates to exposures that are secured against financial collateral, which account for
53% of the total CRM amount. Under the F-IRB approach, immovable property accounts for
40% of the total CRM amount (Figure 2.6).1%4

CRM techniques Approach (EUR bn)
F-IRB A-IRB
Own LGD estimates: guarantees - 528.95
Own LGD estimates: credit derivatives - 1.19
Own LGD estimates: OFCP - 58.37
Eligible financial collateral 201.27 1 286.55
Real estate 154.62 7 226.44
Other physical collateral 17.87 389.03
Receivables 8.28 74.56

Table 2.6: European perspective- CRM techniques with impact on the LGD value under all
relevant approaches

A number of factors may contribute to the non-recognition of the credit risk mitigating effect
of security interests with respect to non-immovables assets under the SA and the hesitance
of IRB banks to account for the credit risk mitigating effect of security interests with respect
to such asset types. Potential issue may be that non-immoveable assets are more likely to be
hidden or transferred without permission.’®® There may also be concerns over low
redeployability, higher information asymmetry and uncertain liquidation value of some
intangible assets.!® Over the course of time, however, there have been noticeable
developments that mitigate the mentioned issues, which | address below.

103 OECD Report (n 17).

104 EBA Report on CRM Framework (n 95) 20.

105 OECD Report (n 17).

16 Maria Loumioti, ‘The Use of Intangible Assets as Loan Collateral’ (2013)
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1748675> accessed 19 December 2022.
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According to the OECD’s study,'%’ in order to address challenges related to the registration
and publicity of collateral, many legal systems at a national level have provided electronic
registration systems that serve as public documentation in which potential future lenders can
inquire whether there is an existing lien on a specific asset.’%®® Although in the EU, there is
not a harmonized system of security interests and member states do not provide a similar
level of creditor protection, gradual developments in legal frameworks that govern security
interests at an EU level are discernible. There are initiatives as to the harmonization of
secured transactions, among which the Draft of a Common Frame of Reference (DCFR) is a
well-known source.%®

Ongoing developments in insolvency law regimes are also discernible. The transposition of
the EU Directive on Preventive Restructuring Frameworks!? into national legal systems and
the recent EU proposal on harmonizing certain aspects of insolvency law!! mark steps
towards enhancing both debt enforcement procedures and creditor protections among the
European member states. According to Degrys et al, the recovery rate spread on loans
secured with movable versus immovable collateral in legal systems with strong (secured)
creditor protection rights is about 20 percentage points, while in legal systems with weak
(secured) creditor protection the spread is about 45 percentage points.!2

Intangible-intensive sectors would also highly benefit from recent developments in
insolvency law.'® If reorganization procedures under the EU Directive on Preventive
Restructuring Frameworks prove to be successful, there would be an increase in the potential
for retaining the value of soft assets.!* Notably, in reorganization, some intangible assets
such as permits and licenses retain their value as the legal entity survives in such proceedings

107 OECD Report (n 17) 16-17.

108 Safavian (n 1).

109 See for more detail Wolfgang Faber, ‘Proprietary Security Rights in Moveables-European Developments: A
Spotlight Approach to Book IX DCFR’ (2014) Juridical International 22/2014
<https://www.juridicainternational.eu/article_full.php?uri=2014 22 27 proprietary-security-rights-in-
movableseuropean- developments> accessed 19 December 2022.

10 Directive 2019/1023/EU of the European Parliament and of the Council of 20 June 2019 on preventive
restructuring frameworks, second chance and measures to increase the efficiency of restructuring, insolvency
and discharge procedures and amending Directive 2017/1132/EU [2019] L 172/18.

111 proposal for a Directive of the European Parliament and of the Council of 7 December 2022 harmonising
certain aspects of insolvency law COM/2022/702 final <https://eur-
lex.europa.eu/resource.html?uri=cellar:8adadc6c-76e9-11ed-9887-
0laa75ed71a1.0001.02/DOC_1&format=PDF> accessed 12 August 2023.

112 Hans Degrys and others, ‘How do Laws and Institutions Affect Recovery Rates on Collateral’ (2020) 7
(1) Review of Corporate Finance Studies 1.

113 OECD, ‘Bridging the Gap in the Financing of Intangibles to Support Productivity: Background Paper’ (2021)
<https://www.oecd.org/global-forum-productivity/events/Bridging-the-gap-in-the-financing-of-intangibles-to-
support-productivity-background-paper.pdf> accessed 12 August 2023.

114 1bid.
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while they may have no value in case of liquidation.!™® In light thereof, soft assets may be
considered as attractive assets to offer as collateral. Also, in light of the increase in the
recognition of the importance of intangible investments as a vital factor for productivity and
growth, the EU is taking actions to foster the use of intangibles to, inter alia, facilitate access
to finance.'® Hence, in the future, more data from non-bank financing activities can be made
available to inform regulators and banks about the credit risk of loans secured with intangible
assets. 1t/

While the described developments as to the legal frameworks that govern security interests
and insolvency law are expected to mitigate the credit risk of secured creditors, the analysis
of the RWA system suggests that both the banking regulations and also banks themselves do
not seem to fully factor in the decline in their credit risk, and recognize the credit risk
mitigating effect of only limited asset types, namely immovables and financial assets. The
recognition of the credit risk mitigating effect of security interests with respect to only
immovables and financial assets under the SA and the tendency of IRB banks to account for
the credit risk mitigating effect of security interests with respect to such assets has economic
implications.

First, banks have an influential role in allocating the limited resources in the economy to those
projects and sectors that promote economic growth. Where the credit risk mitigating effect
of dominantly two asset categories are considered—immaovables and financial assets— bank
financing would be diverted towards sectors that are able to offer such assets as collateral.
Easier access to bank financing for such sectors may not necessarily contribute to economic
growth.,

The second economic consequence, which is related to the first one, is that the described
trends in the risk weighting system could fuel bubbles in real estate. In response to the rise
in corporate intangible assets, banks tend to relocate their lending capacity away from
commercial loans towards non-commercial and non-industrial loans, primarily residential

115 Rolef J de Weijs, Aart Jonkers and Maryam Malakotipour, ‘Imminent Distortions of European Insolvency
Law: How the European Union Erodes the Basic Fabric of Private Law by Allowing ‘Relative Priority’ (RPR)’
(2019) Tijdschrift voor Belgisch Handelsrecht 477.

116 Anna Thum-Thysen and others, ‘Unlocking Investment in Intangible Assets’ (2017) European Commission
discussion paper 047 <https://economy-finance.ec.europa.eu/system/files/2018-01/dp047_en.pdf> accessed 12
August 2023; European Commission, ‘Intellectual Property’ <https://single-market-
economy.ec.europa.eu/industry/strategy/intellectual-property _en> accessed 12 August 2023.

117 OECD Report (n 17) 44. According to the empirical study conducted in Loumioti (n 106) with respect to a
sample of 1,415 US-originated secured syndicated loans, twenty-one percent of the loans during 1996-2005
have been collateralized by intangibles, with intangible asset collateralization significantly increasing over this
time period. According to Loumioti, loans secured by intangibles perform no worse than other secured loans.
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real estate and liquid assets.*'® According to an empirical study conducted by Dell’ Ariccia et
al, in the US, over the last four decades—since 1970s—the rise in corporate intangible assets
may account for up to 20% of bank portfolio reallocation from commercial loans to
residential real estate loans and liquid assets over the same period.!!® Credit expansions by
banks to real estate investors, particularly during good times, is one of the decisive factors
leading to the increase of bubbles in real estate.'?°

There would be an additional economic implication for economies where banks are the major
channels of debt financing. Where the risk mitigating effect of predominantly immovables
and financial assets are taken into consideration, there would be changes to the investment
strategy of corporates whose balance sheets are mostly composed of asset categories other
than immovables and financial assets (i.e. moveable assets, intellectual property rights and
accounts receivables).!?

Overall, the RWA system is meant to ensure that capital allocated to assets is commensurate
with the risks. This, theoretically, means that the credit mitigating effect of security interests
is reflected in the risk weighting of the respective loan, and results in a lower regulatory
capital requirement. However, based on both banking regulations and banks’ practice, under
the RWA system predominantly two types of collatera—immovables and financial assets—
have a mitigating effect for the purpose of regulatory capital requirements. This trend in
RWA system would steer lending to corporates that are able to offer immovables and
financial assets as collateral and could have negative economic implications.

3 Regulation of NPLs: effects on the dynamics of counterparty reorganization

One of the key functions of security interests is that they enhance the control of secured
creditors (i.e. banks) both over the assets of a debtor and the debt enforcement procedure.
Once a debtor faces financial distress, a range of mechanisms, governed by insolvency law
(i.e. liquidation, suspension of payment) or contract law (out of court work-out agreements),
are available to tackle the financial difficulty. One of the well-known mechanisms, that has
gained global popularity, is reorganization. Reorganization in a legal sense typically involves
debt restructuring to restore the solvency of the debtor and allows the legal entity to continue

118 Dell’Ariccia and others, ‘Bank Lending in Knowledge Economy’ (2017) IMF Working paper No.
Working Paper No. 2017/234 <https://www.imf.org/en/Publications/WP/Issues/2017/11/07/Bank-Lending-in-
the-Knowledge-Economy-45343> 3 January 2023.
119 Dell’ Ariccia and others (n 118) 22.
120 Jeff Holt, ‘A Summary of the Primary Causes of the Housing Bubble and the Resulting Credit Crisis: A
Non-Technical Paper’ (2009) 8 (1) Journal of Business Inquiry 120; Panagopoulos and Vlamis (n 17) 297,
Dell’ Ariccia and others (n 118); Gary B Gorton and Guillermo Ordofiez, ‘The Supply and Demand for Safe
Assets’ (2023) Technical report, National Bureau of Economic Research Working paper No.18732.
121 OECD Report (n 17).
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its operations. In principle, during reorganization procedures banks as secured creditors, tend
to play a dominant role.!??

Although mostly hidden from sight, the position of banks in case of the financial distress of
their debtor is influenced by the regulatory environment controlling banks. From the banking
regulation perspective, the financial difficulty of the debtor raises obligations for the bank
itself. In order to enhance banks’ ability to absorb losses, banking regulations encompass
measures that banks are required to comply with when a counterparty is expected to default.
When signs of financial difficulty of a counterparty appear, the respective bank is required
to reclassify its exposure as an NPL. Upon the reclassification of a loan to the non-performing
category, the bank is required to comply with the so-called prudential backstop measure. The
prudential backstop measure sets the minimum level that banks are required to set aside from
their retained earnings, which is a component of banks’ capital. Having high levels of NPLs
and compliance with the prudential backstop measure are costly for banks. This section
discerns that as a result of banking regulations related to NPLs, banks’ actions during
reorganization procedures will more likely be driven by the motivation to mitigate losses
resulting from holding NPLs.

83 is structured as follows. 83.1 discusses banking regulations on conditions for the
classification of exposures to the NPL category, the regulatory provisioning of NPLs, and
banks’ NPL management strategies. 83.2 describes the position of banks as secured creditors
in reorganization. §3.3 delves into the implications of banking regulations on the incentives
of banks during reorganization procedures.

3.1  Banking regulations and NPLs
3.1.1 Classification of exposures to NPLs and the prudential backstop measure

From a banking regulation perspective, one of the consequences of a debtor’s default is that
banks that have claims against the distressed debtor have to reclassify their exposure to the
non-performing category.’?® The CRR sets a low threshold for establishing whether a
“default” has occurred. According to Article 178 (1) (a) CRR, the unlikelihood to be paid
back in full without the realization of collateral can by itself be a ground to consider that a
default has occurred.*?* Indications of unlikeliness to pay include instances where the bank
recognizes a specific credit adjustment resulting from a significant perceived decline in the
credit quality of the borrower subsequent to the bank issuing the loan.*?® The other factor that
signals unlikeliness to pay is that the debtor “has sought or has been placed in bankruptcy or

122 gkeel (n 5); Ayotte and Morrison (n 5); Ayotte, Hotchkiss and Thorburn (n 5).
123 Article 47 (a) CRR.

124 Article 178 (1) (a) CRR.

125 Article 178 (3) (b) CRR.
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similar protection where this would avoid or delay repayment of a credit obligation to the
institution, the parent undertaking or any of its subsidiaries”*?® In the light thereof, upon the
opening of a reorganization procedure— regardless whether the debtor is insolvent or not—
or well before reorganization where signs of potential counterparty distress appear, banking
regulations require banks to reclassify their exposures as NPLs.1?’

Upon the reclassification of a loan to non-preforming, the issuing bank has to book a
corresponding provision to take into account of future, expected losses, ahead of time. By
booking a provision, the bank makes reservations for future expected losses by deducting
such losses from its retained earning reserves, which form a direct part of banks’ regulatory
capital. Thereby, the remaining regulatory capital becomes less, which may prompt the bank
to take actions to increase its regulatory capital.

In case a bank has to requalify a position in relation to a debtor as an NPL, banks are not
immediately required to book provisions for the full value of an NPL as they might still
receive some repayments from the debtor.'?® In fact, provisioning for bad loans is forward-
looking and gradual, as opposed to striking off claims from banks’ balance sheet and taking
a ‘one-off” loss once an actual loss has materialized. The portion of NPLs with respect to
which the bank has already recognized losses by booking provisions is called the bank’s NPL
coverage.'?®

As to exposures that have been issued on or after 26 April 2019, the CRR Pillar 1 NPL
treatment is applicable.’®® The CRR Pillar 1 approach (aka “prudential backstop measure”)
is legally binding on all banks. Also, banks are expected to comply with minimum
supervisory NPL coverage levels.'** The minimum coverage levels vary depending on i)
whether a bank’s exposure is secured or unsecured, and ii) the time period for which an
exposure has been classified as non-performing. The minimum coverage levels increase

126 Article 178 (3) (f) CRR.

127 Article 47 (a) CRR.

128 ECB, ‘What Are Provisions and Non-Performing Loan (NPL) Coverage?’ (n 21).

129 |bid; Van Weert (n 18) 21-23 explains how provisioning works by providing an example.

130 Article 1 of Regulation (EU) 2019/630 amending CRR. In the Appendix, | provide an overview of the
banking regulations related to NPLs and provisioning requirements with respect to exposures issued on earlier
dates. This chapter focuses on the implications of the prudential backstop measure with respect to bank
exposures issued after 26 April 2019 that become non-performing.

131 Addendum to the ECB Guidance to banks on nonperforming loans: supervisory expectations for prudential
provisioning of non-performing exposures (2018) (‘“the Addendum™). According to the Communication on
Supervisory Coverage Expectations for NPEs (n 134) 9, “the ECB’s Pillar 2 supervisory expectations follow a
three-step approach. In particular, the expectations communicated are (1) a starting point for a supervisory
dialogue and (2) dependent on a case-by-case assessment after being thoroughly discussed during the
supervisory dialogue (including analysis of bank-specific circumstances), (3) a supervisory measure may be
applied under the Pillar 2 framework in the SREP cycle.”
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gradually in a non-linear manner to 100%. Table 2.7**2 provides an overview of the NPL
regulatory coverage expectations based on the prudential backstop measure.!3

Number of years as | Unsecured Secured by non- Secured by
NPL exposure immovable immovable collateral
collateral

More than 1 - - -
More than 2 35% - -
More than 3 100% 25% 25%
More than 4 100% 35% 35%
More than 5 100% 55% 55%
More than 6 100% 80% 70%
More than 7 100% 100% 80%
More than 8 100% 100% 85%
More than 9 100% 100% 100%

Table 2.7: NPL Regulatory Coverage expectations under Pillar 1 CRR

As demonstrated in Table 2.7, the provisioning coverage for exposures progressively
increases according to aging (aka “according to vintage” based on the ECB terminology).
Under the CRR Pillar 1 NPL treatment, banks have to book provisions with respect to the
full value of their NPL (100%): i) after 3 years of NPL status for unsecured NPLs; ii) after 7
years of NPL status for NPLs secured by non-immovable collateral; and iii) after 9 years of
NPL status for secured NPLs secured by immovable collateral.

One of the noticeable elements under the CRR Pillar 1 NPL treatment is that the prudential
backstop measure mandates banks to make a deduction from own funds where NPLs are not
sufficiently covered by provisions or other adjustments in an automatic manner.*** In other
words, if a bank has not booked provisions to cover its NPLs in accordance with the

182 Table 2.7 is inspired by ECB, ‘Guidance to Banks on Non-Performing Loans’ (March 2017)
<https://www.bankingsupervision.europa.eu/ecb/pub/pdf/guidance_on_npl.en.pdf> accessed 3 February 2023
(hereinafter, ECB Guidance to Banks on NPLs).

133 For further explanation as to how the prudential backstop measure is applied in practice see Van Weert (n
18) 21-23.

13 ECB, ‘Communication on Supervisory Coverage Expectations for NPEs’ (2019) 9
<https://www.bankingsupervision.europa.eu/press/letterstobanks/shared/pdf/2019/ssm.supervisory_coverage
expectations_for_NPEs_201908.en.pdf> accessed 6 January 2023.
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regulatory coverage expectations, it is required to deduct the difference between the level of
the actual coverage and the minimum coverage from its Common Equity Tier 1 (CET1)**®
capital. The deduction from banks’ regulatory capital would force capital-constrained banks
to top up their regulatory capital to operate safely or in case of significant impact of NPL’s
face the prospect of resolution.*®

3.1.2 NPL management strategies

High levels of NPLs may weigh on banks in several ways. First, NPLs weaken banks’
profitability. Where losses on an NPL are realized, or expected to occur, the bank is obliged
to write-off the loss or put aside money, respectively, from its retained earnings. Banks with
low profitability are vulnerable to economic crises and market turmoil. Second, by writing
off a loss or deduction from own funds in accordance with the prudential backstop measure,
the bank reduces its regulatory capital by the amount of money that it is not able (or will not
be able) to collect from the debtor.™®” In order to comply with the regulatory capital
requirements, the bank has to ensure that it maintains a certain level of capital on its balance
sheet (82.2). Where the amount of the (expected) loss is considerably large, the bank would
be likely to either top up its capital or constraint the level of the total assets (i.e. not engaging
in lending investments) to maintain its regulatory RW solvency ratio (§2.2).

The third negative implication of NPLs is that they result in an increase in the cost of capital
for banks both in the long-term and the short-term.**® Due to the existence of (high levels of)
NPLs in the bank’s balance sheet, which is publicly disclosed on a regular basis,**® equity
investors may cast doubt on the bank’s quality of its management, on the viability of the
bank’s business model, and on its future profitability. In addition, the possibility that NPLs
become performing or to minimize the losses partially depends on the state of the economy,
which constitutes aggregate systematic risk. Against this background, investors will demand
relatively higher returns on equity investment in banks holding NPLs as compensation for
systematic risk.!% Finally, high NPL levels can have a negative impact on bank lending

135 General information regarding the equity construction of banks: 1) Common equity Tier 1 2) Tier 1 3) Tier
2. Examples of CETL1: retained earnings, capital requirements in line with art.28 and 29 CRR, share premium
accounts related to instruments referred in i; funds for general banking risk.... AT1 capital consists primarily of
hybrid financial instruments that meet the criteria laid down in CRR Article 52(1), such as contingent
convertible bonds or silent contributions. The key differences of AT1 items compared to CET1 instruments
stem From AT1 instruments’ lower and later loss absorption in going concern scenarios» their higher ranking
in resolution and liquidation (gone concern loss absorption), and their callability.

136 ECB, ‘What Are Provisions and Non-Performing Loan (NPL) Coverage?’ (n 21).

137 Ibid; Van Weert (n 18) 22-23.

138 Chiesa and Mansilla-Fernandez (n 19).

139 Banks have to, inter alia, provide public disclosure on NPLs in their balance sheet on a regular basis in order
to foster transparency and market discipline.

140 Chiesa and Mansilla-Fernandez (n 19); Matteo Accornero and others, ‘Non-Performing Loans and The
Supply of Bank Credit: Evidence From Italy’ (2017) Bank of Italy, Economic Research and International
Relations Area; Inés Pinto, Winnie Ng Picoto, ‘Earnings and Capital Management in European Banks—
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capacity to the economy due to the decline in the profitability and capital constraints faced
by such banks, which could in turn harm economic growth.*4!

Banks with gross NPL ratios at a level of 5% or above are required to develop an NPL
management strategy, and establish related governance and operational arrangements.*? In
light thereof and in order to minimize the associated costs of holding NPLs, the EBA and the
ECB have introduced guidelines which provide instructions on NPL management
strategies.*® The three key NPL strategies that banks, especially those with high levels of
NPLs, may adopt are the following:

) collateral foreclosure inside or outside of a formal insolvency procedure;
i) active portfolio reductions by selling NPLs;
iii)  hold/forbearance strategy.44

Banks, in deciding which NPL management strategy facilitates better their objective, may
consider several factors such as the portfolio type (i.e. segmentation by asset class or sector),
market conditions and the phase of the exposure.}*

There is a main distinction between the first two strategies and the third one in terms of the
phase of exposure. Banks may adopt the first two strategies — collateral foreclosure and
portfolio reductions by selling NPLs— ex-post, after reclassifying their exposure to non-
performing. As there is a low threshold for establishing a default for the purpose of loan
reclassification to non-performing, the strategy to foreclose on collateral, which is generally
triggered where there is an actual default, may not always be possible. In addition, with
respect to the active deduction of NPLs, as the name suggests, this strategy may be adopted

Combining a Multivariate Regression with a Qualitative Comparative Analysis’ (2018) 89 Journal of Business
Research 258.

141 ECB Guidance to Banks on NPLs (n 132); John Thornton and Caterina Di Tommaso, ‘The effect of non-
performing loans on credit expansion: Do capital and profitability matter? Evidence from European banks’
(2021) 26 (3) International journal of finance and economics 4822; Van Weert (n 18) 22; Chiesa and Mansilla-
Fernandez (n 19). Adrian, Friedman and Muir (n 19).

142 EBA, ‘Guidelines on Management of Non-Performing and Forborne Exposures’ (2018) Final Report
EBA/GL/2018/06, 6
<https://www.eba.europa.eu/sites/default/documents/files/documents/10180/2425705/371ff4ba-d7db-4fa9-
a3c7-231ch9c2a26a/Final%20Guidelines%200n%20management%200f%20non-
performing%20and%20forborne%20exposures.pdf?retry=1> accessed 9 January 2023 (hereinafter EBA
Guidelines on Management of Non-Performing and Forborne Exposures); Van Weert (n 18) 22.

143 EBA Guidelines on Management of Non-Performing and Forborne Exposures (n 142); ECB Guidance to
Banks on NPLs (n 132) 12; Van Weert (n 18) 21.

144 ECB Guidance to Banks on NPLs (n 132) 11 notes “[b]anks should ensure that their NPL strategy includes
not just a single strategic option but rather combinations of strategies/options to best achieve their objectives
over the short, medium and long term and explore which options are advantageous for different portfolios or
segments (see section 3.3.2 regarding portfolio segmentation) and under different conditions.”

145 ECB Guidance to Banks on NPLs (n 132) 21.
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after the reclassification of an exposure to non-performing to clear up the balance sheet of
banks from NPLs.

The forbearance approach is, however, different from the first two approaches in the sense
that it can be implemented with respect to both performing and non-performing exposures.*4®
There may be a case where an exposure is performing and, nonetheless, the bank adopts
forbearance measures to avoid classifying the exposure to the NPL category at a later stage.4
The key terms such as “performing”/’non-performing”, “forbearance”, “weakened”, “loss”
and “write-off” are commonly used by bank supervisors as well as banks in their credit
categorisation schemes. The figure below provides an overview of the key terms and their

interactions.#®

Cross-
cutting
category

Umbrella
categories

Granular

categories

Figure 2.4: Overview of key terms and their interaction in the context of banking regulations
related to NPLs. This visual is copied from the BCBS Guidelines.'*°

In the sub-sections, | explain the three key NPL management strategies.
3.1.2.1 Collateral foreclosure

A conventional approach of banks to minimize their losses following a counterparty default
is to foreclose on collateral. One of the key features of security interests is the right to
foreclose on collateral with little or no court involvement, and the possibility to recover
claims in the form of a cash payment.° In principle, the failure of the counterparty to comply

146 Annex V of the EBA ITS on supervisory reporting, para 176.

147 See ECB Guidance to Banks on NPLs (n 132) 58.

148 Basel Committee on Banking Supervision, ‘Prudential Treatment of Problem Assets — Definitions of Non-
Performing Exposures and Forbearance’ (2016) Bank for International Settlements Guidelines 15
<https://www.bis.org/bcbs/publ/d403.pdf> accessed 10 February 2023.

149 1hid.

150 For more in depth analysis see Maryam Malakotipour, ‘Reorganization: A system of all for one?” (2022) 31
(5) Norton Journal of Bankruptcy Law and Practice 590.
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with its debt obligations would trigger the right of the bank to foreclose on its collateral
outside or inside of a formal insolvency proceeding. Whether collateral foreclosure is an
appropriate NPL strategy management depends on a range of factors that a bank has to
consider. For instance, in order to get an outlook regarding the potential recovery rates, the
bank has to monitor the average length of legal procedures, potential forced sale haircuts,
developments in certain markets (i.e. property markets), and the average recovery rates
(including costs involved). By considering these factors, the bank makes an informed
assessment as to whether the decision to foreclose provides a higher net present value than
alternative NPL management strategies.*>*

3.1.2.2 NPL sales

The other key strategy of banks is to free up their balance sheet from NPLs by selling
(portfolios of) such assets to secondary markets. In line with the recent EU guidelines on a
best-execution process for sales of NPLs on secondary markets, banks are to compose a
homogenous portfolio and avoid mixing up different asset classes as investors are mostly
specialized in specific asset classes. Therefore, particular factors will be considered in order
to create a homogenous portfolio such as the borrower type (consumers, corporate or public),
the existence of security interests on hard assets (i.e. real estate, airplanes, cars etc.) and
possibly the level of insolvency or financial difficulties of the borrower.12

Banks are able to dispose of NPLs either through bilateral sales or securitization in secondary
markets.?>® Securitization of NPLs takes place through transferring the legal title of NPLs to
a Special Vehicle Purpose (SPV) company, which is generally created by the banks.*>* SPVs
are separate legal entities, with their own assets and liabilities that fund the purchase of NPLs
through the sale of tranches of securities to external investors. In principle, depending on
circumstances, the strategy of banks as to NPL securitization may be classified into three
main categories, which generally exist in a hybrid structure: i) the sale of securitized NPLs
solely to third party private investors, such as private equity and hedge fund investors; ii)
retention of securitized NPLs by the bank on its balance sheet to be subject to a more

151 ECB Guidance to Banks on NPLs (n 132) 34.

152 ECB Communication on Supervisory Coverage Expectations for NPEs (n 134).

158 EBA, ‘Opinion of the European Banking Authority to the European Commission on the Regulatory
Treatment of Non-Performing Exposure Securitisations’ (2019)
<https://www.eba.europa.eu/sites/default/documents/files/document_library//Opinion%200n%20the%20regul
atory%20treatment%200f%20NPE%?20securitisations.pdf> accessed 13 February 2023.

154 The SPVs may be established by Governments as well. At present such schemes are national and only exist
in a minority of countries, in part due to limitations related to EU State Aid and burden sharing, as well as the
complexity of setting up such structures. Policymakers including the European Banking Authority (EBA) are
driving a debate on the establishment of a pan-EU AMC, or a blueprint to facilitate the establishment of
additional national AMCs. KPMG, ‘Non-Performing Loans in Europe: What Are the Solutions?’ (2018)
<https://assets.kpmg.com/content/dam/kpmg/xx/pdf/2017/05/non-performing-loans-in-europe.pdf> accessed
13 February 2023.
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favorable capital treatment for holding securities in lieu of NPLs; and iii) the intervention of
governments by providing guarantees or co-investment in more senior tranches of
securitized NPLs, which is particularly practiced in Italy and Greece. It can be seen as
somewhat surprising that the EU is trying to deal with high levels of NPLs by means of sales
through securitization. First, securitization of NPLs does not really deal with NPLs
themselves. Second, it can keep the originators, namely banks, involved.*>®

In Europe, banks are reluctant to sell NPLs due to high bid/ask spreads in the market. The
reasons for high bid/ask spreads in the NPL market, according to banks, are “information
uncertainty about the value of NPLs, the time and cost to recover the value in a NPL or to
realize the value of collateral differing views about the macroeconomic outlook, and the sheer
volume of the NPL overhang.”**® The EU is taking steps towards fostering secondary markets
for NPLs.’> The 2021 EU Directive on NPLs™® is a key element of the European
Commission’s action plan on NPLs, which “aims to further harmonize the regulation of
Europe’s secondary NPL markets, facilitating cross-border risk-sharing, while protecting
borrowers’ rights.” By incentivizing banks to off-load NPLs from their balance sheet via
secondary markets, banks could again focus on their lending activities, and enlarge their
lending capacity, which would enable them to fund the economy. The EU Directive on NPLs
regulates the activities of main actors involved in the sale process, namely originators (i.e.
banks), servicers and securitized NPLs investors (aka “credit purchaser”).’®® Member states
may require credit purchasers to mandate an authorized NPL servicer to perform credit
servicing activities in relation to the transferred creditor’s rights unless the purchaser is
authorized as credit servicer itself or an exception applies.t®

3.1.2.3 Forbearance

Forbearance on NPLs occurs when a debtor is experiencing financial difficulty in meeting its
financial commitments, and a bank grants a concession that it would not otherwise

155 See in particular, Ewald Engelen and Anna Glasmacher, ‘The waiting game: How Securitization Became
the Solution for the Growth Problem of the Eurozone’ (2018) 22 (2) Competition and Change 160. Engelen and
Glasmacher note while the CMU Action Plan “narrative is about the construction of a US-style market-based
financial system to overcome the problems of Europe’s bank-based system, the attempt to create a European
market for securitizations, which are a source of funding for large (mortgage) banks and as such are squarely at
odds with the headline goals of the Capital Market Union.”

1% Domenico Torini and Carlos Rubi Monte, ‘Navigating European Distressed Markets’ (2022) KPMG
European Debt Sales Report <https://assets.kpmg.com/content/dam/kpmg/xx/pdf/2017/05/non-performing-
loans-in-europe.pdf> accessed 13 February 2023.

157 EBA, ‘Guidelines on Management of Non-Performing and Forborne Exposures’ (n 142).

1%8 Directive 2021/2167 of the European Parliament and of the Council Directive of 24 November 2021 on credit
servicers and credit purchasers and amending Directives 2008/48/EC and 2014/17/EU (hereinafter, EU
Directive on NPLs).

1% Torini and Monte (n 156).

180 Article 17 EU Directive on NPLs.
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consider.'®! The act of forbearance can be in various forms such as a bilateral agreement
between the bank and the counterparty, a work-out and also a reorganization procedure.

Due to the existence of strict covenants in loan contracts, and banks’ expertise in
monitoring,'®2 banks can be alerted about a possible deterioration in the financial conditions
of their debtor at an early stage and take actions accordingly. While the identification of signs
of possible future financial difficulties suffices to implement forbearance measures, the
common perception is that banks generally tend to delay taking such measures.®® The reason
for this is that adopting a forbearance measure may trigger the obligation to reclassify loans
to NPLs which forces banks to comply with the prudential backstop measure outlined above.
Therefore, instead of adopting a forbearance measure at the early stage of recognizing
default, banks may wait for the macroeconomic environment to improve, in the hope
distressed loans start to perform again.®* Hence, banks tend to take action at a later stage and
implement the alternative ex-post strategies to mitigate their losses, namely collateral
foreclosure or the NPL portfolio sale.

Under banking regulations, there may be a possibility to reclassify non-performing forborne
exposures to performing upon the completion of a “cure period” of one year from the date
the forbearance measures were extended. The so-called “NPL exit option” is applicable to
banks holding forborne NPLs provided that the following conditions are fulfilled:°

1. the exposure is not considered as impaired or defaulted,

2. there is no past-due amount on the exposure. This means that the exposure should be
current and that any accrued unpaid principal and interest installments have been
repaid; and

3. the borrower has settled, by means of regular payments, an amount equivalent to all
those previously past due (if there were past-due amounts at the date the forbearance
measures were granted) or a total equal to the amount written off as part of the
forbearance measures (if there was no past-due amount), or the borrower has

161 Basel Committee on Banking Supervision, ‘Prudential Treatment of Problem Assets — Definitions of Non-
Performing Exposures and Forbearance’ (n 148).

162 Raghurman G Rajan. ‘Insiders and Outsiders: The Choice between Informed and Arms’-Length Debt’ (1992)
47 (4) The Journal of Finance 1367; Douglas W Diamond, ‘Financial Intermediation and Delegated Monitoring’
(1984) 51 (3) Review of Economic Studies 393.

163 Leonor Coutinho, Andreas Kappeler and Alessandro Turrini, ‘Insolvency Frameworks Across the EU:
Challenges after COVID-19” (2023) European Commission discussion paper 182 <https://economy-
finance.ec.europa.eu/system/files/2023-02/dp182_en_0.pdf> accessed 15 February 2023.

184 1bid.

185 Annex V of the EBA ITS, para 156. For further detail see ECB, ‘Guidance to Banks on NPLs’ (n 132) 58.
See also <https://www.bis.org/bcbs/publ/d403.pdf> accessed 16 February 2023.
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otherwise demonstrated its ability to comply with the post-forbearance conditions to
the extent that full repayment of the debt is likely.1%®

Where a contract term extends the repayment period (i.e. grace periods for the principal), this
means that the forborne exposure should remain classified as non-performing until
requirements 1 to 3 addressed above are satisfied. In fact, reclassification to the performing
category is not automatic after the elapsing of the one-year cure period unless regular
payments have been made over the 12 months.®’

3.2 Banks’ position as secured creditors in (preventive) reorganization regimes

There is a worldwide tendency towards reorganization as a mechanism to overcome or
prevent the financial distress of corporations.2®® Inspired by the US Chapter 11 Bankruptcy
Code, a number of legal systems including all the jurisdictions in the EU, Singapore,®® and
Australial’® have introduced reorganization procedures that can be filed at a relatively early
stage of corporates’ financial difficulty. In Europe, the EU Directive on Preventive
Restructuring Frameworks came into effect in 2019, which allows the possibility of
reorganization where there is a likelihood of insolvency.'’* One of the core objectives of the
Directive is to prevent the build-up of NPLs through the availability of effective preventive
restructuring frameworks.1’2 Recital 3 of the Directive reads as follows:

“Preventive restructuring frameworks should also prevent the build-
up of non-performing loans. The availability of effective preventive

186 According to the EU Banking Supervision, “[t]he credit institution’s policies for the reclassification of non-
performing forborne exposures should specify practices for dispelling concerns regarding the borrower’s ability
to comply with the post-forbearance conditions. These policies should establish thresholds in terms of the
payments made during the cure period referred to in condition 3 above. The supervisory expectation is that
these policies define the borrower’s ability to comply with post-forbearance conditions (to the extent that full
repayment of the debt is likely) at least by demonstrating payments of a not-- insignificant amount of principal.”
ECB, ‘Guidance to Banks on NPLs’ (n 132) 58.

187 | bid.

188 Moody’s 2020 report.

169 Gerard McCormack and Wai Yee Wan, ‘Transplanting Chapter 11 of the US Bankruptcy Code into
Singapore’s Restructuring and Insolvency Laws: Opportunities and Challenges’ (2019) 19 (1) Journal of
Corporate Law Studies 69.

10 Paul Apathy and others, ‘Australia’ (Global Restructuring Review, 27 September 2018)
<https://globalrestructuringreview.com/review/asia-pacific-restructuring-review/2019/article/australia>
accessed 19 February 2023.

1 The EU Directive on Preventive Restructuring Frameworks provides for minimum harmonization of the
preventive reorganization among Member States. Member states are, therefore, conferred with a substantial
leeway in implementing the Directive into their national legal systems. For instance, based on the Directive,
national legislators have to provide the criteria for the classification of creditors, introduce a rule for the
determination of the baseline value entitlement of creditors (the best interest of creditors test) (Article 2 (1) (6)
and Article 10 (2) (d) Directive), make a choice between the APR or a Relative Priority Rule (RPR) (Article 11
(1) (c) and Article 11 (2)) and design protections in case of interim financing (Article 17).

172 Recital 3 EU Directive on Preventive Restructuring Frameworks.
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restructuring frameworks would ensure that action is taken before
enterprises default on their loans, thereby helping to reduce the risk
of loans becoming non-performing in cyclical downturns and
mitigating the adverse impact on the financial sector (...).”

The EU Directive is meant to ensure that actions are taken before enterprises default on their
loans, thereby helping to reduce the risk of loans actually becoming non-performing in

cyclical downturns and mitigating the adverse impact on the financial sector.”!"3

The aim of reorganization is the maximization of value for the entire body of creditors.*’*
The existence of several tools in reorganization allows firms to retain a higher going concern
value in excess of the liquidation value (aka “the reorganization surplus value”). The
common examples of such tools are a stay, the right of the debtor to remain in possession
and control of assets, interim financing, postponement of payments and a debt for equity
swap.

Reorganization regimes set a framework within which creditors and shareholders enter into
a debt restructuring negotiation. The outcome of the negotiation mainly determines the value
entitlement of creditors. The party with a higher bargaining power would have a higher
possibility to gain control over reorganization proceedings.

Banks are traditionally key players in reorganization, and their cooperation and willingness
to negotiate with the debtor can have a decisive impact on the outcome of negotiations.
Several factors make banks key players in reorganization. First, in reorganization, similar to
other debt enforcement procedures, banks are entitled to strong protection rights on account
of holding security interests. Second, a large share of debtors’ balance sheets is composed of
banks’ claims, so even without security rights banks would be major stakeholders. Third,
banks’ financial contribution during and after reorganization is usually essential for
reorganizing a debtor. Banks are the main sources of providing both interim financing, which
is essential for the continuation of a distressed debtor during reorganization, and new
financing upon implementation of a restructuring plan.!”® The fourth factor, which is
relatively related to the previous factor is that banks and firms, especially, private equities,
engage in repeated dealings. Therefore, upholding the interests of banks is in the interests of

173 Recital 3 EU Directive on preventive restructuring frameworks.

174 Charles W Mooney, ‘The (Il)Legitimacy of Bankruptcies for the Benefit of Secured Creditors’ (2015)
University of Illinois Law Review 735, 753 notes “[b]ankruptcy has traditionally been a collective proceeding
with the goal of enhancing recoveries for unsecured creditors beyond those that state court remedies could
provide to the creditors as a body.” Tomas H Jackson, The Logic and Limits of Bankruptcy Law (Harvard
University Press 1986) 27-33; Jacoby and Janger (n 7) 682.

175 Ayotte, Hotchkiss and Thorburn (n 5); Kenneth Ayotte and Jared A Ellias, ‘Bankruptcy Process for Sale’
(2022) 39 (1) Yale Journal on Regulation 1; James Nany, 'Strings Attached to Bankruptcy Loans Persist, Irking
Creditors’ (3 May 2022) Bloomberg law <https://news.bloomberglaw.com/bankruptcy-law/strings-attached-to-
bankruptcy-loans-persist-irking-creditors> accessed 21 February 2023.
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debtors in order to maintain their relationship with the banks for future dealings. Another
important factor that contributes to banks’ strong position in reorganization is that banks’
claims are commonly accompanied by guarantees from shareholders or management. Hence,
maximizing the value recovery of banks is in the interest of the guarantors as they would be
liable to make payments for unpaid banks’ claims. Finally, banks' evaluative decisions and
options in restructuring are (or should be) often characterized by an important signaling value
about the credibility of the proposal submitted by debtors.

There are several routes through which banks, in the absence of sufficient safeguards in
reorganization regimes, may be able to gain control over reorganization procedures. Below,
| touch upon the three strategies adopted by banks that would turn reorganization into
proceedings that run in their interest. A comprehensive analysis in this respect is provided in
chapter 1 and chapter 3.

The first strategy is to convert a reorganization procedure into an asset foreclosure
mechanism. In the context of reorganization procedure, banks, especially those that have
security interests on almost all assets of a debtor, may push for the sale of the enterprise in a
quick sale even if it has greater going concern value after reorganization.1’®

Second, providing interim financing to a distressed debtor could be used as a strategy to gain
a dominant position in reorganization.’” The bank may seek to further enhance its position
with respect to its prepetition claims by demanding post-petition facilities on account of
providing additional financing. The use of post-petition facilities would be at the cost of the
interests of other creditors.

The third strategy is cooperation or even collusion between the bank and existing
shareholders, which may occur to achieve different goals. One possibility may be that the
bank and existing shareholders use reorganization as a mechanism to create a new capital
structure in which a certain category of creditors (i.e. bondholders or trade creditors) is wiped
out. Collusion may appear in the form of gifting. Gifting relates to the transfer of value,
typically, from the bank to shareholders to gain some kind of cooperation from the recipient,
“in the form of support during the confirmation process, support for the reorganized debtor

176 Under Recital 2 of the EU Directive on Preventive Restructuring Frameworks, member states may opt to
introduce, is the possibility to sell the enterprise as a whole in the context of reorganization proceedings. In the
US, the going concern sale of the enterprise before the confirmation of a reorganization plan is widely practiced,
see Melissa Jacoby and Edward J Janger, ‘Ice Cube Bonds: Allocating the Price of Process in Chapter 11
Bankruptcy’ (2014) 123 Yale Law Journal 862.

17 See for instance, ABI report (n 9) 74; Charles J Tabb, ‘What’s Wrong with Chapter 11° (2019) University
of Illinois College of Law Legal Studies Research paper 19-15, 14. Ayotte, Hotchkiss and Thorburn (n 5);
Ayotte and Ellias (n 175); Nany (n 175).
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after confirmation, or both.”*’® The permissibility of gifting is extensively disputed.’®
Supporters of allowing for gifting argue gifting can resolve objections to plan confirmation
and facilitate the debtor’s reorganization. Opponents of gifting, on the other hand, raise
concerns regarding senior creditors imposing their will or unduly influencing plan
negotiations if payments outside of the strict priority waterfall were permitted. The
Commissioners of the American Bankruptcy Institute (ABI), in their 2014 report, weighted
the potential benefits and risks of allowing gifting. The Commissioners concluded that “in
the nonconsensual (i.e., cramdown) context — the potential abuses of gifting outweighed any
benefits in class-skipping, class-discriminating, and intra- class discriminating cases.”&°

In the subsequent section, | discuss how banking regulations may affect the incentive of
banks in using their control function over the recovery process in reorganization.

3.3 Effects of banking regulations on banks’ incentive in reorganization

The common incentive among creditors is to maximize their value recovery on their
respective claims. The incentives and approaches of banks, as secured creditors, in
reorganization could be motivated by factors beyond maximizing value recovery. In fact, the
overall financial situation of banks, the composition and soundness of their credit portfolio,
and the internal NPL strategy they have in place are among the factors that could significantly
affect banks’ incentives in reorganization.'® This sub-section discerns how banking
regulations related to NPLs could affect banks’ actions in reorganization. For the analysis in
this chapter, I exclude the effect of the other addressed considerations that may affect banks’
incentive in reorganization.

Preventive restructuring procedures under the EU Directive can be commenced by debtors
that are likely to become insolvent and can be commenced without the need to obtain
creditors’ consent.’®2 Member States may also entitle creditors to request the court to

178 Amy Timm, ‘The Gift That Gives Too Much: Invalidating A Gifting Exception to The Absolute Priority
Rule’ (2013) University of Illinois Law Review 1649, 1653-1654.

179 Frederick Tung and Mark J Roe, ‘Breaking Bankruptcy Priority: How Rent-Seeking Upends the Creditors'
Bargain’ (2013) 99 Virginia Law Review 1235; Timm (n 178); Jonathan C Lipson, ‘The Secret Life of Priority:
Corporate Reorganization After Jevic’ (2018) 93 Washington Law Review 631; Harvey R Miller and Ronit J
Berkovich, ‘The Implications of the Third Circuit's Armstrong Decision on Creative Corporate Restructuring:
Will Strict Construction of the Absolute Priority Rule Make Chapter 11 Consensus Less Likely?’ (2006) 55
American University Law Review 1345; Reuben E Dizengoff, ‘Beyond Gifting: Harmonizing the Devolution
of Reorganization Plan Gifts and the Evolution of Sale Gifts’ (2017) 39 Cardozo Law Review 787; Sally
Mcdonald Henry, ‘Chapter 11 Zombies’ (2017) 50 Indiana Law Review 579, 600-615; Lea M Eisenberg,
‘Gifting and Asset Reallocation in Chapter 11 Proceedings: A Synthesized Approach’ (2010) 29 American
Bankruptcy Institute Journal 50; Anthony J Casey, ‘Chapter 11°s Renegotiation Framework and the Purpose of
Corporate Bankruptcy’ (2020) 120 Columbia Law Review 1709.

180 ABI report (n 9) 239-240. The concept of gifting is discussed further in chapter 3.

181 Marcucci and Martinez (n 18) 133.

182 Article 4 (7) EU Directive on Preventive Restructuring Frameworks.
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commence such procedures.’®® The opening of a reorganization procedure as to a
counterparty is a sign of counterparty financial distress, which triggers banks’ obligation to
reclassify their respective exposure to the non-performing category (83.1.1). The obligation
to reclassify loans to NPLs upon the commencement of preventive reorganization procedures
can have severe consequences for banks during economic downturns, where a higher number
of corporates are confronted with financial distress and may file for preventive
reorganization.

Once banks’ claims turn into being non-performing following the commencement of a
reorganization proceeding, banks may as a part of their NPL management strategy decide to
either sell their NPLs to the secondary market or keep their NPLs and remain creditors in
reorganization. Banks, by selling NPLs free up their balance sheet from such loans, transfer
their claim to the buyer and would no longer be involved in reorganization as creditors. In
Europe, however, banks are reluctant to sell NPLs due to the underdeveloped market. Banks
tend to retain their NPLs, especially when there is a good prospect of value recovery through
debt enforcement procedures.

The reclassification of loans to NPLs triggers banks’ obligation to book a provision in line
with the prudential backstop measure unless the bank is able to make use of the NPL exit
option. There is a possibility to use the NPL exist option upon the completion of the cure
period of one year provided that 1) banks’ exposure is no longer considered as impaired or
defaulted; 2) there is no past-due amount on the exposure; and 3) debtor’s behavior
demonstrates that there are no longer concerns regarding full repayment. Diagram 2.1
illustrates the consequences of the reclassification of loans to NPLs.

183 Article 4 (8) EU Directive on Preventive Restructuring Frameworks.
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Commencing Reclassification Unsecured exposure NPL ICEI\?;/Ierage
reorganization q to NPL »| | years

1 0%

2 35%

3 100%

NPL coverage level
1. the exposure is not considered )1/ears :)r;)movables g?)/oovables
defaulted or impaired; 2 0% 0%
2. no past due amount on the 3 250, 250
exposure; and 4 35% 35%
3. debtor’s behavior demonstrates 5 55% 55%
that there are no longer concerns 6 70% 80%
regarding full repayment. 7 80% 100%
8 85% 100%
9 100% 100%

Diagram 2.1: The effect of filing for (preventive) reorganization procedure

As discussed in §3.1.2, having high levels of NPLs is costly for banks.8* Banks with NPLs
are required to reserve a part of their retained earnings in line with the prudential backstop
measure. High levels of NPLs may, inter alia, impose constraints on banks’ investments and
even mandate banks to raise new equity to comply with the regulatory capital requirements.
Against this background, the motivation to mitigate costs resulting from having (high levels
of) NPLs can affect banks’ strategy in reorganization.

In order to mitigate costs resulting from having NPLs, two main scenarios present
themselves. Scenario i is that the bank aims for the use of the NPL exit option. In order to
pursue this scenario, the debtor should be viable enough post-reorganization in a sense that
all three mentioned conditions could be fulfilled to exit from the NPL status.*®

In scenario ii the bank endeavors to compensate for expected costs of holding the NPL during
reorganization. Diagram 2.2 provides a summary of the described scenarios.

In fact, the potential viability of the debtor post-reorganization affects banks’ choice between
the two strategies. Banks are sophisticated lenders and are informed regarding the financial
position of their borrowers through having stringent covenants and their expertise in

184 Marcucci and Martinez (n 18) 132.
185 |hid 140.
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monitoring.t® It can, therefore, be expected that, ex-ante—during reorganization—the bank

has insights regarding the potential viability of their counterparty post-reorganization.

Commencing Reclassification to
reorganization > NPL
Make use of the Compensate for costs of
NPL exit option holding NPLs during
- reorganization
(scenario i)
(scenario ii)

Diagram 2.2: Bank’s action driven by motivation to mitigate costs resulting from NPLs

Below, | describe the scenarios in further detail.
3.3.1 Scenario i: Banks’ actions driven by motivation to use the NPL exit option

Scenario i relates to situations where the bank is optimistic about the potential viability of
the debtor post-reorganization. In this scenario, the bank has three main considerations during
reorganization, which are driven by the motivation to use the NPL exit option.'8’

186 Rajan (n 162); Diamond (n 162).

187 Marcucci and Martinez (n 18) have developed a different scenario based on which the possibility of making
use of the NPL exit option does not have any effect on banks’ willingness to facilitate reorganization. According
to Marcucci and Martinez, banks may refrain from consenting to grant a forbearance measure under a
reorganization plan—no matter how desirable the outcome would be— as the possibility to make use of the
NPL exit option does not have an immediate benefit in terms of NPL reduction. In light thereof, in order to
mitigate the adverse effects of the forbearance classification regime, Marcucci and Martinez propose to either
shorten the cure period (i.e. to six months) after a well-and credible restructuring measure with concessions
made effective or provide for the immediate exit of the loan from the NPL category signaling that concessions
have been granted under a feasible and short-term plan. In this paragraph (83.3.1), however, | provide a more
developed analysis of how in certain circumstances the possibility to use the NPL exit option may actually
incentivize banks to cooperate in reorganization.
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First, the bank seeks to ensure that the reorganization plan provides for full repayment of its
claim. Given that banks generally have secured claims, the full repayment of their claim is
not necessarily considered to be difficult to achieve.

Second, the envisioned length of the repayment period becomes a very important
consideration for the bank during negotiations, much more than one would normally expect
from a discounted valuation perspective, where the difference between a one-year period and
a two-year period is not that big. The incentive of the bank to pursue scenario i is reduced
considerably as the envisioned length of the repayment period extends. The reason for this is
that by extending the repayment period, the forborne exposure remains classified as non-
performing until requirements 1 to 3 for exiting from the NPL status are fulfilled. Given that
provisioning coverage for exposures progressively increases according to aging, the point in
time at which the bank expects to make use of the NPL exit option is of the essence. During
negotiations, therefore, the bank may push for a reorganization plan that provides for the full
repayment of its claims before it is required to book provisions in line with the prudential
backstop measure. Pursuing the bank’s desire may result in postponing further the payment
to other creditors.

Finally, the possibility for the bank to make use of the NPL exit option is tied to the viability
of the debtor. Therefore, in scenario i, during reorganization, the bank tends to ensure that a
successful reorganization outcome is achieved as quickly as possible and that the debtor is
financially sound enough post-reorganization to pay fully the bank’s claims. For instance,
the bank may provide financing to facilitate the continuation of the debtor during and after
reorganization.

3.3.2  Scenario ii: Banks’ actions driven by motivation to compensate for costs of holding
NPLs

Scenario ii occurs when the bank is pessimistic about the viability of the debtor post-
reorganization.!® This scenario will become likely if, from the bank’s perspective, it is
unlikely that the conditions to exit from NPL status to fulfill before the bank is required to
book provisions in line with the prudential backstop measure.

In such a case, the bank may adopt strategies to both maximize the value recovery on its
claim and compensate for expected costs of holding the NPL. For instance, the bank may
compensate for the expected costs of holding the NPL by charging higher interest rates when
providing interim and new financing. In this case, the bank’s incentive to provide financing

188 Marcucci and Martinez (n 18) have also analyzed how banking regulations related to NPLs may negatively
affect banks’ willingness to facilitate reorganization. However, the underlying reasons raised by the authors are
different, and they have developed a different scenario. I have summarized Marcucci and Martinez’s standpoint
above in footnote 184.
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is driven by an incentive different from the case in scenario i where it seeks to facilitate
reorganization. The bank may also push for the quick sale of its collateral in reorganization
whilst the sale may not be in the interest of the estate. In both examples, the bank’s actions
could be detrimental to the reorganization procedure and the joint creditors.

To conclude, banking regulations regarding NPLs are one of the deciding factors for banks’
actions in reorganization. In this light, a thorough understanding of the interplay of banking
regulations and reorganization regimes helps the legislator, courts and parties involved in
reorganization to gain a broader perspective regarding the driving factors shaping banks’
strategies. It would also help legislators to be alert about potential abuses that may occur
during reorganization and introduce checks and balances accordingly. It should foremost be
understood that timing can become even more of the essence for the bank as a creditor than
for the debtor, even if it is holding a melting ice cube.

4 Conclusion

The security interest is used as a tool in legal arrangements that facilitates access to, inter
alia, (bank) financing for corporates and enhances the control function of banks both over
assets of a debtor, and the recovery process. The extent to which the mentioned functions of
security interests can be realized significantly depends on legal regimes. Over the years there
have been developments in legal frameworks that govern security interests, insolvency law
and banking regulations in these respects.

The present chapter analysed how the RWA system and rules on NPLs under the CRR affect
corporates’ access to secured bank financing and banks’ incentives during reorganization
proceedings, respectively.

As to the implications of the RWA system for access to secured bank financing, this chapter
discerns that the RWA system steers secured bank lending to corporates that are able to
provide predominantly two categories of assets—immovables and financial assets. The
developments in a diversity of jurisdictions as to the legal frameworks that govern security
interests at a national level, and the enhancements of debt enforcement procedures to afford
stronger creditor protections at the EU level are expected to mitigate the credit risk of secured
creditors. However, both the banking regulations and banks do not seem to fully factor in the
decline in their credit risk, and recognize the credit risk mitigating effect of only limited asset
types, namely immovables and financial assets, which can have economic implications: it
could distort optimal allocation of banks’ resources, fuel bubbles in real estate and incentivize
entrepreneurs whose balance sheets are mostly composed of asset categories other than
immovables and financial assets to change their investment strategies.

It is, therefore, recommended that regulators, for the Standardized approach, and banks, for
the Internal Ratings-Based approaches if successfully implemented, keep up with the pace of
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developments in the legal frameworks that govern security interests and insolvency law to
consider the risk mitigating effect of a wider variety of assets used as collateral in risk
weighting of secured exposures to corporates.

Banking regulations also affect banks’ incentives in reorganization. In fact, during
reorganization, banks tend to mitigate costs resulting from having high levels of NPLs.
Depending substantially on the banks’ perspective about the potential post-reorganization
viability of the debtor, the banks’ actions during reorganization procedures will more likely
be driven by the incentive to make use of the NPL exit option and to play a facilitative role
In reorganization, or to compensate for expected costs of holding the NPL and to act
opportunistically at the expense of other creditors’ interests. It is, therefore, recommended to
make continuous analysis on how the regulation of banks affect banks’ behavior as creditors
in reorganization procedure of their borrowers.

In light of the analysis in this chapter, an in-depth insight as to the position of banks under
the regulatory environment that they are subject to comply with is essential to analyze banks’
behavior at the lending stage and also their incentives as creditors. Banking regulations could
have (unintended) consequences on corporates’ access to bank financing and banks’
incentive in using their control function over reorganization proceedings.
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Appendix

In the EU banking regulation framework, the supervisory approach to NPLs has gradually
been strengthened. With respect to exposures that are classified to NPLs prior to 1 April
2018, the ECB’s supervisory expectations for prudential provisioning under Pillar 2 approach
is applicable, which is not legally binding. With respect to exposures that are classified to
NPLs prior to 1 April 2018, banks are expected to set internal coverage thresholds, depending
on their risk profile.18

Exposures issued before 26 April 2019 and classified to an NPL on or after 1 April 2018 are
still subject to ECB’s Pillar 2 supervisory expectations. However, with respect to such
exposures banks are expected to comply with minimum supervisory NPL coverage levels
instead of relying on their internal coverage thresholds.!®

As to exposures that have been issued on or after 26 April 2019, the CRR Pillar 1 NPL
treatment is applicable.®* Unlike ECB’s Pillar 2 approach, the CRR Pillar 1 approach (aka
“prudential backstop measure”) is legally binding on all banks. Also, the CRR Pillar 1 NPL
treatment is different from the ECB’s Pillar 2 approach in terms of minimum supervisory
NPL coverage levels. The table below provides an overview as to the scope of the supervisory
NPL treatment approaches.

Exposure origination | Provisioning backstop (CRR Pillar 1)
date on or after 26
April 2019

NPE classified on or
after 1 April 2018

Exposure origination | Addendum to NPL guidance (ECB Pillar 2)
date before 26 April
2019

NPE classified before 1 April 2018 Internal coverage thresholds (ECB Pillar 2)

Table 2.8: Scope of ECB’s Pillar 2 approach to NPLs coverage and CRR Pillar 1 treatment
of NPLs. This table is copied from the ECB ‘s Guidance to Banks on NPLs.*%?

189 ECB Guidance to Banks on NPLs (n 132).

1%0 The Addendum (n 131). According to the ECB Communication on Supervisory Coverage Expectations for
NPEs (n 134) 9, “the ECB’s Pillar 2 supervisory expectations follow a three-step approach. In particular, the
expectations communicated are (1) a starting point for a supervisory dialogue and (2) dependent on a case-by-
case assessment after being thoroughly discussed during the supervisory dialogue (including analysis of bank-
specific circumstances), (3) a supervisory measure may be applied under the Pillar 2 framework in the SREP
cycle.”

191 Article 1 of Regulation (EU) 2019/630 amending CRR.

192 ECB Guidance to Banks on NPLs (n 132).
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CHAPTER 3

Economic Consequences of Strengthening Legal Rights of
Secured Creditors in Reorganization Procedures

Abstract

The EU is taking steps to create a more diverse funding climate in Europe through its Capital
Markets Union (CMU) Action Plan. As part of the CMU, the EU seeks to create a well-
functioning bond market, with the ambition to foster sources of finance beyond bank finance.
In order to establish a deep and integrated capital market, the EU is trying to move steadily
in all areas where barriers to the free movement of capital exist. To this end, since the
introduction of the CMU in 2015, the European Commission has taken a wide range of
actions. Examples of such actions are the establishment of an Expert Group on Corporate
Bond Markets, the implementation of MiFID |1 to enhance European market infrastructure,
and the implementation of the Prospectus Regulation to ensure adequate and equivalent
disclosure standards are in place so that investors can benefit from the same level of
information.

Under the same umbrella of the CMU, the EU has also introduced the EU Directive on
Preventive Restructuring Frameworks to facilitate reorganization possibilities for firms in
distress. Although the Preventive Restructuring Directive forms part of the larger endeavor
to create a CMU, there is a risk to undo any progress made in creating a bond market by
deteriorating the position of bondholders in the process of facilitating reorganization
procedures. A shift towards more legal rights in favor of secured creditors in reorganization
procedures could significantly weaken the legal position of unsecured creditors as it could
result in less value and control for these unsecured creditors. Typical examples are trade
creditors, tort claimholders and tax authorities. We should also not lose sight of bondholders
in this context.

This chapter discusses the economic effects of strengthening the legal position of secured
creditors in reorganization on the relation between debtors and their financiers in a debt
environment constructed of a mix of secured (bank) financing and unsecured bond financing.
It also analyzes the financial stability consequences thereof. Where unsecured bondholders’
position is significantly weakened due to strengthening the legal rights of secured creditors
in reorganization there may be:

1) anincrease in bond pricing and/or, even worse, a reduced access to bond financing
for corporates;

2) a deterioration in loan financing conditions in a non-competing bank loan market;
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3) an increase in dependence on bank financing, which would continue corporates’
exposure as borrowers to banking shocks; and

4) an obstruction to proper risk pricing in bonds because of yet unknown effects of
the reforms in insolvency law, which can ex-post lead to sharp reactions from
bondholders once the risks are revealed, creating a risk of fire sales of bonds.

The chapter proposes approaches to strike a balance in reorganization between the legal rights
of secured and unsecured creditors in the context of the EU reorganization framework with
a view of allowing for the development of a European bond market as an alternative and
competing source of debt finance in addition to bank finance.
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1 Introduction

The EU Capital Markets Union (CMU) was launched in 2015 with an objective to create a
single market for capital and provide a stable source of financing for the real economy across
the EU, while also underpinning economic stability.! In Europe, the need for larger diffusion
of market-based finance was triggered by the contraction in credit supply by banks resulting
from the financial crisis in 2008.2 In an effort to develop capital markets in the EU, two trends
in corporates’ financing and insolvency law can be discerned.

First, the EU seeks to ensure that bank credit, which is mostly provided on a secured basis,
is not the only way of financing for corporates and that there is a possibility to access
additional sources of financing, including the bond market. As to the importance of fostering
a more diverse funding climate for corporates, especially for small and medium-sized
enterprises (hereinafter SMEs), the EU Commission notes as follows:®

“Successful firms will need access to financing on attractive terms to
fund their expansion. However, funding channels for growing firms
seeking to raise equity capital or look for other forms of credit outside
the banking system are underdeveloped in Europe. This is
particularly the case for Europe’s SMEs, which receive more than
75% of their external finance from bank loans. A successful Capital
Markets Union (CMU) should broaden the range of financing options
for growing companies.”

The EU Commission has also acknowledged that for larger firms access to financing outside
the banking system is vital.* In light thereof, the EU has taken a wide range of legislative and
non-legislative measures in line with the envisioned objectives of the CMU Action Plan to
create a vibrant funding climate. | focus on actions related to the development of the bond
market.

In the CMU initiative of 2015, a part of the EU Commission’s Action Plan was to “review
the functioning of EU corporate bond markets, focusing on how market liquidity can be
improved, the potential impact of regulatory reforms, market developments and voluntary
standardisation of offer documentation.” Against this backdrop, the “European Commission

! European Commission, ‘Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions: A Capital Markets Union for
people and businesses-new action plan. COM/2015/468 final (hereinafter, CMU Action Plan 2015).

2 European Commission, ‘Economic Analysis on the Mid-Term Review of the Capital Markets Union Action
Plan’ COM2017/292 final; ESMA, ‘Access to Public Markets for SMEs’ (November 2017) ESMA22-106-535.
3 CMU Action Plan 2015 (n 1) 7.

4 Ibid; See also ESMA, ‘Access to Public Markets for SMEs’ (n 2) 7.

> CMU Action Plan 2015 (n 1) 13.
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Expert Group on Corporate Bond Markets” has been created in late 2016 to improve the
functioning of the European corporate bond markets from the perspective of issuers,
investors, and intermediaries.® The EU has also undertaken other actions to support, inter
alia, bond market development including measures to optimize prudential calibrations related
to capital market activities, simplify prospectuses, strengthen powers of the European
Supervisory Authorities (ESAs), and the promotion of sustainable finance.” An example of a
legislative measure that would stimulate the European bond market development is the
Markets in Financial Instruments Directive (MiFID 11).2 In 2018, MiFID Il became effective
to enhance transparency of financial instruments including bonds.® Another example of a
legislative measure under the CMU Action Plan is the 2017 Prospectus Regulation,'® which

6 ‘The European Commission Expert Group on Corporate Bond Markets’ (ICMA)
<https://www.icmagroup.org/market-practice-and-regulatory-policy/secondary-markets/market-
liquidity/european-commission-expert-group-on-corporate-bond-market-
liquidity/#:~:text=The%20Expert%20Group%20is%20made,to%20European%20corporate%20bond%20mar
kets> accessed 01 October 2023; According to the ICMA, “The Expert Group is made up of 17 individuals
representing a broad cross-section of corporate bond market interests and participants. The task of the Group is
to assist the Commission in the preparation of analysis of market developments, policy evaluation, and
definition related to European corporate bond markets.”

" For a detailed analysis see Danny Busch, ‘The Future of EU Financial Law’ (2022) 17 (1) Capital Markets
Law Journal 52; Marc Truchet, ‘Capital Markets Union: Progress Made and Future Steps’ (April 2023) Eurofi
Regulatory Update 35.

8 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial
instruments and amending Directive 2002/92/EC and Directive 2011/61/EU.

% It is stated in Recital 132 of MiFID II that, “[i]t is desirable to facilitate access to capital for smaller and
medium-sized enterprises (SMEs) and to facilitate the further development of specialist markets that aim to
cater for the needs of smaller and medium-sized issuers. Those markets which are usually operated under this
Directive as MTFs are commonly known as SME growth markets, growth markets or junior markets. The
creation within the MTF category of a new sub category of SME growth market and the registration of those
markets should raise their visibility and profile and aid the development of common regulatory standards in the
Union for those markets. Attention should be focused on how future regulation should further foster and
promote the use of that market so as to make it attractive for investors, and provide a lessening of administrative
burdens and further incentives for SMEs to access capital markets through SME growth markets. See also,
‘Review of Bond Market Transparency Under MIFID II’ (2020) AMF <https://www.amf-
france.org/sites/institutionnel/files/2020-08/2020_rapport_transparence_obligataire_va.pdf> accessed 01
October 2023.

10 Regulation 2017/1129/EU of the European Parliament and of the Council of 14 June 2017 on the prospectus
to be published when securities are offered to the public or admitted to trading on a regulated market, and
repealing Directive 2003/71/EC (hereinafter, Prospectus Regulation). Recital 1 of Prospectus Regulation notes
as follows: “[t]his Regulation constitutes an essential step towards the completion of the Capital Markets Union
as set out in the Communication of the Commission of 30 September 2015, entitled ‘ Action Plan on Building a
Capital Markets Union’. The aim of the Capital Markets Union is to help businesses tap into more diverse
sources of capital from anywhere within the European Union (‘the Union”), make markets work more efficiently
and offer investors and savers additional opportunities to put their money to work, in order to enhance growth
and create jobs.” In Recital 7 of Prospectus Regulation, it is stated that “[t]he aim of this Regulation is to ensure
investor protection and market efficiency, while enhancing the internal market for capital. The provision of
information which, according to the nature of the issuer and of the securities, is necessary to enable investors
to make an informed investment decision ensures, together with rules on the conduct of business, the protection
of investors. Moreover, such information provides an effective means of increasing confidence in securities and
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https://www.amf-france.org/sites/institutionnel/files/2020-08/2020_rapport_transparence_obligataire_va.pdf

lays down harmonized principles and rules on the prospectus to be drawn up, approved and
published.' A more recent legislative effort that is envisioned to foster the development of
the European bond markets is the establishment of the European Single Access Point, which
is a flagship action of the CMU Action Plan by the European Commission in 2020.1? The
European Single Access Point aims to facilitate investors’ access to company’s information
and in turn ease corporates’ access to financing.™®

Second, as part of the CMU Action Plan, the EU endeavors to provide a certain degree of
harmonization in insolvency law regimes among member states to mitigate uneven
conditions for access to credit and uneven recovery rates across the EU.1* In 2019, the EU
Directive on Preventive Restructuring Frameworks came into force to ensure that viable
enterprises and entrepreneurs that are in financial difficulties have access to effective national
preventive restructuring frameworks which enable them to continue operating.’® In this
respect, Recital 8 of the EU Directive on Preventive Restructuring Frameworks reads as
follows:

“The differences among Member States in procedures concerning
restructuring, insolvency and discharge of debt lead to uneven
conditions for access to credit and to uneven recovery rates in the

thus of contributing to the proper functioning and development of securities markets. The appropriate way to
make that information available is to publish a prospectus.”

11 According to the European Commission, ‘European Prospectus’<https:/finance.ec.europa.eu/capital-
markets-union-and-financial-markets/financial-markets/securities-markets/securities-prospectus_en> accessed
2 October 2023,“[a] prospectus is a legal document that describes a company's main line of business, its finances
and shareholding structure the securities that are being issued and/or admitted to trading. It contains the
information an investor needs before making a decision whether to invest in the company's securities (such as
shares, bonds, derivatives).”

12 European Commission, ‘Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions: A Capital Markets Union for
people and businesses-new action plan” COM/2020/590 final. Action 1 of the CMU Action Plan 2020 reads as
follows: “The Commission will propose to set up an EU-wide platform (European single access point) that
provides investors with seamless access to financial and sustainability related company information.” European
Commission, ‘Proposal for a regulation of the European Parliament and of the Council establishing a European
single access point providing centralised access to publicly available information of relevance to financial
services, capital markets and sustainability’ COM/2021/723 final (hereinafter ESAP proposal); See also Busch
(n7).

13 In the explanatory memorandum of the initiative to establish a European Single Access Point (ESAP) it is
stated “ESAP will contribute to the achievement of the CMU’s objectives by providing EU-wide access to
information activities and products of the various categories of entities that are required to disclose such
information, which is relevant to capital markets, financial services and sustainable finance. ESAP will provide
access to this information in an efficient and non-discriminatory manner. Information about entities’ activities
and products is essential for decision-making by providers of capital.” See ESAP proposal (n 12) 1.

14 Directive 2019/1023/EU of the European Parliament and of the Council of 20 June 2019 on preventive
restructuring frameworks, second chance and measures to increase the efficiency of restructuring, insolvency
and discharge procedures and amending Directive 2017/1132/EU [2019] L 172/18, Recital 8 (hereinafter “EU
Directive on Preventive Restructuring Frameworks” or “the Directive”).

15 Recital 1 EU Directive on Preventive Restructuring Frameworks.
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Member States. A higher degree of harmonisation in the field of
restructuring, insolvency, discharge of debt and disqualifications is
thus indispensable for a well-functioning internal market in general
and for a working Capital Markets Union in particular, as well as for
the resilience of European economies, including for the preservation
and creation of jobs.”

While the described trends in corporates’ financing and insolvency law are often viewed in
isolation,'® in reality, they will have a strong influence on each other. In fact, the legal
position of unsecured bondholders in reorganization can affect progress made in some fields
in achieving the CMU Action Plan objectives.

Reorganization can be conceptualized as a framework for renegotiation of a debtor’s
relationships with its creditors to create a new capital structure. Parties involved in
reorganization do not form a cohesive group due to a lack of commonality of interest and
often, competing interests. Secured creditors are key players in negotiations and have
different ways of trying to gain control over reorganization procedures.!” Secured creditors
generally have secured claims over all or most assets of a debtor.'® Also apart from their
secured position, they will often hold a large share of the overall liabilities of the company.
The other factor that makes secured creditors key players in reorganization is that they are
generally the ones that provide interim financing during reorganization and new financing if
this is part of the plan.

Strengthening secured creditors’ legal rights leads to more control and value for secured
creditors, which will in general be to the detriment of unsecured creditors (i.e. bondholders,
trade creditors, tort creditors, and tax authorities) as it results in less control and less value
for them. In view of this, it is essential to understand how a shift towards more legal rights
in favor of secured creditors in reorganization procedures affects the legal position of

16 In European literature, Jean-Charles Bricongne and others, ‘Economic Relevance of Insolvency Frameworks
in a High-debt Context: An EU Perspective’ (2016) European Commission research project discussion paper
No. 032 contains an overview of the ways through which insolvency law can contribute to the proper
functioning of the financial market in a high-debt context. Bricongne and others do not discuss the insolvency
law reforms in Europe as it is published before the adaptation of preventive reorganization schemes by member
states in accordance with the 2019 EU Directive. European Commission, ‘Drivers of Corporate Bond Market
Liquidity in the European Union’ (2017) <https://op.europa.eu/en/publication-detail/-/publication/c771a7dc-
1b0d-11e9-8d04-01aa75ed71al/language-en/format-PDF/source-282279533> accessed 01 February 2022.

7 Greg Nini, David C Smith, and Amir Sufi, ‘Creditor Control Rights, Corporate Governance, and Firm Value’
(2012) 25 (6) The Review of Financial Studies 1713 provide empirical evidence that senior creditors exert
influence over management as firms deteriorate well before bankruptcy; Kenneth M Ayotte Edward R
Morrison, ‘Creditor Control and Conflict in Chapter 11’ (2009) 1 (2) Journal of Legal Analysis 511.

18 Charles J Tabb, ‘The Bankruptcy Clause, the Fifth Amendment, and the Limited Rights of Secured Creditors
in Bankruptcy’ (2015) University of Illinois Law Review 765, 768.
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unsecured bondholders!® and the economic implications thereof. The key question in this
chapter is:

What are the trade-offs from a microeconomics and financial stability perspective of
strengthening the legal rights of secured creditors in reorganization to the detriment of
unsecured bondholders?

The costs and benefits of strengthening the rights of secured creditors are extensively
discussed in literature. On the one hand, in view of some scholars, affording secured creditors
the right to gain control over debt enforcement procedures can mitigate the coordination
issues in insolvency,?® and facilitate access to funding.?! On the other hand, excessive
protection of secured creditors can result in a decline in both their incentive to maintain high-
quality standards and to monitor borrowers?? and thereby reduce the effectiveness of secured
creditors’ monitoring function.

The European debate is mostly concerned with a clash between unsophisticated trade
creditors and secured banks.?® The position of bondholders in insolvency is often overlooked
due to the fact that Europe is much more a bank financed debt market, and can be seen as

19 Other cases in which the position of unsecured bondholders could potentially suffer from the lack of
protection in other contexts than in relation as to secured creditors inside reorganization procedures, such as
weak priority rules in relation to shareholders without the involvement of secured creditors, shareholder loans,
dividend restrictions, etc. are not discussed in this chapter.

20 John Armour, ‘The law and Economics Debate about Secured Lending: Lessons For European Law Making?’
in Horst Eidenmuller and Eva-Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de
Gruyter 2008) 1, 22; Randal C Picker, ‘Security Interests, Misbehaviour, and Common Pools’ (1992) University
of Chicago Law Review 645; John Armour, Audrey Hsu and Adrian Walters, ‘The Costs and Benefits of
Secured Creditor Control in Bankruptcy: Evidence from the UK’ (2012) 8 (1) Review of Law and Economics
101. Andera Polo, ‘Secured Creditor Control in Bankruptcy: Costs and Conflict’ (2012) working paper
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2084881> accessed 02 February 2022; Nicola Gennaioli
and Stefano Rossi, ‘Contractual Resolution of Financial Distress’ (2013) 26 (3) The Review of Financial Studies
602.

21 Sudheer Chava and Michael R Roberts, ‘How Does Financing Impact Investment? The Role of Debt
Covenants’ (2008) 63 (5) Journal of Finance 2085; Michael R Roberts and Amir Sufi, ‘Renegotiation of
Financial Contracts: Evidence from Private Credit Agreements’ (2009) 93 (2) Journal of Financial Economics
159.

22 Michael Manove, A Jorge Padilla and Marco Pagano, ‘Collateral versus Project Screening: A Model of Lazy
Banks’ (2001) CSEF Working paper No. 10; Juliano J Assungéo, Efraim Benmelech and Fernando S S Silva,
‘Repossession and the Democratization of Credit’ (2014) 27 (9) The Review of Financial Studies 2661;
Bricongne and others (n 16).

23 Directive 2011/7 of the European Parliament and of the Council of 16 February 2011 on Combating Late
Payment in Commercial Transactions (Recast); Pierre Hausemer and others, ‘Ex-Post Evaluation of Late
Payment  Directive’ (European Commission 2015)  <https://op.europa.eu/nl/publication-detail/-
/publication/400ecc74-9a54-11e5-b3b7-01aa75ed71al> accessed 13 March 2022; Gerard McCormack,
Secured Credit under English and American Law (Cambridge University Press 2004); Rolef de Weijs, ‘Secured
Credit and Partial Priority: Corporate Finance as a Creation or an Externalisation Practice?” (2018) 7 (1)
European Property Law Journal 63.
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still being in its early phase of significantly expanding the bond market.?* In order to achieve
the CMU obijectives, it is essential to strike a proper balance between the legal position of
secured creditors on the one hand, and the position of unsecured creditors on the other. In the
context of bond markets, the failure to maintain a proper balance could have economic
implications for both unsecured bondholders and the overall economy.

In order to flesh out the economic implications of strengthening the legal rights of secured
creditors, | focus on reorganization proceedings. Here, a shift in the power balance among
parties may have even greater consequences relative to other debt enforcement proceedings.
In reorganization procedures, there is a possibility to create a new capital structure within a
short period of time, without necessarily making any changes to business operations. In such
reorganization proceedings, there are legal strategies through which secured creditors can
capture most value in reorganization. | discuss here the three most extreme strategies, where
the first is not directly detrimental to unsecured creditors but the second and the third
strategies are. The first strategy is the loan to own strategy, where secured creditors use their
position as a creditor to replace the existing shareholders via a debt for equity swap while
other creditors remain fully in place. The second strategy is a joint effort or even collusion
between secured creditors and existing shareholders with the aim of creating a new capital
structure in which unsecured creditors (i.e. bondholders or trade creditors) are wiped out. The
third strategy combines the two strategies. In such a case, secured creditors become the new
owners of the restructured entity, while some creditors are forced out of the restructured
capital structure by means of a forced debt write down. The outcome of Dutch Hema case
(2020)—the reorganization of a Dutch chain of retail stores in part under a UK Scheme of
Arrangements and in part under execution of security rights— echoes the concern as to the
tendency of secured creditors to capture most value in reorganization, without leaving much
on the table for unsecured bondholders. In Hema, secured bondholders replaced the pre-
existing shareholders. In the process, more junior bondholders were wiped out entirely from
the capital structure.?

24 As this chapter does not conduct empirical research, it does not indicate the extent to which strengthening the
position of secured creditors in reorganization and their value recovery have effects on the development of the
bond market.

%5 For more information see Wiepke Bartstra and Gijs Kerstjens, ‘De Herstructurering van de Hollandse
Eenheidsprijzen Maatschappij Amsterdam: Hoe HEMA er Weer Bovenop Kwam’ (2021) 27 (7) Tijdschrift
voor Insolventierecht 350;
Nina Flitman and Isabell Witt, ‘Hema Lines Up Bondholder Financing as Takeover Package Secured’ (17
December 2020) S&P Global 14 March 2023 <https://www.spglobal.com/marketintelligence/en/news-
insights/latest-news-headlines/hema-lines-up-bondholder-refinancing-as-takeover-package-secured-
61789383> accessed 14 March 2022; ‘Debt Restructuring Hema Successfully Completed’ (21 October 2020)
De Brauw Blackstone Westbroek <https://www.debrauw.com/matters/debt-restructuring-hema-successfully-
completed> accessed 14 March 2022.
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In the case of strengthening the legal rights of secured creditors in reorganization
proceedings, the lingering issue of the conflict of interests where a bank plays a dual role as
a secured creditor and a bond trustee will be exacerbated. While the issue of creditor-bond
trustee conflict of interests has been covered in mostly American literature,? existing studies
do not touch upon the ex-ante effects of the position of secured creditors in reorganization
on the incentives of creditor-bond trustees.?’” Discussion of this matter is particularly
important in the context of reorganization as the procedure may strategically be initiated to
eliminate a group of creditors and there are possibilities that secured creditors and
shareholders build alliances in case of strong rights for secured creditors.?

1.1 Merits of diverse debt financing climate: microeconomics and stability reasons

Outside the benchmark set by Modigliani and Miller’s irrelevance theory,?® there are merits
in having a diverse capital structure for both microeconomics and stability reasons. | will first
discuss the merits of having a vibrant debt financing climate from a microeconomics
perspective drawn upon the EU standpoint. | will then add a more academic perspective
developed by Donaldson et al*® on such merits. Subsequently, I will discuss the EU viewpoint
as to the merits of having a diverse debt financing climate from a stability perspective.

A diversified source of funding enhances market competition and thereby reduces the cost of
access to financing for corporates. According to the European Securities and Markets
Authority (ESMA), “in many cases, corporate bonds have provided an opportunity for
companies to replace existing debt with cheaper borrowing and also to refinance their
existing bank loans in times of reduced bank exposure to the non-financial corporate
sector.”! Where corporates are heavily reliant on bank financing, especially in economies

% Serfar Celik, Gul Demirtas, Mats Isaksson, ‘Corporate Bonds, Bondholders and Corporate Governance’
(2015) OECD Corporate Governance Working paper No. 16, 43; Efrat Lev, ‘The Indenture Trustee: Does It
Really Protect Bondholders?” (1999) 8 University of Miami Business Law Review; ‘Conflict of Interests
Between Indenture Trustee and Bondholders: Avoidance of "No Action" Clauses Prohibiting Bondholder Suits
Against the Obligor’ (1953) 62 (7) The Yale Law Journal 1097.

27 1bid.

28 As to literature addressing potential alliances between secured creditors and shareholders in the context of
reorganization see, for instance, Amy Timm, ‘The Gift That Gives Too Much: Invalidating A Gifting Exception
to The Absolute Priority Rule’ (2013) University of Illinois Law Review 1649, 1653; Rolef J de Weijs, Aart
Jonkers and Maryam Malakotipour, ‘Imminent Distortions of European Insolvency Law: How the European
Union Erodes the Basic Fabric of Private Law by Allowing ‘Relative Priority’ (RPR)’ (2019) Tijdschrift voor
Belgisch Handelsrecht 477.

2 Franco Modigliani and Merton H Miller, ‘The Cost of Capital, Corporation Finance and the Theory of
Investment’ (1958) 48 American Economic Review 260. On the basis of the MM theory, under the assumption
of a perfect market, the market value of an enterprise is independent of its capital structure.

% Jason R Donaldson and others, ‘Conflicting Priorities: A Theory of Covenants and Collateral’ (2020)
Columbia Law and Economics Working paper No. 630.

SLESMA, ‘Access to Public Markets for SMEs’ (n 2). European Commission, ‘Unlocking Funding for Europe’s
Growth- European Commission Consults on Capital Markets Union’ (18 February 2015)
<https://ec.europa.eu/commission/presscorner/detail/en/IP_15 4433> accessed 28 September 2023; Truchet (n
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where the market is dominated by a few, large banks, there would be a deterioration in the
bargaining power of corporates with banks, and an increase in bank loan pricing.®? Also,
banks generally provide financing on a secured basis. Too much reliance on bank financing
would, therefore, result in collateral overhang in corporate sectors that have access to bank
loans. Notably, banks tend to provide financing to corporate sectors that can offer particular
types of assets as collateral— predominantly immovables and financial assets.®® The
tendency of banks to provide financing against limited asset types would impede the
development of corporate sectors whose balance sheets are mostly composed of asset
categories other than immovables and financial assets (i.e. moveable assets, intellectual
property rights and accounts receivables).®*

In addition to the EU viewpoint as to the merits of having a diverse debt structure from a
microeconomics perspective, the academic framework has been developed in this respect
too. Donaldson et al provide useful insights as to how a mixture of bank and bond financing
could result in implementing an efficient investment policy.*® Before, delving into the model
developed by Donaldson et al, | describe the debt structure of a debtor composed of secured
creditors and bondholders.

The most common secured creditors are banks.% In this chapter, 1 will mainly concentrate
on private debt agreements between banks and firms. Banks generally provide short-term
corporate loans.®” Where endogenous or exogenous factors affect the value recovery of
banks, short-term loans enable banks to adjust financing terms accordingly. Also, secured
creditors are normally sophisticated lenders that have the resources (i.e. expertise, and

7) 38-39. See also Steven Ongena and others, ‘Bank Credit and Market-based Finance for Corporations: the
Effects of Minibond Issuances’ (2020) ECB working paper series No. 2508, 13 (hereinafter, ECB, ‘Bank credit
and market-based finance for corporations’).

32 ECB, ‘Bank credit and market-based finance for corporations (n 31).

33 For a more detailed analysis see also Chapter 2. Martin Barassell and Kris Boschmans, ‘Secured Lending for
SMEs: Making Effective Use of Registries and Intangibles- A Case Study Approach’ (2022) OECD SME and
Entrepreneurship papers No. 33 <https://dx.doi.org/10.1787/cf451ee7-en> accessed 01 May 2022; Murat
Sultanov and others, ‘Secured Transactions, Collateral Registries and Movable Asset-Based Financing’ (2019)
World Bank Group Knowledge Guide
<https://documents1.worldbank.org/curated/en/193261570112901451/pdf/Knowledge-Guide.pdf>  accessed
20 March 2022.

34 ECB, ‘Bank credit and market-based finance for corporations’ (n 31); Martin Brassell and Kis Boschamns,
‘Secured Lending for SMEs: Making Effective Use of Registries and Intangibles — a case Study Approach’
(2022) OECD paper No. 3 <https://dx.doi.org/10.1787/cf451ee7-en> accessed 01 May 2022.

35 Donaldson and others (n 30) 18-20.

3% | assume in this chapter all secured lenders are unrelated parties, and | do not delve into the topic of
shareholder loans or secured shareholder loans.

37 Sofia Chen and others, ‘Debt Maturity and the Use of Short-term Debt’ (2018) International Monetary Fund
24. The average weighted maturity term of bank loans is four years. In this chapter, the term short term is used
outside the context of accountancy, where short term refers to maturity terms of less than one year.
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stringent covenants) to actively monitor borrowers and take actions (i.e. foreclose on
collateral) should a debtor enter into financial difficulties.

Unsecured bondholders may be individual investors or large institutions such as insurers,
hedge funds and pension funds. The long-term maturity of corporate bonds and the low
liquidity of such financial instruments make bondholders less responsive to changes to their
risk profile.® Unsecured bondholders monitor borrowers through covenants, but they are less
active than banks in this respect as bondholders may be dispersed investors or lack proper
incentives. Given that unsecured bondholders are treated as ordinary creditors in insolvency,
their claim will be diluted when a borrower takes on new debt. In this respect, some bond
indentures are accompanied by negative pledge covenants, which give creditors the right to
accelerate their debt if the borrower raises new debt.

According to the model developed by Donaldson et al, an optimal debt structure consists of
bondholders with negative pledge covenants, bondholders without negative pledge
covenants, and secured creditors.

Based on Donaldson et al’s model, the mix of unsecured bonds with negative pledges and
unsecured bonds without negative pledges would deter the borrower from overinvestment as
negative pledges make the acceleration threat credible. The reason for the credibility of the
acceleration threat is that in case of violation of the covenant, the unsecured creditor would
be better off to accelerate its claim rather than triggering an insolvency procedure. In this
way, the creditors would get paid ahead of other unsecured creditors, rather than pro rata with
other unsecured creditors in insolvency.

Donaldson et al demonstrate also that a mix of debt with and without negative pledge
covenants at time O can deter severe under-investment.® The central assumption in
Donaldson et al’s paper, which is a good approximation of law, is that secured debt retains
its priority even if it is taken in violation of negative pledge covenants.*® Since the firm can
de facto easily violate (negative pledge) covenants in order to access secured financing, it
retains the ability to raise extra funding to invest in future projects. Banks, as sophisticated
lenders with sufficient resources to engage in screening and monitoring the firm, would only
fund value-enhancing (+NPV) projects. The unsecured creditor would be better off not

% Serdar Celik, Giil Demirtas and Mats Isaksson, ‘Corporate Bond Market Trends, Emerging Risks and
Monetary Policy” (2020) OECD <https://www.oecd.org/corporate/ca/Corporate-Bond-Market-Trends-
Emerging-Risks-Monetary-Policy.pdf> accessed 08 March 2022; US Securities and Exchange Commission,
‘What Are Corporate Bonds?’ <https://www.sec.gov/files/ib_corporatebonds.pdf> accessed 8 March 2022. The
maturity terms of bondholders’ claims against non-financial institutions is generally 10 years or more.

39 According to Donaldson et al, where under-investment is relatively mild, a mixture of secured and unsecured
debt without covenant would be optimal. In that case, the firm can raise secured debt to finance the high-quality
project.

40 See also Barry E Adler and Veran Capkun, ‘Debt-Equity Conflict and the Incidence of Secured Credit’ (2019)
62 Journal of Law and Economics 551, 553.
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accelerating the covenant as the secured creditor would have a priority claim over the
underlying asset and there would be little left for the accelerating creditor. Therefore, in the
presence of a valuable investment prospect, the unsecured creditor with a negative pledge is
anticipated to waive the covenant. The described model is illustrated below:

Acceleration Recover claim ahead of Credible threat of
Overinvestment| - . unsecured creditors accelerguon;
Raise additional bond financing upholding

Unsecured Non-acceleration Paid pro-rata with unsecured negative pledge;
bondholders creditors in insolvency deterring

(with and overinvestment

without)

negative pledge

Underinvestment| Rajse secured financing subject
to bank screening

Acceleration Secured debt retains
priority Uncredible threat

. Grant of secured of acceleration;
—NPVpioject +NPV project financing Bondholder anticipates violating negative
Non-acceleration  enhancement to its value pledge; solving

recovery due fo expected | ynderinvestment
success of investment

Diagram 3.1: Author’s illustration of Donaldson et al’s model

Donaldson et al’s model assumes a proper power balance among creditors in insolvency. The
model developed by Donaldson et al assumes that banks always have strong incentives to
engage in monitoring and corporates have the possibility to create a balanced mix of bank
financing and unsecured bond financing. As it will be discussed in §4.1, the monitoring
incentives of banks and corporates’ access to diverse debt markets could be negatively
affected as a result of a shift towards more legal rights in favor of secured creditors in
insolvency.

There are also merits in fostering a diverse debt financing climate from a stability perspective.
Access to corporate bond financing next to bank financing would provide stable funding to
the real economy and mitigate economic losses during banking crises.*! Banks are leveraged
institutions that may reduce their lending during financial or sovereign crises.*? A decline in

41 European Commission, ‘Questions and Answers on the Capital Markets Union Action Plan’ (2020)
QANDA/20/1676 <https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_1676> accessed 20
March 2022; Nicolas Crouzet, ‘Aggregate Implications of Corporate Debt Choices’ (2017) 85 (3) The Review
of Economic Studies 1635; Tobias Adrian, Paolo Colla and Hyun Song Shin, ‘Which financial frictions?
Parsing the evidence from the financial crisis of 2007 to 2009’ (2013) 27 (1) NBER Macroeconomic Annual
159; Thomas Grjebine, Urszula Szczerbowicz and Fabien Tripier, ‘Corporate Debt Structure and Economic
Recoveries’ (2018) European 101 Economic Review 77.

42 Luigi Bocola, ‘The Pass-through of Sovereign Risk’ (2016) 124 (4) Journal of Political Economy 879.
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banks’ lending would deteriorate the performance of bank-dependent corporates, may force
such corporates to forgo +NPV projects due to bank credit reductions, and aggravate an
economic downturn. In fact, over-reliance on bank finance would decrease the resilience of
borrowers to banking shocks during crises.** Following the financial crisis in 2008 when
bank lending shrunk, there was a strong increase in bond issuing activities by non-financial
corporates. According to the European Commission, compared to 2006, the number of
corporate bond issuances in Europe nearly doubled in 2016.% This significant increase in the
issuance of corporate bonds suggests that bonds have some degree of substitution effect for
shrinking bank lending.*

1.2 Chapter structure

In this chapter, | discuss the economic consequences of a shift in legal rights in favor of
secured creditors resulting in a decline in both the value recovery and control for unsecured
bondholders. The structure of this chapter is as follows:

82 provides high level description of the US, where the economy has the largest bond market
as a fraction of GDP,*® and the EU debt markets.

83 provides a descriptive analysis of the dynamics of strengthening the legal rights of secured
creditors in reorganization procedures. | discuss how the shift of power balance in
reorganization in favor of secured creditors weakens the legal position of unsecured
bondholders. The focus is on three practices in reorganization where in the absence of checks
and balances, secured creditors can behave opportunistically at the expense of unsecured
creditors. The three possibilities in this respect are i) the use of reorganization procedures as
foreclosure mechanisms, ii) opportunistic uses of interim financing by interim lenders and
iii) alliances of secured creditors and shareholders inside a reorganization procedure. In this
respect, the approach of the US Chapter 11 in response to the addressed three practices will
be discussed. The reason for this that the US has a rich history of reorganization.*’

4 Michael Kurz and Stefanie Kleimeier, ‘Credit Supply: Are There Negative Spillovers From Banks’
Proprietary Trading?’ (2019) DNB Working paper No. 657; Joost Bast, ‘Corporates’ Dependence on Banks:
The Impact of ECB Corporate Sector Purchases’ (2020) DNB Working paper No. 667.

4 European Commission, ‘Economic Analysis on the Mid-Term Review of the Capital Markets Union Action
Plan’ (n 2) 40-41; ESMA, ‘Access to Public Markets for SMEs’ (n 2) 7.

4 |bid.

46 | bid.

47 Natasha Kalara and Lu Zhang, ‘The Changing Landscape of Firm Financing in Europe, the United States and
Japan’ (2018) Netherlands CPB Netherlands Bureau for Economic Policy Analysis discussion paper No. 383,
12; ECB, ‘Financial Stability Review’ (May 2019) <https://www.ech.europa.eu/pub/financial-
stability/fsr/html/ecb.fsr201905~266e856634.en.html#toc23> accessed 8 October 2020.
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84 analyzes the microeconomics implications of strengthening secured creditors’ legal rights
in reorganization procedures. It discusses how the relationship between debtors and their debt
financiers would be affected.

85 assesses the financial stability implications of strengthening the legal rights of secured
creditors.

86 provides proposals within the scope of the EU reorganization framework. 87 concludes.

2 The US and the EU debt markets

In order to understand the economic consequences where the legal position of unsecured
bondholders’ is weakened due to the strengthening the legal rights of secured creditors, one
needs to understand the general make-up of the debt markets. This section takes a close look
into the debt markets in relation to corporates that are not financial institutions (aka “non-
financial corporates™) in both the US and the EU.

Over the last decade, the total global debt of non-financial corporates has grown significantly,
increasing from 46.71 trillion US dollars in Q2 of 2009 to 74.36 trillion US dollars in Q4 of
2019.%8 Since the Global Financial Crisis in 2008, the sources of borrowing have shifted from
banks to non-banks, especially in the US. Most of the shift from bank-loan financing has
been toward greater use of corporate bonds and other debt securities such as collateralized
debt obligations and mortgage-backed securities.*°

In the US, between the period of Q1 1990 to Q3 2018, the ratio of the value of debt securities
to bank loans among non-financial corporates has risen from 0.9 to 1.9.%° This means that in
1990, the portion of debt securities to bank loans in non-financial corporates was almost same
but slightly less. Over time, the volume of non-financial corporates’ debt securities rose
substantially relative to the volume of bank loans. In 2018, the volume of non-financial
corporates’ debt securities became even twice as large as the volume of bank loans. Not only
in relative terms there has been a strong increase in debt securities in the US economy, but
also in absolute numbers. Since 1990, the size of the US corporate bond market has expanded

4 ‘Total Debt of Nonfinancial Corporations Worldwide from 2008 to 2019, by Quarter’ (Statista 2023)
<https://www.statista.com/statistics/1075360/total-nonfinancial-corporation-debt-worldwide-
quarter/#:~:text=Total%20global%20nonfinancial%20corporation%20debt%20by%20quarter%202008%2D2
019&text=0ver%?20the%20last%20decade%2C%?20the,the%20fourth%20quarter%200f%202019.> accessed
8 October 2020.

49 Akrur Barua and Patricia Buckley, ‘Rising Corporate Debt: Why Should We Worry?’ (Deloitte, 15 April
2019) <https://www2.deloitte.com/us/en/insights/economy/issues-by-the-numbers/rising-corporate-debt-
levels.html> accessed 08 October 2020; Federal Deposit Insurance Corporation (FDIC), ‘Leveraged Lending
and Corporate Borrowing: Increased Reliance on Capital Markets, With Important Bank Links’ (2019) 13 (4)
FDIC Quarterly 41 <https://www.fdic.gov/analysis/quarterly-banking-profile/fdic-quarterly/2019-vol13-
4/fdic-v13n4-39g2019-article2.pdf> accessed 08 October 2020.

%0 Barua and Buckley (n 49).
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from nearly $1.5 trillion to over $8.5 trillion in 2016.%! As of 2020, the US corporate bond
market is about $9.1 trillion in size and approximately 67% of the US corporate debt
market.>?

A quite similar trend as to a reduction in bank financing as relative share and a shift toward
corporate bond financing can be observed in the Euro Area.> In the Euro Area, in the last
ten years, the share of Monetary Financial Institution (MFI) loans in non-financial corporate
sector financing have shrunk from around 65% to 46%, while the share of debt securities
issuance and non-bank loans increased from 24% to 36%.>* Since 2000, there has been
development in the Euro Area bond market. The growth accelerated after 2008, with roughly
a doubling of public firms’ bonds outstanding from €882 billion in 2002 to €1.4 trillion in
2018.%°

The non-financial corporate bond market in the Euro Area is less deep than the one in the US
in terms of issuances and volumes.>® The US non-financial corporate bond market is three
times larger in terms of issuance activity compared to the EU non-financial corporate bond
market.>’

The share of bank-financing relative to market-financing— being corporate bonds, securities
and equity financing— varies among EU countries. While in several countries such as
Austria, Germany, Greece, Ireland and Italy corporations mainly rely on banks to finance
their operations, several other European countries such as Belgium, Denmark, the
Netherlands, Finland, France and Sweden tend to become market-based economies.>® In light
of the CMU project, it is expected that the size of the capital markets will expand further in

51 Donald J Berndt, ‘Using Agent-Based Modeling to Assess Liquidity Mismatch in Open-End Bond Funds’
(2017) 54 (5) Systems 1, 2.

52 US Securities and Exchange Commission, ‘U.S. Credit Markets Interconnectedness and the Effects of the
COVID-19 Economic Shock’ (2020) Division of Economics and Risk Analysis <https://www.sec.gov/files/US-
Credit-Markets_ COVID-19_Report.pdf> accessed 10 October 2020, 31.

53 Kalara and Zhang (n 47).

% ECB, ‘Financial Stability Review: Foreword’ (May 2019) <https://www.ecb.europa.eu/pub/financial-
stability/fsr/html/ech.fsr201905~266e856634.en.html#toc23> accessed 11 October 2020; Orcun Kaya and
Thomas Meyer, ‘Corporate Bond Issuance in Europe’ (2013) Deutsche Bank.

% Qlivier Darmouni and Melina Paputsi, ‘The Rise of Bond Financing in Europe’ (2022) ECB Working paper
No. 2663, 5 <https://www.ech.europa.eu/pub/pdf/scpwps/ecb.wp2663~06c26039e0.en.pdf> accessed 10
October 2020.

% European Commission, ‘Analysis of European Corporate Bond Markets’ (2017) 13.

57 ECB, ‘Financial Stability Review’ (n 47) “notes that the investment-grade corporate bond fund sectors in the
United States and Europe are comparable in size, while the high-yield sector is three times larger in the US.”
See also Kalara and Zhang (n 47) 12; European Commission, ‘Analysis of European Corporate Bond Markets’
(2017) 13.

%8 According to Kalara and Zhang (n 47) 5, in the Netherlands, “[w}]hile bank credit to non-financial firms has
stagnated during the past two decades, corporate bonds and venture capital markets have shown slight
increases.”
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the EU.*® The Netherlands and Sweden are examples of countries, where the main source of
corporate financing has recently, since 2016, transformed from bank-based to market-based
economies.%°

Notwithstanding the growth in the size of the European corporate bond markets, banks still
play pivotal and influential roles in both bank-based and market-based economies in the EU.
As Figure 3.1 illustrates,®* compared to the US and Japan, the level of bank concentration in
the EU market is higher, indicating that the EU market consists of fewer and bigger banks.
In the Netherlands, the country that is transforming towards becoming a market-based
economy, the level of bank concentration also remains high.
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Figure 3.1: Market share of the three largest banks. This figure is copied from Kalara and
Zhang.®

An additional noticeable trend in the US and the EU debt markets is the decline in the quality
of bonds, both in terms of the use of covenants,®® and issuance of low rated bonds. Compared
to the pre-2008 period, there has been a remarkable decrease in the use of key covenants for
speculative-grade (aka “non-investment grade” or “high yield”) bonds.®* In search for higher

% ECB, ‘Financial Stability Review’ (n 47).

60 Kalara and Zhang (n 47) 6-9.

61 1bid 35.

62 1hid.

83 Serfar Celik, Gul Demirtas, and Mats Isaksson, ‘Corporate Bond Market in a Time on Unconventional
Monetary Policy’ (2019) OECD Capital Market Series 6 <https://www.oecd.org/corporate/Corporate-Bond-
Markets-in-a- Time-of-Unconventional-Monetary-Policy.pdf> accessed 12 October 2020.

8 lbid. = According to  S&P  Global, ‘Guide to  Credit Rating  Essentials’
<https://www.spglobal.com/ratings/_division-assets/pdfs/guide_to_credit_rating_essentials_digital.pdf>
accessed 12 October 2020, any bond below BBB rating is considered non-investment grade, see also US
Securities and Exchange Commission, ‘Investment-grade Bond (or High-Grade Bond)’
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yields, the expansion of the bond market has been accompanied by an increase in the issuance
of low rated bonds, mostly in the BBB category or lower, at the expense of a decrease in AA
and AAA-rated bonds (Figures 3.2 and 3.3).%°
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Figure 3.2: BBB share of global investment grade corporate market. This figure is copied
from Bloomberg Barclays as of 28/06/2019.
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<https://www.investor.gov/introduction-investing/investing-basics/glossary/investment-grade-bond-or-high-
grade-bond> accessed 12 October 2020.

5 S&P Global, ‘Credit Trends: Global Corporate Debt Market: the State Of Play In 2020° (25 June 2020) <
https:/Amwww.spglobal.com/ratings/en/research/articles/200625-credit-trends-global-corporate-debt-market-state-of-play-in-
2020-11546901> accessed 12 October 2020.
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Figure 3.3: Global speculative-grade debt. Note: the data includes bonds, loans, and
revolving credit facilitates that are rated by S&P Global Ratings from financial and
nonfinancial sources. This figure is copied from S&P Financial Services.

In the US, over the last 10 years, the share of BBB-rated corporate bonds in the investment-
grade segment increased from about one-third to more than half today (Figure 3.4), the
majority of which are held by funds and insurers.®® Similarly, in the EU, over the last five
years, the BBB-rated corporate bonds have doubled in size and insurers and funds have
increased their exposures to such bonds and high-yield bonds (Figure 3.5).%
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Figure 3.4: US Corporate bond market ($bn). This figure is copied from CPR A, Datastream.

% Bastien Drut, ‘The US Corporate Debt Market: One of the Hot Topics for 2020 (CPR AM, 29 November
2019) <https://www.cpr-am.fr/retail/Local-content/Actualites-Presse-Recompenses/The-US-corporate-debt-
market-one-of-the-hot-topics-for-2020> accessed 12 October 2020; ‘US BBB-Rated Bonds: A Primer’ (Black
Rock August 2019) <https://www.blackrock.com/corporate/literature/whitepaper/policy-spotlight-us-bbb-
rated-bonds-a-primer.pdf> accessed 12 October 2020.

67 Celik, Demirtas and Isaksson, ‘Corporate Bond Market Trends, Emerging Risks and Monetary Policy’ (n 38)
13-14 note that BBB bonds now represent a large and increasing part of non-banks corporate bond holdings of
non-financial institutions. In the euro area, as of 2018, the BBB-rated bonds accounted for 40% for insurance
corporations and pension funds and 35% for investment funds as of end-2018, compared with 33% and 31% as
of end-2013, respectively; ECB, ‘Financial Stability Review’ (n 47).
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Figure 3.5: Bond market size and bank holdings in Europe. This figure is copied from
Breckenfelder and Ivashina.®®

While the global senior secured bond market has experienced substantial growth since the
financial crisis,® the bond markets in both the US and the EU are mainly composed of
unsecured bonds.

Europe us

Figure 3.6: High yield new issuance. This figure is copied from S&P high-yield weekly
review. As of December 31, 2018.7°

Benmelech and others demonstrate that the decline in the share of secured debt in the capital
structure of publicly-traded corporations is driven by improvements in accounting,
information, and legal protections that gave unsecured creditors greater confidence in their

8 Johannes Breckenfelder and Victoria Ivashina, ‘Bank Balance Sheet Constraints and Bond Liquidity’ (2021)

ECB Working paper series No. 2589
<https://www.ech.europa.eu/pub/pdf/scpwps/ech.wp2589~2fdal8e5ca.en.pdf> accessed 7 March 2022.
69 ‘Global Senior Secured Bonds’ (December 2018) Barings

<https://bwebprod.blob.core.windows.net/assets/user/media/BGSSB_FAQ_US_FINAL.pdf> accessed 12
October 2022.
 1bid.
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debt claims. Nevertheless, since unsecured debt is strongly procyclical (Figure 3.7), senior
secured bonds may relatively grow faster than unsecured bonds in times of recession as they
guarantee a higher recovery rate. In the US, for instance, between 1990 and 2017, in case of
defaults, senior secured bond recovery rates averaged 58% while the senior unsecured bond
recovery rates averaged 43%."2
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Figure 3.7: Secured and unsecured firm creditors over the business cycle (US data, 1981-
2012). This figure is copied from Miners and others.”

Notwithstanding the increased role of non-bank lenders and the trends towards bond market
development, secured bank financing still plays a dominant role in debt markets.” There is,
however, a very notable trend in bank financing. As Figure 3.8 illustrates, there has been a
sharp increase in the total volume of leveraged loans since 2012.” Through the end of 2019,

"l Costas Azarriadis, ‘Credit Cycles and Business Cycles’ (2018) 100 (1) Federal Reserve Bank of St. Louis
Review 45 <https://files.stlouisfed.org/files/htdocs/publications/review/2018/01/10/credit-cycles-and-
business-cycles.pdf> accessed 13 October 2020; Costas Azarriadis, Leo Kaas and Yi Wen, ‘Unsecured Firm
Debt and the Business Cycle’ (VOXEU, 4 April 2015) <https://cepr.org/voxeu/columns/unsecured-firm-debt-
and-business-cycle> accessed 13 October 2020.

72 Scott Miners and others, ‘High-Yield and Bank Loan Outlook Not Too Soon to Think About Defaults and
Recovery Rates’ (April 2018) Guggenheim Investment 6 <https://www.hvst.com/posts/high-yield-and-bank-
loan-outlook-not-too-soon-to-think-about-defaults-and-recovery-rates-X34TPPKx> accessed 14 October
2020.

3 bid.
"4 ECB, ‘Non-bank financial intermediation in the euro area: implications for monetary policy transmission and
key vulnerabilities’ (2021) Occasional paper series No. 270

<https://www.ech.europa.eu/pub/pdf/scpops/ecb.op270~36f79cd6ca.en.pdf?ce832a0ae0b29bfe7a6dfec2536b
6c3b> accessed 14 October 2020 notes “the importance of bank loans in the financing structure of euro area
NFCs has decreased relative to that of debt securities. Despite this reduction, bank loans remain the most
important source of debt financing for NFCs in the euro area.”

5 According to the ESMA, ‘Financial Stability Leveraged Loans, CLOs — Trends and Risks’ (2019) 2, ftn 84
<https://www.esma.europa.eu/sites/default/files/trv_2019_2-leveraged_loans_clos_trends_and_risks.pdf>
accessed 16 October 2020, "[l]everaged loans are loans to highly indebted firms, where the total debt to
earnings ratio before interest, tax, depreciation and amortisation (EBITDA) is higher than 4x, and the borrowing
firm is not an investment grade borrower. Leveraged loans are usually secured loans and are senior to bonds in
case of default of the  borrower.” ‘Leveraged  Loan  Primer’ (Pitch ~ Book)
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the global leveraged loan market grew on net to $5 trillion, $4 trillion of which was in
advanced economies.
o0 North America
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Figure 3.8: Outstanding leveraged loans (in USD bn). This figure is copied from the IMF."®

In light of the described trends in the debt market and the effort towards developing the
European bond market, insight in the economic implications of strengthening the legal rights
of banks resulting in weakening the legal position of unsecured bondholders is essential.

3 Position of secured creditors in reorganization under the Directive on
Preventive Restructuring Frameworks

The power balance between different creditors, outside formal insolvency and reorganization
procedures, is determined to a large extent by their relative position in case of liquidation or
reorganization. This section provides a descriptive analysis of the dynamics of strengthening
the legal rights of secured creditors in reorganization procedures.

As part of the CMU Action Plan, the EU introduced the 2019 Directive on Preventive
Restructuring Frameworks as a mechanism to prevent or overcome the financial distress of
viable corporations that are likely to become insolvent.

The primary aim of reorganization is the maximization of value for the entire body of
creditors.”” In reorganization, the debtor generally remains in possession of assets and

<https://www.spglobal.com/marketintelligence/en/pages/toc-primer/lcd-primer#sec2> accessed 16 October
2020.

6 IMF, ‘Global Financial Stability Report’ (April 2020) 31.

7 Charles W Mooney, ‘The (Il)Legitimacy of Bankruptcies for the Benefit of Secured Creditors’ (2015)
University of Illinois Law Review 735, 753 notes “[b]ankruptcy has traditionally been a collective proceeding
with the goal of enhancing recoveries for unsecured creditors beyond those that state court remedies could
provide to the creditors as a body.” Tomas H Jackson, The Logic and Limits of Bankruptcy Law (Harvard
University Press 1986) 27-33; Melissa B Jacoby and Edward Janger, ‘Tracing Equity: Realizing and Allocating
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continues the day-to-day operation of the business. The debtor in possession (DIP) character
of reorganization procedures and the existence of several tools thereof allow firms to capture
a higher going concern value in excess of the liquidation value (aka “the reorganization
surplus value™). The common examples of such tools are a stay on individual enforcements,
continuation of business during the proceeding, interim financing, the possibility to use, sell,
or lease assets, and a debt for equity swap. In light hereof, a reorganization procedure, in
order to be effective in achieving its goal, may demand several limitations to outside
reorganization rights of creditors but of course requires a proper balance.

The legal rights of secured creditors are important in order to understand the power balance
of secured creditors vis-a-vis shareholders and unsecured creditors. Outside reorganization,
secured creditors are generally entitled to foreclose on collateral, often with limited or no
court involvement, and have a priority right over the proceeds of their collateral.”® In
reorganization, secured creditors have a strong position thanks to their security interests.
There are, however, a number of limitations and checks and balances in reorganization
procedures. In a formal reorganization proceeding, secured creditors may be unable to
foreclose on their collateral due to the stay on individual enforcement actions and the right
of the debtor in possession to use, sell, or lease encumbered assets. Against this backdrop,
reorganization regimes generally encompass rules to safeguard secured creditors against a
potential decline in the value of their collateral and uphold their security rights.”
Furthermore, unlike other debt enforcement procedures, where secured creditors are entitled
to the proceeds from the sale of assets in the form of cash payment, in reorganization the
outcome of the negotiation mainly determines both the value entitlement of creditors and the
form of payment. The existence of value distribution rules such as the no-creditor worse-off
(NCWO) test and default distributional rules are meant to ensure that creditors are not worse
off under a restructuring plan than in the case of an alternative scenario (i.e. liquidation), and
uphold their pre-insolvency entitlements, respectively.&

Value in Chapter 11° (2018) 96 Texas Law Review 673, 682. The EU Directive on Preventive Restructuring
Frameworks seeks to serve a wider variety of interests such as mitigating both uneven conditions for access to
credit, and uneven recovery rates, saving jobs, and preventing the build-up of non-performing loans. See
Recitals 1, 3 and 8 EU Directive on Preventive Restructuring Frameworks.

8 For more in-depth analysis see Chapter 1 of this dissertation; Maryam Malakotipour, ‘Reorganization: A
system of all for one?’ (2022) 31 (5) Norton Journal of Bankruptcy Law and Practice 590.

" The checks and balances are extensively covered in Chapter 1 of this dissertation. Examples of such
safeguards are the requirement of the adequate protection of secured creditors (i.e. section 361 US Bankruptcy
Code) and the no-creditor worse-off principle (section 1129 (a) (7) US Bankruptcy Code and Article. 10 (2) (d)
EU Directive on Preventive Restructuring Frameworks.

8 A detailed discussion as to the position of secured creditors in reorganization proceedings is out of the scope
of the present chapter. For elaborated discussions in this respect see chapter 1; Malakotipour (n 78).
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Under the EU Directive member states are conferred with substantial leeway in deciding how
they want to achieve its objectives and maintain a power balance in reorganization.! I discuss
the following three patterns of opportunistic behavior in reorganization that put such
proceedings at risk of running for the interest of secured creditors and at expense of other
creditors’ interests, namely i) the conversion of reorganization to an asset foreclosure
mechanism, ii) opportunistic uses of interim financing by interim lenders and iii) alliances of
secured creditors and shareholders inside a reorganization procedure. In light of the extensive
experience of the US with reorganization, | will make references to the approaches of the US
reorganization regime as to dealing with the addressed three practices.

3.1 Reorganization as a foreclosure mechanism

The Directive allows national legislators to provide debtors with distinct possible means to
reorganize their debts.®? The first approach is the conventional reorganization procedure that
member states are mandated to introduce. In the case of a conventional reorganization
procedure, the debtor continues using critical assets during and after reorganization and
renegotiates its (non-) contractual relationships with impaired parties to create a new capital
structure. Generally, the outcome of negotiations among parties, which are conducted in light
of reorganization rules, determines the value distribution among parties. The second means
of reorganization is the sale of all or substantially all of the assets pursuant to a plan of
reorganization and the distribution of proceeds from the sale. The third approach, that
member states may opt to introduce, is the possibility to sell the enterprise as a whole in the
context of reorganization proceedings.®®

The going concern sale of enterprise in a reorganization procedure may be a feasible
approach to maximize the reorganization value. Due to the DIP characteristic of
reorganization procedures under the Directive, the debtor would have more flexibility
compared to liquidation proceedings. The possibility to sell the enterprise as a going concern
before plan confirmation avoids considerable cost and delays, in particular, with respect to
assets or businesses that are rapidly losing value.®* The other side of the coin is that senior

81 Emilie Ghio and others, ‘Harmonizing Insolvency Law in the EU: New Thoughts on Old Ideas in the Wake
of the Covid-19 Pandemic’ (2021) 30 (3) International Insolvency Law Review 9; David Ehmke and others,
‘The European Union Preventive Restructuring Framework: A Hole in One?” (2019) 28 (2) International
Insolvency Review 18.

82 Recital 2 EU Directive on Preventive Restructuring Frameworks.

8 Recital 2 EU Directive on Preventive Restructuring Frameworks reads as follows: Restructuring should
enable debtors in financial difficulties to continue business, in whole or in part, by changing the composition,
conditions or structure of their assets and their liabilities or any other part of their capital structure — including
by sales of assets or parts of the business or, where so provided under national law, the business as a whole —
as well as by carrying out operational changes. (...)”.

8 Melissa Jacoby and Edward J Janger, ‘Ice Cube Bonds: Allocating the Price of Process in Chapter 11
Bankruptcy’ (2014) 123 Yale Law Journal 862.
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creditors (i.e. secured creditors) generally have the incentive to sell the enterprise in a quick
sale even if it has greater going concern value after reorganization.

In the US, the going concern sale of enterprise prior to the confirmation of a reorganization
plan is widely practiced.®® Section 363 of the US Bankruptcy Code permits the sale of a
debtor’s assets free and clear from security interests.?® According to Section 363 (b), asset
sales that are not in the ordinary course of business (i.e. the sale of the enterprise or core
assets) can take place with court approval after “notice and hearing.” Other creditors are
entitled to lodge objections against potential sale of assets that are not in the ordinary course
of business. In most section 363 sale procedures, junior creditors file objections as they have
an incentive to block the quick sale in favor of reorganization even when the sale has a higher
expected return for the estate. Generally, US courts approve requests for the sale that are
outside the ordinary course of business if there is a plausible business justification.®’

The experience of the US Chapter 11 reveals two major issues surrounding the sale of
enterprises in the context of reorganization, and before plan confirmation. First, the quality
of the sale process has steadily decreased over time.28 This may inhibit having a thorough
auction process, and a sufficient opportunity for notice, objections, and hearings on both the
auction process and sale transaction. Also, as a result of the decrease of the quality of the sale
process, the debtor would not have sufficient time to explore the possibility of using
alternative means for reorganizing its debt.8® The second issue is the absence of protections
incorporated into Section 1129 (i.e. value distribution rules) that other creditors could
otherwise be entitled to in a conventional reorganization plan confirmation procedure.*

Based on Section 363, where a secured creditor holds security interests on the entire assets
of a debtor, the creditor would be entitled to the proceeds of the sale, up to the value of the
claim. As extensively discussed in chapter 1, in case of a section 363 sale, the secured creditor
would be entitled to a higher value compared to a case where the debtor retains its assets and

8 Douglas G Baird and Robert K Rasmussen, ‘The End of Bankruptcy’ (2002) 55 Stanford Law Review 751;
In re Chrysler LLC, 576 F.3d 108, 113 (2d Cir. 2009) discussing trend of section 363 sales replacing
conventional Chapter 11 reorganizations.

8 Michelle Harner, ‘Final Report of the ABI Commission to Study the Reform of Chapter 11° (2014) Book
Gallery <http://digitalcommons.law.umaryland.edu/books/97> (‘ABI report’) 200; David A Skeel,
‘Rediscovering Corporate Governance in Bankruptcy’ (2015) 87 Temple Law Review 1021, 1028-1029.

87 Stephanie Ben-Ishai and Stephen J Lubben, ‘Sales or Plans: A Comparative Account of the “New” Corporate
Reorganization’ (2011) 56 McGill Law Journal 591.

8 ABI report (n 86) 84.

8 Ibid. In this respect, Jessica Uziel, ‘Section 363(b) Restructuring Meets the Sound Business Purpose Test
with Bite: An Opportunity to Rebalance the Competing Interests of Bankruptcy Law’ (2011) 159 University of
Pennsylvania Law Review 1189, 1214 notes “[s]ection 363 sales’ expedited process and lesser disclosure
requirements make investigation of the purchaser’s behavior vital in order to protect creditors, equity security
holders, and debtors from exploitation. Increased potential for abuse threatens creditors’ interests as well as the
debtor’s ability to maximize the value of the estate.”

% ABI report (n 86) 84.
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pursues a conventional reorganization procedure.®® This could exacerbate secured creditors’
bias in favor of section 363 sales even if the alternative means of reorganization could result
in capturing a higher going concern value.

The Directive does not provide for rules as to the regulation of the sale procedure and value
distribution in the case of the sale of enterprises in the context of reorganization proceedings.
The absence of regulations in these respects would risk converting reorganization procedures
into asset foreclosure mechanisms and facilitate collusive deals between incumbent
managers, senior creditors and potential buyers.®2

An even more problematic issue is that the Directive does not provide any guidance regarding
the value entitlement of secured creditors in general, let alone in case of asset sales. National
legislators have adopted different approaches in this respect. For instance, under German
law, there are no rules in place as to the value entitlement of secured creditors. Dutch law,
on the other hand, provides for specific rules. Based on Dutch law, the maximum value that
secured creditors can claim on account of holding security interests in a reorganization
proceeding is equal to the value that is expected to be obtained by secured creditors in a
bankruptcy (“faillissement”) case.®® Notwithstanding the existence of the robust approach of
the Dutch legislator as to the value entitlement of secured creditors, there are efforts to tip
the scales in favor of secured creditors to strengthen secured creditors’ position.*

3.2 Interim financing

One of the key features of DIP reorganization procedures is the possibility to raise interim
financing in order to continue the day-to-day operations of the business during such
proceedings.®® While access to interim financing is essential to facilitate reorganization, there

%1 Under Section 506 (a) US Chapter 11 Bankruptcy Code, the value of secured creditors’ collateral has to be
determined in light of the purpose of the valuation and the proposed disposition or use of such property Section
506 (a) US Chapter 11 Bankruptcy Code.

%2 For an in depth discussion see Jacoby and Janger, ‘Ice Cube Bonds: Allocating the Price of Process in Chapter
11 Bankruptcy’ (n 84). Tabb, ‘The Bankruptcy Clause, the Fifth Amendment, and the Limited Rights of Secured
Creditors in Bankruptcy’ (n 18) 768 notes “[c]ontrolling secured lenders often use chapter 11 as a vehicle to
foreclose on their assets. Traditional corporate reorganizations are becoming a rara avis; the strongly emerging
norm is for debtors to be liquidated in speedy ‘§ 363 sales,’ the reference being to the Bankruptcy Code section
authorizing sales. This practice has become so prevalent that a coauthor and I have spoken of the ‘new ‘Chapter
3’ reorganization.”

% Section 374 (4) Dutch Bankruptcy Act. Depending on the yield expectation in the case of a hypothetical
liquidation scenario, the determination of the secured claim of secured creditors would be based on the going
concern or piecemeal liquidation value.

% See, for instance, Frank M J Verstijlen, ‘Whoa: Omkering van Waarden’ (2020) 27 Nederlands Juristenblad
1943, 1948-1950; Arpi Karapetian, Leos Lennarts and Frank M J Verstijlen, ‘De Positiec van Concurrente
Schuldeisers in Faillissement” (Rapport aan het WODC uitgebracht door Rijksuniversiteit Groningen, 2020);
Sebastian van den Berg, ‘De Waarde van het Onderpand Onder de WHOA (on)terecht Gebaseerd op
Liquidatiewaarde?’ (2020) 31 Tijdschrift voor Insolventierecht.

% See for instance, Iftekhar Hasan, Gabriel G Ramirez and Gaiyan Zhang, ‘Lock-in Effects in Relationship
Lending: Evidence from DIP Loans’ (2019) 51 (4) Journal of Money, Credit and Banking 1021, 6
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is a risk of opportunistic use by interim financing lenders. Prepetition secured creditors
generally are the main sources of financing for debtors during reorganization.®® Below, |
address three possibilities for the opportunistic use of interim financing.

Literature and empirical evidence suggest that prepetition secured creditors increase their
control over reorganization proceedings through interim financing covenants.®” The
dominance of secured creditors over reorganization would undermine the power balance that
reorganization regimes seek to strike in such proceedings.

The second example of opportunistic use of interim financing is that lenders may require
postpetition facilities in exchange for providing the financing. The effect of postpetition
financing facilities is that they “provide additional protection to the prepetition lenders on
their prepetition claims against the estate.”®® US courts subject postpetition financing facility
provisions to reversal if lack of good faith is established.®® However, it is difficult to
challenge arm’s length transactions on the basis of lack of good faith.!%° Also, due to the
absence of sufficient legislative guidance, case law as to the permissibility of postpetition
facility provisions is split and these practices are disfavored only by some courts.%

Another possibility for opportunistic use of interim financing is a loan-to-own strategy.
Under the loan-to-own strategy, the lender does not lend money with the aim of receiving
repayment with interest but instead seeks to gain control over either the debtor itself or its
assets through a debt to equity swap or credit bidding.1%2

<http://ssrn.cm/abstract=1785685> accessed 17 April 2022 suggesting that in the US companies with DIP
financing are more likely to emerge from Chapter 11 as a going concern business.

% Charles J Tabb, ‘What’s Wrong with Chapter 11° (2019) (University of Illinois College of Law Legal Studies
Research paper 19-15) 1, 14; ABI report (n 86) 74-75.

% Kenneth M Ayotte, Edith S Hotchkiss and Karin S Thorburn, ‘Governance in Financial Distress and
Bankruptcy’ in Mike Wright (eds), The Oxford Handbook of Corporate Governance (Oxford University Press
2013); Kenneth Ayotte and Jared A Ellias, ‘Bankruptcy Process for Sale’ (2022) 39 (1) Yale Journal on
Regulation 1; James Nany, 'Strings Attached to Bankruptcy Loans Persist, Irking Creditors’ (3 May 2022)
Bloomberg law < https://news.bloomberglaw.com/bankruptcy-law/strings-attached-to-bankruptcy-loans-
persist-irking-creditors> accessed 14 May 2022; Jonathan C Lipson, ‘The secret life of priority: corporate
reorganisation after Jevic’ (2018) 90 Washington Law Review <https://papers.ssrn.com/sol3/pa-
pers.cfm?abstract_id=3056522> accessed 14 May 2022.

% ABI report (n 86) 74; Tabb, ‘What’s Wrong with Chapter 11” (n 96) 15.

% Section 364 (e) US Chapter 11 Bankruptcy Code; ABI report (n 86) ftn 293.

100 Rolef de Weijs and Meren Baltjes (n 102) 251 discuss this matter in the context of the Draft EU Directive
on Preventive Restructuring Frameworks.

101 For examples of cases where postpetition facilities are disfavored by courts see In re Cooper Commons,
LLC, 430 F.3d 1215 (9th Cir. 2005); In re Ellingsen MacLean Oil Co., 834 F.2d 599 (6th Cir. 1987); In re
Texlon Corp., 596 F.2d 1092 (2d Cir. 1979). Examples of cases allowing post-petition facilities; In re
Fontainebleau Las Vegas Holdings, LLC, 434 B.R. 716 (S.D. Fla. 2010); In re Uno Rest. Holdings Corp., Ch.
11 Case No. 10-10209 (MG) (Bankr. S.D.N.Y. 2010). For an in-depth overview see ABI report (n 86) ftn 293.
102 Rolef de Weijs and Meren Baltjes, ‘Opening the Door for the Opportunistic Use of Interim Financing: A
Critical Assessment of the EU Draft Directive on Preventive Restructuring Frameworks’ (2018) 27
International Insolvency Law Review 223, 228-230; Ralph Brubaker, ‘Credit Bidding and the Secured
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The Directive requires member states to facilitate interim financing and protect it from
transaction avoidance.®® There is, however, a lack of harmonization with respect to cases
that involve opportunistic uses of interim financing. Based on the Directive, the protection
of interim financing from avoidance actions should be without prejudice to other grounds for
declaring interim financing provisions void, voidable or unenforceable, or for triggering civil,
criminal or administrative liability for providers of such financing.%* The Directive provides
examples of such grounds, which “include, among other things, fraud, bad faith, a certain
type of relationship between the parties which could be associated with a conflict of interest,
such as in the case of transactions between related parties or between shareholders and the
company, and transactions where a party received value or collateral without being entitled

to it at the time of the transaction or in the manner performed.”%®

3.3 Alliance between secured creditors and shareholders

A fundamental principle in corporate law and insolvency law is that shareholders are residual
claimants in case of insolvency. In the context of reorganization procedures, the Absolute
Priority Rule (APR) is meant to uphold this key principle. The APR is a traditional safeguard
to prevent shareholders from retaining value unless the requisite majority of creditors, as a
class, consent. Under the APR, “when a firm owes more than its assets are worth, the
shareholders receive nothing unless the creditors consent”.X% The APR has a rich history in
corporate reorganization, especially in the US Chapter 11.1%

In practice, shareholders may receive value ahead of dissenting classes of creditors through
‘gifting’. Gifting relates to the transfer of value, typically, from secured creditors to
shareholders to gain some kind of cooperation from the recipient, “in the form of support
during the confirmation process, support for the reorganized debtor after confirmation, or
both.”%® The permissibility of gifting is extensively disputed both in literature,*® and before

Creditor’s Baseline Distributional Entitlement in Chapter 11’ (2012) 32 (7) Bankruptcy Law Letter 1; ABI
report (n 86) 202.

103 Recitals 67 and 68 and Article 17 EU Directive on Preventive Restructuring Frameworks.

104 Recital 67 EU Directive on Preventive Restructuring Frameworks.

105 1hid.

1% Douglas G Baird and Thomas H Jackson, ‘Bargaining after the Fall and the Contours of the Absolute Priority
Rule’ (1988) The University of Chicago Law Review 738. Section 1129 (b) (2) (B), which formally articulates
the Absolute Priority Rule (APR). The APR is a default distributional rule, based on which a dissenting class
of unsecured claimholders must “be paid in full before any lower ranking creditor or shareholder may receive
anything under a reorganization plan.

107 Section 1129 (b) US Bankruptcy Code.

1% Timm (n 28) 1653-1654. For a discussion of the history and mechanics of gifting see Daniel J Bussel and
Kenneth N Klee, ‘Recalibrating Consent in Bankruptcy’ (2009) 83 American Bankruptcy Law Journal 663.

109 Frederick Tung and Mark J Roe, ‘Breaking Bankruptcy Priority: How Rent-Seeking Upends the Creditors'
Bargain’ (2013) 99 Virginia Law Review 1235; Timm (n 28); Lipson (n 97); Harvey R Miller and Ronit J
Berkovich, ‘The Implications of the Third Circuit's Armstrong Decision on Creative Corporate Restructuring:
Will Strict Construction of the Absolute Priority Rule Make Chapter 11 Consensus Less Likely?’ (2006) 55
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US courts.*1? As there is no statutory provision in the US Chapter 11 as to the permissibility
of gifting, courts’ approach in this respect is split. Only some US courts prohibit gifting by
reasoning that the transfer of value from secured creditors to shareholders while the middle
classes are not paid in full, would be in violation of the APR.!!! The decision of the US
Supreme Court in Jevic,'*2 an attempted class-skipping case, highlighted the essential
function of the APR as a safeguard against potential collusion between senior creditors and
shareholders. According to the US Supreme Court in Jevic, the APR is meant to "enforce a
distribution of the debtor's assets in an orderly manner ... in accordance with established
principles rather than on the basis of the inside influence or economic leverage of a particular
creditor."**® While Jevic case does not directly relate to gifting,!** the decision of the US
Supreme Court reaffirms that the APR is “the cornerstone of reorganization practice and

theory.”115

The Directive allows member states to make a choice between the Absolute Priority Rule
(ARP) and a Relative Priority Rule (EU RPR).1!® Under the EU RPR, there is a possibility to
transfer value from unsecured creditors to more junior classes such as shareholders as long
as the unsecured creditors are treated more favorably. In fact, debt renegotiation without the
APR exposes unsecured creditors to massive write-offs. Under the EU RPR, unsecured
creditors’ position would be more vulnerable to potential alliances between secured creditors
and shareholders.

The overview of the Directive suggests while the EU seeks to harmonize reorganization
regimes across the EU member states, it hardly provides for safeguards against the
conversion of reorganization to an asset foreclosure mechanism, opportunistic uses of interim

American University Law Review 1345; Reuben E Dizengoff, ‘Beyond Gifting: Harmonizing the Devolution
of Reorganization Plan Gifts and the Evolution of Sale Gifts’ (2017) 39 Cardozo Law Review 787; Sally
Mcdonald Henry, ‘Chapter 11 Zombies’ (2017) 50 Indiana Law Review 579, 600-615; Lea M Eisenberg,
‘Gifting and Asset Reallocation in Chapter 11 Proceedings: A Synthesized Approach’ (2010) 29 American
Bankruptcy Institute Journal 50; Anthony J Casey, ‘Chapter 11°s Renegotiation Framework and the Purpose of
Corporate Bankruptcy’ (2020) 120 Columbia Law Review 1709.

110 For examples of cases where gifting was permitted see In re MCorp Fin., Inc., 160 B.R. 941, 960 (S.D. Tex.
1993); In re Genesis Health Ventures, Inc., 266 B.R. 591, 618 (Bankr.D.Del.2001); In re ICL Holding Co., Inc.,
802 F.3d 547, 555 (3d Cir. 2015). For examples of cases where courts prohibited gifting see DBSD North
America, 2nd Circuit Court, No. 10-1175 (2011); In re Armstrong World Indus., Inc., 432 F.3d 507 (3d Cir.
2005); cf, In Hargreaves v. Nuverra Environmental Solutions Inc., 590 B.R. 75 (D. Del. 2018).

111 See, for instance, DBSD North America, 2nd Circuit Court, No. 10-1175 (2011); In re Armstrong World
Indus., Inc., 432 F.3d 507 (3d Cir. 2005); cf, In Hargreaves v. Nuverra Environmental Solutions Inc., 590 B.R.
75 (D. Del. 2018).

12 Czyzewski v. Jevic Holding Corp, 137 S. Ct. 973 (2017) (hereinafter, Jevic); See also Lipson (n 97).

113 Jevic (n 112) (quoting US House of Representatives, no. 103-835, at 33 (1994)). See also Lipson (n 97) 646.
114 See in particular Lipson (n 97).

115 Jevic (n 112) 123.

116 Article 11 (1) (c) and Article 11 (2). Pursuant to Article 11 (1) (c), based on the EU RPR, (...) dissenting
voting class of affected creditors are treated at least as favourably as any other class of the same rank and more
favourably than any junior class.
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financing, and alliances between secured creditors and shareholders. In fact, not only the
Directive lacks rules to curb the risks of opportunistic behaviors by secured creditors, but the
introduction of the EU RPR would exacerbate these risks. These observations pinpoint the
tendency of the EU member states to allow secured creditors significant leeway in
reorganization, leading to strengthening the legal rights of secured creditors.

4 Microeconomics effects of strengthening secured creditors’ legal rights

In this section, | analyze potential microeconomics consequences of strengthening secured
creditors’ position in reorganization proceedings in the context of debtors’ relations with their
debt financiers.

In 84.1, | discuss the economic effects of strengthening secured creditors’ position in the
context of a more traditional debt structure, where only banks and passive unsecured creditors
are involved (“a two-layer construction of debt”). In particular, the implications of
strengthening the position of banks on access to secured credit and corporate governance are
discussed. Thereafter, in §4.2, | conduct the analyses with respect to corporations who are
seeking to have access or already have access to the bond market as an additional source of
debt financing, in line with the CMU plan goal (“a three-layer construction of debt™). In this
respect, the effects of the shift of legal rights in favor of secured creditors on firms’ access to
bond financing and bank financing in a non-competing loan market are examined.

4.1  The case of a two-layer construction of debt

The focus of this part is on a more traditional debt structure, in cases where a corporate’s
capital structure is composed of two types of creditors:

1) banks, with secured tradable claims; and
2) unsecured, passive creditors, without easily tradable claims.
4.1.1 Corporate governance in a two-layer construction of debt

Unsecured creditors who are neither financial lenders nor do they play an active role in
screening are referred to as passive unsecured creditors. Examples of such types of creditors
are trade creditors and tax claim holders, and involuntary creditors such as tort claim holders.
This category of creditors does not have the opportunity or sufficient bargaining power to
fully price credit risk. By extension, an increased risk of default is not reflected in the terms
of the contract or their position.!!” The classic example is trade credit (accounts payable), an

117 See extensively Mitchell A Petersen and Raghuram G Rajan, ‘The Benefits of Lending Relationships:
Evidence from Small Business Data’ (1994) 49 (1) The Journal of Finance 3. Lucian Bebchuk and Jesse M
Fried, ‘Further Thoughts and a Reply to Critics’ (1997) Cornell Law Review 1279, 1293-1303; Lucian Bebchuk
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important source of funding for most corporations. Trade creditors with weak bargaining
power will normally sell a large share of goods on credit on uniform terms, and will usually
offer a longer payment period, rather than seeking to impose penalties on delayed payments,
if at all.**® Buyers, with strong bargaining power, may even extend the payment period
beyond the agreed date and thereby expand the right side (liabilities side) of their balance
sheet. Trade creditors are, in fact, forced into the position of being suppliers of credit. In case
of the debtor’s default, unsecured creditors rank below secured creditors as to the value
contained in the encumbered assets.

Banks, on the other hand, are financial lenders with an active monitoring role. Banks typically
hold security rights. In general, security rights have three key characteristics: 1) the first
feature is a priority right over the proceeds of collateral.!*® Secured creditors have a secured
claim up to the value of the underlying asset, and for the remainder of their claim, if any,
they would have an unsecured claim; I1) the second common feature is a distinct procedure
to foreclose on the assets, often with very little and sometimes no court involvement;*2° [11)
the third critical element of security rights is the control function of secured creditors over
assets of a debtor through covenants.!?

The active screening and monitoring role of banks is crucial for funding. Close monitoring
Is critical, especially in the phase leading up to insolvency, where shareholders of limited
liability corporations have a clear incentive to embark on high-risk investments possibly with
a negative expected value.'?? Banks are sophisticated lenders with an ability to gather soft
information about firms, thereby reducing agency costs and incentivizing corporates to invest

and Jesse M Fried, ‘The Uneasy Case for the Priority of Secured Claims in Bankruptcy’ (1996) 105 (4) Yale
Law Review 857.

118 Daniela Fabbri and Leora F Klapper, ‘Bargaining Power and Trade Credit’ (2016) 41 Journal of Corporate
Finance 66. Petersen and Rajan (n 117).

118 Armour (n 20) 22; Lynn M LoPucki, ‘The Unsecured Creditor’s Bargain® (1994) 80 Virginia Law Review
1887, 1921; Teemu Juutilainen, Secured Credit in Europe: From Conflicts to Compatibility (Bloomsbury
Publishing 2018) 1; Yoram Keinan, ‘The Evolution of Secured Transaction’ (World Bank) 18
<https://documentsl.worldbank.org/curated/es/564371468780338375/310436360_20050276035800/additiona
I/wdr27827.pdf> accessed 18 April 2022.

120 Eric Dirix, ‘Remedies of Secured Creditors Outside Insolvency’ in Horst Eidenmiiller and Eva-Maria
Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 223; Armour (n 20) 19;
Moritz Brinkmann, “The Position of Secured Creditors in Insolvency’ in Horst Eidenmiiller and Eva-Maria
Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008) 249; LoPucki (n 119) 1921.
121 Jay L Westbrook, ‘The Control of Wealth in Bankruptcy’ (2014) 82 (4) Texas Law Review 795, 805 notes
as follows: (“...the vast and sophisticated literature of secured-credit and bankruptcy law has focused almost
exclusively on questions of priority, rather than on the problem of control of the process by which seizure, sale,
and distribution are achieved.”); See also, McCormack (n 23) 7.

122 Stewart Myers, ‘Determinants of Corporate Borrowing’ (1966) 5(2) Journal of Financial Economics 147;
Michael C Jensen and William H Meckling, ‘Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure’ (1976) 3 (4) Journal of Financial Economics 305. See also, De Weijs and Baltjes (n 102);
John Armour, Gerard Hertig and Hideki Kanda, ‘Transactions with creditors’ in Reinier Kraakman and others
(eds), The Anatomy of Corporate Law: A Comparative and Functional Approach (3" edn, OUP 2017) 109.
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in high-quality investments.*?® In return, thanks to their informational advantage, incumbent
banks can extract some monopoly rents.*?*

The right of banks to foreclose on collateral and debt covenants helps them to ensure the
corporate governance of the defaulting borrower. Generally, private debt agreements are
accompanied by tight, financial maintenance covenants, based on which the borrower must
comply with the terms on a regular basis.'>® Covenants allow banks to take decision rights
from shareholders in certain states of world.!®® A borrower’s failure to comply with a
covenant entitles the bank to certain remedies. The most extreme remedy is acceleration,
which will entitle the bank to foreclose on collateral.'?” An alternative remedy more
frequently used is renegotiation. The creditor may be able to trade a waiver of the default for
stronger contractual restrictions on the issuer’s activities.'?® As contracts are incomplete,*?®
using covenants allows creditors to trigger renegotiation in a state-contingent manner, based
on ex-post conditions.3® An empirical study by Nini et al**! illustrates the positive influence
of such renegotiations on enhancing the corporate governance of defaulting issuers and the
stock performance. Following a covenant violation there are positive changes to the behavior

123 Raghurman G Rajan. ‘Insiders and Outsiders: The Choice between Informed and Arms’-Length Debt’ (1992)
47 (4) The Journal of Finance 1367; Douglas W Diamond, ‘Financial Intermediation and Delegated Monitoring’
(1984) 51 (3) Review of Economic Studies 393.

124 Steven A Sharpe, ‘Asymmetric Information, Bank Lending, and Implicit Contracts: A Stylised Model of
Customer Relationships’ (1990) 45 (4) Journal of Finance 1069; Ernst-Ludwig Von Thadden, ‘Asymmetric
Information, Bank Lending and Implicit Contracts: the Winner’s Curse’ (2004) 1 (1) Finance Research Letters.
125 Michael C Jensen, and William H Meckling, ‘Agency Costs and the Theory of the Firm’ (1976) 3 (4) Journal
of Financial Economics 305. Marcel Kahan and Bruce Tiickman, ‘Private versus public lending: Evidence
from covenants’, in John D Finnerty and Martin S Fridson (eds), The Yearbook of Fixed Income Investing (Irwin
Professional Pub 1995); Chava and Roberts (n 21); Stuart C Gilson, and Jerlod B Warner, ‘Private versus Public
Debt: Evidence from Firms that Replace Bank Loans with Junk Bonds® (1998)
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=140093> accessed 19 April 2022. In Principle, borrowers
agree on stricter covenants in exchange for a lower loan spread, and vice-versa, see Steven L Schwarcz,
‘Rethinking Corporate Governance for a Bondholder Financed, Systemically Risky World” (2017) 58 (4)
Williams and Marry Law Review 1335, 1339.

126 Chava and Roberts (n 21); Roberts and Sufi (n 21); Jensen, and Meckling, ‘Agency Costs and the Theory of
the Firm’ (n 125).

127 Schwarcz (n 125).

128 | bid.

129 Oliver Hart and John Moore, ‘Foundations of Incomplete Contracts’ (1999) 66 (1) The Review of Economic
Studies 115.

130 David J Denis and Jing Wang, ‘Debt covenant renegotiations and creditor control rights’ (2014) 113 (3)
Journal of Financial Economics 348; Adam B Badawi, ‘Debt Contract Terms and Creditor Control’ (2018) UC
Berkeley Public Law Research Paper; Meradj Pouraghdam and Garence Staraci, ‘Chapter 11 Bankruptcy and
Loan Covenant Strictness’ (2017) Yale SOM Working Paper; Messod Beneish and Eric Press, ‘Costs of
Technical Violation of Accounting-Based Debt Covenants’ ( 1993) 68 (2) The Accounting Review 233; Kevin C
W Chen and K C John Wei, ‘Creditors' Decisions to Waive Violations of Accounting-Based Debt Covenants’ (
1993) 68 (2) The Accounting Review 218; Philippe Aghion and Patrick Bolton, ‘An Incomplete Contracts
Approach to Financial Contracting’ (1992) 59 (3) The Review of Economic Studies 473 discuss cases, where
contract renegotiation takes place in the absence of default.

181 Nini, Smith and Sufi (n 17) 1715.
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and decision makings of the borrower, driven by amended credit agreements that impose
stronger restrictions on firm decision making.**?

4.1.2 Implications of strengthening secured creditors’ legal right on access to secured credit
and corporate governance

Extensive scholarly research exists as to the potential advantages and disadvantages of
strengthening the legal rights of secured creditors, which are addressed below. The focus of
these studies is mostly on the position of secured creditors in liquidation.

Previous studies suggest that creditors’ legal enforcement rights are positively associated
with debt ownership concentration.'3 According to some scholars, it is desirable to permit a
concentrated secured creditor to exercise control rights over the recovery process. EXx-post,
the priority right of the secured creditor and its control over enforcement would deter
unsecured creditors, which are generally dispersed and typically less well-informed about the
debtor company’s business, from making wasteful “race to collect” action and reduce
decision-making efficiency.!3* Based on this viewpoint, where the value of a company is
lower than a secured creditor’s claim, the right of the secured creditor to gain control over
the recovery process would be in the interest of the entire body of creditors as the
undersecured creditor has all the incentive to maximize the distressed debtor’s value. This
strand of research acknowledges that where the value of a company is greater than a secured
creditor’s claim, the secured creditor lacks an incentive to expend effort on realizing the
assets for more than the amount of the secured claim. However, according to scholars that
support permitting secured creditors to exercise high control rights, enforcement by a single
secured creditor may on average achieve outcomes that are not significantly different from a
more collectivized process by unsecured creditors. '

The other common argument in support of strengthening secured creditors’ legal rights
relates to the positive association between the degree of creditor protection and the
availability of credit.'®® In a competitive bank lending market, a potential advantage of
enhancing secured creditors’ protections in insolvency is that banks would ex-ante charge a

132 See also Chava and Roberts (n 21); Roberts and Sufi (n 21).

133 Benjamin Esty C and William L Megginson, ‘Creditor rights, enforcement, and debt ownership structure:
Evidence from the global syndicated loan market’ (2003) 38 (1) Journal of Financial and Quantitative Analysis
37; Daniela Maresch and Annalisa Ferrando and Andrea Moro, ‘Creditor protection, judicial enforcement and
credit access’ (July 2015) ECB Working paper series No. 1829.

133 Armour (n 20); Randal C Picker, ‘Security Interests, Misbehaviour, and Common Pools’ (1992) University
of Chicago Law Review 645; Armour (n 20); Armour, Hsu and Walters (n 20); Polo (n 20); Gennaioli and
Rossi (n 20).

135 Armour (n 20).

1% Chava and Roberts (n 21); Roberts and Sufi (n 21). Manove, Padilla and Pagano (n 22). For a counter
argument see Vikrant Vig, ‘Access to Collateral and Corporate Debt Structure: Evidence from a Natural
Experiment’ (2007) Columbia Business School Working paper.
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lower interest due to the decline in counterparty default risk.**’ Supporters of strengthening
bank protection perceive secured credit as the oil of the economy and the engine of economic
growth.®*® The underlying assumption made by proponents of facilitating access to secured
financing is that security rights foster productive finance and result in economic growth.
Examples of such types of wealth-enhancing financing are investments in asset production
and providing working capital finance.'® The revision to Article 9 of the US Commercial
Code (UCC) in 2001 is a manifestation of this point of view. The enhancement of
entrepreneurial activities and facilitating access to credit were the driving arguments to
expand the scope of the types of assets that can be encumbered under Article 9 UCC.140

Another strand of research discusses the costs of strengthening secured creditors’ legal rights.
Unlimited access to secured credit may result in collateral overhang. As the assets of a firm
are definite, a debtor may have to forgo a +NPV project because of the lack of unencumbered
assets to raise additional secured debt for this purpose. Asset encumbrance not only shifts
risks to unsecured creditors but also may lead firms to be unable to obtain liquidity.4

A wealth of theoretical and empirical literature contemplates that there is a negative
association between the degree of creditor protection and the level of monitoring by banks.'4?
The inverse association of the degree of creditor protection has been supported by research
following the credit reform in Brazil in 2004, that enhanced the position of secured creditors
to repossess collateral, resulted in the expansion of secured credit to riskier borrowers, with
lower spreads and longer maturities.**® As empirical studies suggest, the more creditor-
friendly an insolvency procedure is, the more creditors will seek to decrease their level of
loan monitoring outside of insolvency through an adjustment in covenant strictness.'** Since
monitoring is costly, the incentive of banks to engage in monitoring declines when there is
sufficient collateral to cover their claim and the creditor is entitled to a full priority right.14°

137 Tullio Jappelli, Marco Pagano and Magda Bianco, ‘Courts and banks: Effects of judicial enforcement on
credit markets’ (2005) 37 Journal of Money, Credit and Banking 223.

138 McCormack (n 23); Rafel LaPorta and others, ‘Law and Finance’ (1998) 106 (6) Journal of Political
Economy 1113; Charles W Mooney, ‘Insolvency Law as Credit Enhancement: A Closer Look at Global
Modernization of Secured Transaction Laws’ (2018) 27 Norton Journal of Bankruptcy Law and Practice 673;
Steven L Haris and Charles W Mooney, ‘A Property-Based Theory of Security Interests: Taking Debtor's
Choices Seriously’ (1994) 80 Virginia Law Review 2021.

139 Rolef J de Weijs, ‘Secured credit and its use: distinguishing between productive and non-productive credit’
in Rolef J de Weijs, Joost de Vries and Aart Jonkers (eds), Corporate Finance for Lawyers (Elgar 2023) 140-
173; ‘Leveraged Loan Primer <https:/pitchbook.com/leveraged-commentary-data/leveraged-loan-
primer#leveraged-loan> accessed 17 April 2022.

140 McCormack (n 23).

141 Donaldson and others (n 30).

142 Manove, Padilla and Pagano (n 22); Assungéo, Benmelech and Silva (n 22); Bricongne and others (n 16).
143 Assuncédo, Benmelech and Silva (n 22).

144 pouraghdam and Staraci (n 130).

145 There are forceful arguments against the full priority right of secured creditors, which are beyond the scope
of the present paper. See for instance, D Leebron, ‘Limited Liability, Tort Victims, and Creditors’ (1991) 91
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This concern is more severe with respect to the position of banks in reorganization. Where
banks have strong control rights in reorganization, there would be a further deterioration in
their incentive to closely monitor ex-ante. The growth in the global leveraged loan market as
illustrated in §2, and the increase in the net debt-to-EBITDA ratio of bank loans (Figures 3.9
and 3.10)'%% suggest that secured creditors lack the incentive to maintain high-quality
standards. Secured credit is increasingly used to facilitate high leverage of limited liability
corporations. These corporations use leveraged loans to reduce capital commitment by
shareholders or to conduct dividend recapitalization.'4’

Columbia Law Review 1565; Moritz Brinkmann, ‘The Position of Secured Creditors in Insolvency’ in Horst
Eidenmiller and Eva-Maria Kieninger (eds), The Future of Secured Credit in Europe (Walter de Gruyter 2008)
248. In Finland, for instance, secured creditors holding a floating charge as a security are only entitled to 50%
of their collateral value and the remainder value is divided between general unsecured creditors. See for
instance, Clas Bergstrom, Theodore Eisenberg and Stefan Sundgren, ‘On the Design of Efficient Priority Rules
for Secured Creditors: Empirical Evidence from a Change in Law’ (2004) 18 European Journal of Law and
Economics 273, 276 and ftn, 4; Barry E Adler, ‘A World Without Debt’ (1994) 72 (3) Washington University
Law Quarterly 811; Kathryn R Heidt, ‘Cleaning Up Your Act: Efficiency Considerations in the Battle for the
Debtor's Assets in Toxic Waste Bankruptcies’ (1988) 40 Rutgers law review 819, 851-63. Germany provides
for a Kostenbeitrage, sharing in costs.

146 Next to the sharp increase in the total volume of leveraged loans, the credit quality of leveraged loans is
deteriorating. First, there has been an increase in the net debt-to-EBIDTA ratio of leveraged loans. In the US,
while 45% of leveraged loans were granted to companies whose net debt-to-EBIDTA ratio was 5 in 2007, this
proportion was more than 60% at the beginning of 2019. See Bastien Drut, ‘The US Corporate Debt Market:
One of the Hot Topics for 2020° (CPR, 29 November 2019) < https://www.cpr-am.fr/retail/Local-
content/Actualites-Presse-Recompenses/The-US-corporate-debt-market-one-of-the-hot-topics-for-2020>
accessed 20 April 2022. Similarly, in the EU, almost half of the underwritten loans in 2019 had leverage levels
at origination exceeding six times EBITDA. See ECB, ‘Leveraged lending: banks exposed to risks amid
COVID-19 (13 May 2020)
<https://www.bankingsupervision.europa.eu/press/publications/newsletter/2020/html/ssm.nl200513.en.htm1>
accessed 20 April 2022.

147 FSB, ‘Vulnerabilities associated with leveraged loans and collateralised loan obligations’ (December 2019)
<https://www.fsb.org/2019/12/vulnerabilities-associated-with-leveraged-loans-and-collateralised-loan-
obligations/> accessed 20 April 2022; Ricardo J Caballero,Takeo Hoshi and Anil K Kashyap, ‘Zombie Lending
and Depressed Restructuring in Japan® (2008) 98 (5) American Economic Review 1943; Joe Peek and Eric S
Rosengren, ‘Unnatural Selection: Perverse Incentives and the Misallocation of Credit in Japan’ (2004) 95 (4)
American Economic Review 1144; Adler and Capkun (n 40); Rolef J de Weijs, ‘Secured Credit and its Use:
Distinguishing Between Productive and Non-Productive Credit’ (n 23) 140-173; Elizabeth Warren, ‘Warren
Presses  Regulators on Risks in Leveraged Lending Market” (18 November 2018)
<https://www.warren.senate.gov/oversight/letters/warren-presses-regulators-on-risks-in-leveraged-lending-
market-> accessed 20 April 2022; Jeffery S Philips and TJ Hope, ‘The Comeback of the Dividend Recap’
(Could Front 2012).
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Figure 3.9: Distribution of large institutional leveraged loan volumes by debt-to-EBITDA
ratios. This figure is copied from CPR AM, Datastream.
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Figure 3.10: Newly underwritten transactions by leverage level. This figure is copied from
ECB Banking Supervision.

Allowing banks to obtain more value in insolvency proceedings, in particular in
reorganization procedures where banks already exercise pervasive control, will result in an
ex-ante deterioration in the effectiveness of their monitoring function. When the prospect of
value recovery of banks in a reorganization proceeding is relatively higher compared to
liquidation procedures, the credibility of the threat of acceleration in case of a covenant
breach would be reduced from the perspective of the debtor since banks themselves would
be better-off in reorganization. Where there is a possibility that banks and shareholders build
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alliances, the issue of the deterioration in both the credibility of the threat of enforcement,

and banks’ monitoring would be exacerbated.'*®

Overall, in a two-layer construction of debt, where banks and trade creditors are involved,
excessive protection of banks in reorganization would have negative effects on banks’
incentive to engage in monitoring and would deteriorate the effectiveness of banks’
monitoring function. In such a case, the involvement of banks in a two-layer construction of
debt may not only be ineffective in deterring the borrower from engaging in risk shifting but
also foster unproductive financing*® at the expense of unsecured creditors that are forced
into the position of being suppliers of credit.

4.2  The case of a three-layer construction of debt

84.1.1 and 84.1.2 considered the case of a straightforward capital structure with only two-
layers of debt, namely secured banks’ claims and unsecured tradable claims.

In line with the CMU Action Plan, the EU seeks to foster sources of debt finance beyond
bank finance by creating a well-functioning bond market. As discussed (81.1), there are
merits in having a diverse capital structure for both microeconomics and stability reasons.
Notably, corporates’ access to bond financing next to bank financing reduces the cost of
access to financing, tackles the issues of overinvestment and under-investment, and
provides stable funding.

In this sub-section, | analyze the consequences of strengthening the legal rights of secured
creditors, in cases where a corporate’s capital structure is composed of three types of
creditors:

1) banks, with secured tradable claims;

2) active unsecured bondholders; and

3) unsecured, passive creditors, without easily tradable claims.
Compared to the analyses above, an additional layer (layer 2) is inserted.
4.2.1 Corporate governance in case of a three-layer construction of debt

A possible way for corporations to raise financing without the need to provide collateral is
to issue unsecured corporate bonds. Corporations generally issue corporate bonds to the
market through underwriters such as investment banks. The main difference between secured
creditors and unsecured bondholders is that the latter are not entitled to foreclose on particular
assets. In case of insolvency, unsecured bondholders generally are of the same ranking as the

148 See, for instance, Rafael Repullo and Javier Suarez, ‘Monitoring, Liquidation, and Security Design’ (1998)
11 (1) The Review of Financial Studies 163.
149 please refer to Figures 3.9 and 3.10, illustrating an ever-increasing issuance of leveraged loans.
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passive unsecured creditors. An additional factor is that the average maturity of corporate
bonds is generally 10 years or more whilst bank loans have an average maturity of four
years.'>® The considerably shorter maturity term of bank loans implies a stronger bargaining
power for banks and a more passive role for bondholders to adjust financing terms.

Unsecured bondholders engage in monitoring through covenants, aimed at protecting
bondholders and facilitating monitoring.?>! There is a diverse degree of covenant strictness
in bond indentures. According to Moody’s research, the strictness of covenants and investors’
quest for yield are closely tied to each other. Risk-neutral investors may invest in covenant-
lite bonds and seek a higher yield while risk-averse investors may invest in lower yield bonds
and, in return, demand stronger covenants. As opposed to the monitoring function of banks,
which is much more asset-based, bondholders are inclined to engage in broad-based
monitoring of the general stability of the debtor’s business as they do not have a right of
recourse against a particular asset of the borrower.12

In practice, the general assumption is that the monitoring function of bondholders through
bond indentures is less effective in comparison with private debt agreements.'>® Covenants
in bond indentures are typically incurrence-based. Under incurrence-based covenants, the
borrower needs to comply with the terms of the covenants only at the time of a specific pre-
defined event.’™ As opposed to bond contracts, private debt agreements are generally
maintenance based.'® Maintenance based covenants require the issuer to comply with
particular financial ratios on a regular basis.

150 Sofia Chen and others (n 37); Celik, Demirtas and Isaksson, ‘Corporate Bond Market Trends, Emerging
Risks and Monetary Policy’ (n 38); US Securities and Exchange Commission, ‘What Are Corporate Bonds?’
<https://www.sec.gov/files/ib_corporatebonds.pdf> accessed 25 April 2022.

151 Serfar Celik, Gul Demirtas, Mats Isaksson, ‘Corporate Bonds, Bondholders and Corporate Governance’
(2015) OECD Corporate Governance Working paper No. 16, 43.

152 Ronald J Mann, ‘Explaining the pattern of secured credit’ (1997) 110 Harvard Law Review 625, 650. See
also, Rizwaan J Mokal, ‘The Floating Charge — An Elegy” A version of this paper appears in Sarah Worthington
(ed), Commercial Law and Commercial Practice (Oxford: Hart 2003) (“The existence of security is said to
facilitate this monitoring by creating ‘focal points’ for the monitoring effort: instead of having to keep an eye
globally on the debtor’s affairs, the creditor may focus simply on the presence, value, and use of the assets given
as collateral.”).

158 Douglas W Diamond, ‘Financial intermediation and delegated monitoring’ (1984) 51 Review of Economic
Studies 393; Ramts Ramakrishnan and Anjan V Thakor, ‘Information Reliability and a Theory of Financial
Intermediation’ (1984) 34 Journal of Finance 372.

15 Incurrence-based means that the borrower needs to comply only at the time of a specific pre-defined event.
See, for instance, Nini, Smith and Sufi (n 17) 1720; Kahan and Tiickman (n 125).

15 William W Bratton, “Loan and Bond Covenants, Theory and Practice” (2016) 11 (4) Capital Markets Law
Journal 416, 480; Gus De Franc and others, ‘Similarity in the Restrictiveness of Bond Covenants’ (2020) 29
(4) European Accounting Review 665, 669. See also C Smith and J Warner, ‘On Financial Contracting: An
Analysis of Bond Covenants’ (1979) 7 Journal of Financial Economics 117, 150-152.
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The reason for such “easy-to-monitor incurrence based covenants”*® is that bondholders are
generally confronted with collective action problems as they are dispersed investors®®” and
lack proper incentives to closely engage in monitoring due to their business model.'*
Institutional investors such as insurance companies, mutual funds and pension funds are not
incentivized to identify and enforce covenant breaches as their business model is not to detect
default and make profits from such action, but to look for a yield and minimize losses once
there is a default.’™ Among institutional investors, hedge funds tend to be active in
monitoring and detecting default due to their business model. However, they usually invest
when there are already some signs of potential defaults. Therefore, hedge funds’ monitoring
role may not be effective.®

In practice, covenants can be delegated to an independent bond trustee.'®* Bond trustees,
which are generally banks, are appointed by bond issuers.%? The task of bond trustees is to
enforce covenants and represent corporate bondholders. English and New York law are the
two key international legal systems for bond trustees. According to Engert and Hurnof,
“continental European jurisdictions, typically lack the general concept of a trust, making it
arguably more difficult to establish a bondholder representative.”%® However, there seem to
be developments in legal rules governing corporate bonds in Europe.®* In Germany, for
instance, the rules on bondholder organization and representation was altered after 110 years

1% Gus De Franc and others (n 155) 669.

157 Badawi (n 130); Steven L Schwarcz and Gregory M Serg, ‘Bond Defaults and the Dilema of the Indenture
Trustee’ (2008) 59 (4) Alabama Law Review 1037; Steven L Schwarcz, ‘The Roberta Mitchell Lecture:
Structuring Responsibility in Securitization Transactions’ (2012) 40 Capital University Law Review 803, 816.
1%8 The business model of bondholders, such as the liability structure, the investment strategy and the portfolio
structure, are important factors that influence the degree of bondholders’ monitoring and enforcement. See
Celik, Demirtas, and Isaksson, ‘Corporate Bonds, Bondholders and Corporate Governance’ (n 26).

159 Steven L Schwarcz and Gregory M Serg, ‘Bond Defaults and the Dilema of the Indenture Trustee’ (2008)
59 (4) Alabama Law Review 1037. Celik, Demirtas, and Isaksson, ‘Corporate Bonds, Bondholders and
Corporate Governance’ (n 26) 16.

160 Marcel Khan and Edward B Rock, ‘Hedge Fund Activism in the Enforcement of Bondholder Rights’ (2009)
103 (1) Northwestern Law Review 281, 283.

161 OECD, ‘The Role and Rights of Debtholders in Corporate Governance: Background note for the OECD-
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with the entry into force of the Debt Securities Act in 2009 to make the German bond
market more competitive.'6®

One of the debated matters related to the representation of bondholders is the bond trustee
conflict of interests.’®” This means that bond trustees may have other business relationships
with the issuer such as a private loan agreement. The existence of a conflict of interests
among creditor-bond trustees undermines the effectiveness of bond trustees’ monitoring. A
creditor-bond trustee may have strong incentives to prioritize protecting their own claims
before safeguarding bondholders’ interests.'®® In such a case, bond trustees would play a
bifurcated role, and due to a protection gap, they may not be able to represent interests of
bondholders. While under English law there should not be any conflict of interests, under US
law, trustees are not required to eliminate conflict of interests unless there is a default.1®
German law has even taken a more flexible approach compared to the US. Section 7 (1) of
German Debt Securities Act of 2009 imposes only the duty of disclosure for persons in a
certain relationship to the issuer as indicated in No 1-4. Given that there is a relatively high
threshold to trigger the duty of disclosure, still substantial conflicts of interests may remain
undisclosed.!®

Pre-default, bond trustees’ engagement level is generally low. The duties of bond trustees are
limited to the specific terms of the bond indenture. The pre-default duties of bond trustees
may include administrative tasks such as mailing and forwarding notices, selecting bonds for
redemption, and preparing and transmitting reports.}’* Hence, in practice, trustees may not

165 Schuldverschreibungsgesetz (SchVG).

166 Eidenmiiller, Engert and Hornuf (n 163).

167 See for instance, Allen (n 161); Celik, Demirtas, and Isaksson, ‘Corporate Bonds, Bondholders and
Corporate Governance’ (n 26); Lev (n 26); ‘Conflict of Interests Between Indenture Trustee and Bondholders:
Avoidance of "No Action" Clauses Prohibiting Bondholder Suits Against the Obligor’ (n 26).

168 Celik, Demirtas, and Isaksson, ‘Corporate Bonds, Bondholders and Corporate Governance’ (n 26); Lev (n
26); ‘Conflict of Interests Between Indenture Trustee and Bondholders: Avoidance of "No Action" Clauses
Prohibiting Bondholder Suits Against the Obligor’ (n 26).

169 Section 310 (b) US Indenture Trust Act 1939. Celik, Demirtas, and Isaksson, ‘Corporate Bonds, Bondholders
and Corporate Governance’ (n 26) 49; OECD, ‘The Role and Rights of Debtholders in Corporate Governance:
Background note for the OECD-Asia Roundtable on Corporate Governance’ (n 161) 19; Michael Vincent
Campbell, ‘Implications of the Trust Indenture Reform Act of 1990 Breathing New Life into the Trust Indenture
Act 0f 1939’ (1992) 11 Annual Review of Banking Law 181.

170 Allen (n 161) 78. Allen notes as follows: “German law takes a relatively lax approach to conflicts of interest.
Managing representatives’ conflicts is important because typical candidates for the role such as banks, law firms
and trust companies are likely to have longer ongoing relationships with the issuer than with the atomized body
of bondholders. There is a degree of market competition between the limited number of financial intermediaries.
The interest in future appointments and a continuing business relationship puts the bondholder representative
in an indirect but material conflict position. Representatives may even have a direct interest in the assets of the
issuer as creditors themselves. If allowed to represent more than one class of bonds from the same issuer, they
may also have conflicting duties towards the different classes of bondholders.” (in text citations are omitted).
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actively engage in monitoring default.}’?> Bond trustees rather mainly rely on the annual
compliance certificates submitted by the issuer to detect a covenant breach to subsequently
declare an event of default.}”

Post-default, trustees and bondholders are called to a more active role.1™ In principle, trustees
enforce bondholders’ rights on their behalf and make use of the right of acceleration or
alternative remedies, which include “providing waivers conditional on an improvement in
the financial health of the issuer, the inclusion of additional covenants, increased interest
rates or concession fees.”*” Theoretically, the bond trustee has the discretion to opt for the
remedy that is in the interest of the entire body of bondholders. In practice, however, trustees
lack the incentive to actively engage in enforcement.1®

4.2.2 TImplications of strengthening secured creditors’ legal right on creating a balanced
mix of bank financing and bond financing

More legal rights for secured creditors in reorganization result in stronger bargaining power
for secured creditors and less value recovery for unsecured creditors, including bondholders.
Reorganization may strategically be filed to remove a claimant from the capital structure.
The strategic use of reorganization procedures can be adopted by banks against unsecured
bondholders but also by secured bondholders against unsecured bondholders. A recent
example in this respect is the Dutch Hema-case, where secured bondholders replaced not
only the pre-existing shareholders but also arranged for a complete write down of other
bondholders.!’’

A shift in the legal position of secured creditors could also indirectly affect the value recovery
of bondholders by aggravating potential creditor-bond trustee conflict of interests. As
explained, the dual role of banks as secured creditors and bond trustees may lead to conflicts
of interests, which may only raise the obligation to disclose the conflicts of interests (i.e.
German law) or to eliminate such conflicts in case of a bond issuer’s default (i.e. US law).
While the obligation to eliminate conflicts of interests may provide stronger protections to
bondholders relative to the obligation to disclose the conflicts of interests, the former
obligation is yet unlikely to provide sufficient safeguards to bondholders against creditor-
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Arrangements’ (ICMA-NAFMII Working Group, 9th UK-China Economic and Financial Dialogue). Certain
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bond trustees’ conflicts of interests. This is because reorganization procedures can also be
filed where there is no actual default. Thus, filing for reorganization may not necessarily
trigger creditor-bond trustees’ obligation to eliminate conflicts of interests. In addition, in the
context of debt restructuring, a substantial part of the negotiation takes place even before
filing for reorganization or the occurrence of an actual default.

In the presence of creditor-bond trustee conflict of interests, the bank holding a secured claim,
while assuming the role of a bond trustee has to make a choice between pursuing its own
interests as a secured creditor or protecting the interests of bondholders. Strengthening the
legal rights of secured creditors in reorganization would amplify the addressed issue as there
would be less common interest between the bank and bondholders. The bank that has a
secured claim against the debtor and also functions as a bond trustee may pursue actions in
line with its interests as a secured creditor. In such a case, the bank would have a bias in favor
of reorganization while reorganization may not necessarily be a suitable option for unsecured
creditors. Even in a case where reorganization is deemed to be an appropriate solution, the
creditor-bond trustee may steer the reorganization procedure in its own interest at the cost of
other creditors’ interests.

Unlike passive unsecured creditors that are somewhat forced into the position of credit
providers, active unsecured financial lenders voluntarily make investments and provide
financing. The decrease in value recovery of bondholders, resulting from secured creditor’
ability to capture value and aggravation in creditor-trustee conflict of interest, could lead to
an increase in bond pricing and also simply a reduced access to bond financing.

Constrained access to bond financing could also have a negative effect on lending rates
charged by banks in a non-competing lending market. The ECB has analyzed the
consequences of bond issuance on financing conditions.!’® For the purpose of the study, the
ECB focused on Italian regulatory reform that aimed at improving access of SMEs to capital
markets by facilitating the issuance of corporate bonds (aka “minibonds”) by unlisted firms
in Italy through a number of instruments and legislative acts.}’® The ECB’s study contains
information about “231 minibonds, issued by 148 firms between October 2012 and December
2016, for an overall amount of EUR 8.9 billion in issuance. SMEs account for more than 50

178 ECB, ‘Bank credit and market-based finance for corporations’ (n 31).

179 For instance, the so called “Decreto Sviluppo” removed pre-existing limits to the issuance of minibonds by
unlisted firms in Italy. The legislative act also afforded to bonds issued by unlisted firms beneficial tax
treatments, including relief on interest costs and issuance expenditure. For more detail regarding the Italian
Regulatory Reform and the introduction of other instruments to facilitate corporates” access to bonds see ECB,
‘Bank credit and market-based finance for corporations’ (n 31) 13. According to the Minibond Observatory
(Osservatorio Mini-Bond, 2019), up to the end of 2018, 498 firms issued minibonds, gathering more than EUR
25.2 billion through 746 issuances. Among these firms, 260 are classified as SMEs and they raised debt for an
overall amount of EUR 4.6 billion until the end of 2018. For all issuer firms, the average interest rate (generally
a fixed coupon) was 5.1 percent, while the average maturity was around 5.3 years.”
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percent of the issuers, but less than one-tenth of the outstanding amount, given the relatively
smaller size of their issuances.”*®® According to the ECB’s analysis, diversification of
funding sources through capital markets resulted in lower interest rates on bank loans of the
same maturity than non-issuer firms, even though mini bonds were more costly than bank
loans as it “allows firms to reduce the hold-up effect of firm-bank relationships and to
increase their bargaining power with banks.”8!

Where borrowers have access to a perfect competing bank lending market, the increase in
the value recovery of banks would ex-ante result in a lower loan pricing by banks (84.1.2).
Many borrowers, however, such as SMEs in bank-oriented countries, do not have access to
competing bank markets. In such economies, banks are already powerful and concentrated.
SMEs, due to their opaqueness to market investors, significantly rely on bank loans because
of the potential benefits of lending relationships resulting from the ability of banks to gather
soft information about corporates and perform monitoring.'®2 Where a bank becomes the only
or the major source of financing, there would be a deterioration in the bargaining power of
corporates with banks, which could result in higher lending rates or less fund availability.

Overall, the lack of a proper power balance among creditors in reorganization would undo
any progress made in achieving the CMU action plan objectives of creating a vibrant bond
market as an alternative to bank financing. As a result of strengthening the legal rights of
secured creditors in reorganization, the value recovery of unsecured bondholders would be
affected directly as well as indirectly, by aggravating potential creditor-bond trustee conflict
of interests. This shift in favor of secured creditors, next to its negative implications on the
screening and monitoring incentives of secured lenders, raises concerns regarding a
deterioration in the financing condition of corporates both in terms of access to bond
financing and pricing of bank financing.

5 Financial stability implications of strengthening secured creditors’ legal
rights in the context of bond market

This section discusses that a shift towards more legal rights in favor of secured creditors is
likely to have two major consequences from a financial stability perspective. First, it would
continue dependence on banks, which would deteriorate the resilience of borrowers to
banking shocks. Second, it would hamper proper risk pricing in bonds because of yet

180 ECB, ‘Bank credit and market-based finance for corporations’ (n 31); Joao Santos and Andrew Winton,
‘Bank Loans, Bonds, and Information Monopolies across the Business Cycle’ (2008) 63 (3) Journal of Finance
1315; see also Raghuram G Rajan, ‘Insiders and Outsiders: The Choice between Informed and Arm's-Length
Debt’ (1992) 47 (4) The Journal of Finance 1367.

181 ECB, ‘Bank credit and market-based finance for corporations’ (n 31) 34.
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unknown effects of the reforms in insolvency law, which can ex-post lead to sharp reactions
from bondholders once the risks are revealed, creating a risk of fire sale of bonds.*®

Under the CMU initiative, the Preventive Restructuring Directive, along with a wide range
of other measures, is introduced to facilitate the creation of a vibrant funding climate.84
Tipping the balance of creditor protection in reorganization proceedings in favor of secured
creditors would create an obstacle to the development of the EU CMU Action Plan to the
extent that it seeks to create a more diverse funding environment and reduce the reliance on
bank finance.'8 First, strengthening secured creditors’ legal rights in reorganization would
result in a lower interest rate charged by banks in a competitive bank lending market.'8
Second, empirical studies suggest the existence of a high-level relationship between size of
bond markets and insolvency law regimes.'®’ There is a positive correlation between the
recovery rate of bonds in insolvency and the size of the bond market. This means the gross
issuance of bonds decreases as the recovery rate of bonds deteriorates and vice versa (Figure
3.11).

183 The additional consideration is that a shift towards more legal rights in favor of secured creditors deteriorates
also the position of trade creditors. As discussed, trade creditors do not have the bargaining power to price the
risk. By strengthening the legal rights of secured creditors, trade creditors could be negatively affected, and
suffer more losses. In that case, there would be some propagation through the supply chain, affecting corporates.
The discussion on this consideration is out of the scope of this chapter.

184 For more analysis see the introduction and §1.1.

185 In Europe, the need for a larger diffusion of market-based finance was triggered by the contraction in credit
supply by banks resulting from the financial crisis in 2008, and the “financial repression”. The financial
repression phenomenon in the Euro Area occurred due to the governmental inducement of banks to increase
their holdings of national sovereign debt, which resulted in the contraction of credit provision to corporates. Bo
Becker and Victoria Ivashina, ‘Financial Repression in the European Sovereign Debt Crisis’ (2018) 22 (1)
Review of Finance 83.

18 The positive association between the degree of creditor protection and the availability of credit is discussed
in §4.1.2. Chava and Roberts (n 21); Roberts and Sufi (n 21). For a counter argument see Vig (n 136). Manove,
Padilla and Pagano (n 22).

187 Association for Financial Markets in Europe, ‘Potential economic gains from reforming insolvency law in
Europe’ (February 2016) 46 <https://www.afme.eu/portals/O/globalassets/downloads/publications/afme-
insolvency-reform-report-2016-english.pdf> accessed 28 April 2022; See, generally, Reiner Haselmann,
Katharina Pistor and Vikrant Vig, ‘How Law Affects Lending’ (2005) Columbia Law and Economics working
paper No. 285; LaPorta and others (n 138); Ross Levine, ‘Law, Finance, and Economic Growth’ (1999) 8 (1)
Journal of Financial Intermediation 8.
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Figure 3.11: Gross issuance of debt securities by non-financial entities in 2014 relative to
GDP. This figure is copied from Frontier analysis of World Bank and ECB data.'8®

A lower value recovery for bondholders would hinder bond market development, and in turn,
further increase corporates’ dependence on bank financing. Over-reliance on bank finance
would result in a decrease in the resilience of borrowers to banking shocks.!8® Where banks
are dominant sources of financing, banks would contribute to systemic risk due to their own
leveraged capital structure, larger asset-liability = mismatches and  greater
interconnectedness. %

There is, in fact, a risk of discrepancy between the narrative of creating a vibrant funding
climate under the CMU Action Plan and the regulation of creditors’ legal rights in
reorganization. While the Preventive Restructuring Directive forms part of the larger
endeavor to create a CMU, the absence of sufficient safeguards against potential
opportunistic behaviors of secured creditors entails the risk that corporates remain dependent
on banks even to a higher degree than corporates were before the introduction of the
Preventive  Restructuring Directive. Engelen and Glasmacher discuss the
discrepancy between the narrative and content in the context of the Securitization Regulation,
introduced as part of the CMU Action Plan.'®* According to Engelen and Glasmacher, while
the CMU Action Plan “narrative is about the construction of a US-style market-based
financial system to overcome the problems of Europe’s bank-based system, the attempt to
create a European market for securitizations, which are a source of funding for large
(mortgage) banks and as such are squarely at odds with the headline goals of the Capital

188 Association for Financial Markets in Europe (n 187).

189 Becker and Ivashina (n 185); Marco Pagano, ‘Is Europe Overbanked?’ (2014) ESRB: Advisory Scientific
Committee Reports 2014/4.

190 Joost Bats and Aerdt Houben, ‘Bank-based versus market-based financing: Implications for systemic risk’
(2020) Journal of Banking and Finance 114. See also §1.1.

191 Ewald Engelen and Anna Glasmacher, ‘The Waiting Game: How Securitization Became the Solution for the
Growth Problem of the Eurozone’ (2018) 22 (2) Competition and Change 160.
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Market Union.”*? In light thereof, it can be concluded that in taking steps in line with the
CMU Action Plan, a thorough analysis and understanding of the consequences of the steps
that are planned to be taken are essential otherwise there is a risk to undo any progress made
in creating a diverse funding climate.

Strengthening the legal rights of secured creditors in reorganization would also hamper
proper risk pricing in bonds because of yet unknown effects of the reforms in insolvency law,
which can ex-post lead to sharp reactions from bondholders once the risks are revealed,
creating a risk of fire sale of bonds. In an idealized Modigliani-Miller world, the additional
risks would be priced. However, in the real world risk is not always fully priced. Certain
unsecured creditors such as trade creditors, and tort claimholders do not have the bargaining
power or even the opportunity to price risk. Also, unsecured bondholders fail to fully price
risk. During credit expansions, credit rating agencies assign high ratings, there are
progressive deterioration of standards, and bond pricing is often soft.1% This mispricing of
corporate bonds is difficult to be adjusted through trade due to investors’ behavioral biases
during high sentiments and the illiquidity of the bond market.

While bond investors are quite sophisticated investors,'® they are subject to behavioral
biases.!® Bond investors’ biased beliefs during high sentiment periods result in time-varying
mispricing of corporate bonds.!% Bordalo and others frame the phenomenon of investor
overextrapolation as follows:1%

“A path of improving news leads an agent to focus on good future
outcomes and neglect the bad ones, causing excessive optimism,
while a path of deteriorating news leads the agent to focus on bad

192 |bid.

193 Geoffrey H Moore, ‘Security Markets and Business Cycles’ in Geoffrey H Moore (ed), Business Cycles,
Inflation, and Forecasting (2" edn, Ballinger 1983) 139. Celik, Demirtas and Isaksson, ‘Corporate Bond
Market Trends, Emerging Risks and Monetary Policy’ (n 38). See also Gerald J Lobo and others, ‘The effect
of business on credit ratings: Evidence from the last two decades’ (2017) 53 (1) ABACUS 59; Jun kyung Auh,
‘Procyclical credit rating policy’ (2015) Georgetown McDonough School of Business Research paper No.
2581738; see also, Maryam Malakotipour, Enrico Perotti and Rolef de Weijs, ‘Unfair and unstable: EU
bankruptcy reform requires more scrutiny’ (24 February 2020) VoxEU/CEPR
<https://cepr.org/voxeu/columns/unfair-and-unstable-eu-bankruptcy-reform-requires-more-scrutiny> accessed
01 May 2022.

1% Doron Avramov and others, ‘Bonds, Stocks, and Sources of Mispricing’ (2019) George Mason University
School of Business Research paper No. 18-5 <https://ssrn.com/abstract=3063424> accessed 1 May 2020.

1% Robin Greenwood and Samuel G Hanson, ‘Issuer quality Corporate Bond Returns’ (2013) 26 (6) The Review
of Financial Studies 1483; Arvind Krishnamurthy and Tyler Muir, ‘How Credit Cycles Across a Financial
Crisis’ (2020) NBER Working Paper Series 23850; Pedro Bordalo, Nicola Gennaioli and Andrei Shleifer,
‘Diagnostic Expectations and Credit Cycles’ (2018) 23 (1) The Journal of Finance 199.
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future outcomes and neglect good ones, causing excessive
pessimism.”

In periods of overall credit expansion, the default rate drops; so, investors may overestimate
the quality of firms and accept low rates on risky debt.'%® The mispricing of corporate bonds
resulting from investor overextrapolation would be aggravated during long cycles as bond
investors stay optimistic for too long.**® The sluggish response of bondholders to correct
mispricing of bonds is even worse in case of insolvency law reforms as they could result in
changes in risk allocation, and property rights. Even if bond investors price the direct effects
of the increase in credit riskiness, assessing and pricing spillover effects would be difficult
and cause uncertainty.?® An example that illustrates the inability of the market to fully
comprehend the consequences of insolvency law reforms ex-ante is the extension to the scope
of “safe harbors” in 2002-2005 in the US and the EU. Following the insolvency law reforms,
the scope of exemptions from the automatic stay was extended to a number of financial
contracts, such as repurchase agreements (repos) and over-the-counter derivatives. At first,
market participants, even banks, did not fully realize the effects of safe harbors on their
position and the way that the risks following the legal reform would be transmitted. Upon the
fall of Lehman, the ex-post consequences of the legal reform became visible, and it became
clear that safe harbor not only undermines unsecured claims, but may create external effects
on markets.?

In reorganization, specifically, the outcome of the negotiation is essential in determining the
value recovery of creditors. It would take some time for creditors to realize the effect of
legislative reforms in the context of reorganization procedures and, therefore, the
implications for the creditors’ value recovery. In particular, the Preventive Restructuring
Directive is presented as a mechanism to pursue a number of objectives, including saving
viable businesses and jobs, tackling uneven recovery rates across EU member states, and
reducing the build-up of NPLs.2%2 In order to pursue the objectives, the risks would have to
be borne by some parties involved in reorganization. It is early to conclude how precisely the
position of parties involved in reorganization will be changed following the implementation
of the Preventive Restructuring Directive by national legislators. In light of the analysis in

1% Greenwood and Hanson (n 195) 1519.

199 Krishnamurthy and Muir (n 195).

200 Darrell Duffie and David A Skeel, ‘A Dialogue on the Costs and Benefits of Automatic Stays for Derivatives
and Repurchase Agreements’ (2012) Faculty Scholarship at Pennsylvania Carey Law School No. 386; Enrico
Perotti, ‘The Roots of Shadow Banking’ (2013) Center for Economic Policy Research Policy insight No. 69, 2.
201 For more discussion on the effects of the legal reform on safe harbors see Duffie and Skeel (n 200); Perotti
(n 200); Gaetano Antinolfi, ‘Repos, Fire Sales, and Bankruptcy Policy’ (2012) Federal Reserve Bank of
Chicago Working paper No. 2012-15.

202 Recitals 1, 3 and 8 EU Directive on Preventive Restructuring Frameworks.
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83,293 it seems likely that the Preventive Restructuring Directive increases the vulnerability
of bondholders as it envisions a financial restructuring at the level of bondholders.?%* In fact,
the reorganization proceedings may, de facto, function as a mechanism to wipe out entirely
bondholders from the capital structure.?®®

Another factor that contributes to the issue of mispricing is that bond trades in illiquid
markets do not provide indicative information regarding the actual price of a specific bond.
Unlike shares, bonds generally are not fungible as there could be differences between bonds
on several elements, such as the point in time that they are issued, the terms of promised
payments and priority in case of default. The described variations in bonds result in a more
segmented secondary market for bonds compared to shares. Even if the secondary market
reflects the rising risk, corporate bonds are infrequently traded and are held for a long period
by their primary investors.?% Hence, accurate price information of corporate bonds that may
be revealed through trade would not be readily available.?’

Ex-ante, cyclical mispricing of corporate bonds amplified by the uncertain effect of
insolvency law reform would distort the allocation of funds across firms and projects. Issuers
with overpriced corporate bonds would exploit the mispricing and issue more bonds. In turn,

203 please also refer to the analysis in chapter 1.

204 Reorganization proceedings may only target financial creditors. Therefore, trade creditors may not be
involved in such proceedings. For instance, in the explanatory memorandum of the Dutch reorganization
scheme (WHOA), it was envisioned that in reorganization the debtor often engages in restructuring
renegotiations with financial creditors, namely banks and bondholders, and the position and the rights of
ordinary creditors such as trade creditors remain unchanged. Explanatory memorandum of the bill for the
Continuity of Enterprises Act (Wet Continuiteit Ondernemingen 1l (WCO Il)) (2014) 20
<https://www.internetconsultatie.nl/wco2/details>; See also Kamerstukken 11 2019/2020, 35249, nr. 3, 34
<https://zoek.officielebekendmakingen.nl/kst-35249-3.html> accessed 30 September 2022. See also Hema
case, discussed earlier. Bartstra and Kerstjens (n 25). Flitman and Witt (n 25). Also, even if trade creditors are
involved in reorganization proceedings, there seems to be at least some protections. In order to facilitate the
continuation of a debtor, the Directive recognizes the possibility to distribute value to trade creditors that are
considered as essential suppliers before distributing value to other creditors involved in reorganization. See
Recital 56 EU Directive on Preventive Restructuring Frameworks.
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CMU Action Plan Initiative. Engelen and Glasmacher note “[w]hile the narrative is about the construction of a
US-style market-based financial system to overcome the problems of Europe’s bank-based system and help
medium-sized enterprises, the first legal initiative aims to create a European market for securitizations, which
are a source of funding for large (mortgage) banks and as such are squarely at odds with the headline goals of
the Capital Market Union.”

206 Sphnke M Bartram, Mark Grinblatt, and Yoshio Nozawa, ‘Book-to-Market, Mispricing, and the Cross-
Section of Corporate Bond Returns’ (2020) <https://www.anderson.ucla.edu/documents/areas/ctr/ziman/2020-
07WP.pdf> accessed 02 May 2022.

27 Ttay Goldstein, Hao Jiang and David T Ng, ‘Investor flows and fragility in corporate bond funds’ (2017) 126
Journal of Financial Economics 592; Hendrik Bessembinder and William Maxwell, ‘Markets: transparency and
the corporate bond market’ (2008) 22 The Journal of Economic Perspectives 217.
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the increase in the net issuance of debt would make it more likely for low-quality firms to
default in the future.?%

Ex-post, once bond investors correct their assessment of counterparty default and gain
insights as to their actual position in reorganization proceedings,?® strong reactions from the
investors can be excepted, which could eventually result in a shock wave of fire sales. The
ex-post reactions would not be sudden as different groups of market investors would be
affected at different speeds. The reaction speed is the highest in MFIs such as central banks,
banks and money market funds. Given that MFIs promise safe returns, they are subject to
strict regulatory capital requirements. According to Basel Ill, there is an immediate link
between the quality of bonds that banks hold and the risk weight of such assets with effects
on banks’ capital adequacy requirements. Relative to banks, the risk of fire sales is lower in
investment funds, which include open- and closed- end funds, exchange trade funds (ETFs),
mutual funds and hedge funds, as they are subject to fewer regulatory constraints.
Nevertheless, in light of the increase in investment funds’ ownership of bonds, greater
illiquidity of bonds could lead to higher prices and reduced demand. The reason for this
concern is the potential mismatch between the liquidity requirements of investment funds
due to their redemption promises to investors. According to a recent study by Goldstein and
others, the outflows from mutual bond funds are generally more sensitive to bad performance
than their inflows are to good performance. The reaction speed is relatively low for insurance
companies and pension funds. They typically have long-term obligations to their clients and
are equipped with long lock-ups and penalties for early withdrawals. Nevertheless, due to the
increased tendency of countries to move to risk-based capital regimes for insurance
companies, any downgrade of bonds may provoke quite rapid sales of bonds.

In short, the absence of sufficient safeguards against potential opportunistic behaviors of
secured creditors in reorganization would continue dependence on banks, and borrowers
would remain vulnerable to banking shocks. Also, strengthening the legal rights of secured
creditors in reorganization proceedings would hamper proper risk pricing in bonds because
of yet unknown effects of the reforms in insolvency law, especially in reorganization. Hence,
in the next economic downturn, once investors correct their assessment of counterparty
default and gain insights as to their actual position in reorganization proceedings, strong
reactions can be anticipated, which may produce a shock wave of fire sales.

208 Georg A Rickman, ‘The Effect of Temporary Mispricing in Secondary Bond Markets on Firms’ Financing
Decisions: Evidence from Plausibly Exogenous Mispricing in the Cross-Section of Bonds’ (Working paper
Massachusetts Institute of Technology); Greenwood and Hanson (n 195).

209 Corrections to the assessment would be reflected in the rating of bonds.
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6 The way forward

Facilitating reorganization possibilities for firms in distress across the EU member states is
an essential step toward the creation of a single market for capital. It is also a delicate task as
the lack of a proper power balance among stakeholders in reorganization will have economic
implications for firms, the bond market and financial stability.

In light of the assessments in 83, there are practices where reorganization procedures may
operate for the interest of secured creditors, and at the expense of other creditors’ interests.

In the US, notwithstanding the existence of safeguards in the legislation against potential
opportunistic uses of reorganization by secured creditors, the reorganization regime has
gradually converted into a secured creditor dominant procedure. Most notably, the
opportunistic uses of 363x sale, and interim financing have contributed to the change in the
US practice.?® The experience of the US Chapter 11 as to its conversion into a secured
creditor-controlled procedure highlights the importance of the exitance of fully-fledged
mechanisms against potential opportunistic uses of reorganization. In 2014, the American
Bankruptcy Institute (ABI) published a report containing proposals on how to achieve a
balanced approach as to the value allocation rules and distribution mechanisms among senior
and junior creditors.?'!

In light of the analyses in this chapter, along the way towards achieving the CMU Action
Plan objectives, the introduction of safeguards on an EU level or a national level is
indispensable. New rules should be enacted to at least provide protection against i) the use
of reorganization as an asset foreclosure mechanism ii) opportunistic uses of interim
financing by interim lenders and iii) alliances between secured creditors and shareholders
inside a reorganization procedure.

6.1  Reorganization as a foreclosure mechanism

In the absence of checks and balances, the going concern sale of enterprises prior to a plan
confirmation would risk converting reorganization procedures into asset foreclosure
mechanisms. In such a case, (over)-secured creditors may push for quick sales without
necessarily considering whether the sale maximizes the reorganization value. The EU
Directive on Preventive Restructuring Frameworks does not provide guidance as to the
procedural requirements for the going concern sale of enterprises in the context of
reorganization proceedings and the distribution of the sale proceeds.

At the very early stages of reorganization proceedings, there are more chances for
opportunistic behavior as information is likely to be scarce and is often asymmetrically

210 Ayotte and Morrison (n 17).
211 ABI report (n 86).
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distributed.?!? Inspired by the ABI’s recommendation, a possible safeguard is to introduce a
moratorium on going concern sales.?*® On this basis, the request for an expedited sale process
should only be granted in most extraordinary of circumstances, established by clear and
convincing evidence.?!*

The additional safeguard is to impose a mandatory holdback of a portion of sale proceeds to
preserve for later determination disputes. The so-called “Ice Cube Bond” approach, proposed
by Jacoby and Janger, “works by limiting the extent to which sale proponents can externalize
the increased valuation risk associated with quick all-asset sales, as well as the extent to
which they can use crisis leverage to reallocate value.”?'® The two crucial aspects that could
be taken into account ex-post are i) whether the interests of the entire body of creditors were
harmed due to the sale of the enterprise prior to confirmation of a reorganization plan; and
1) whether the secured creditor was entitled to the reserved funds as proceeds of its collateral
or under applicable priority rules.?®

Finally, the introduction of rules as to the maximum value that secured creditors are entitled
to receive would provide more certainty as to the value entitlement of creditors and deter
secured creditors from extracting value from other creditors through pursuing a going
concern sale.

6.2 Interim financing

On the one hand, interim financing facilitates access to funds for the continuation of the day-
to-day operations of the business. On the other hand, when existing secured creditors provide
interim financing there is a risk that they dominate reorganization proceedings, enhance their
pre-existing claims at the expense of other creditors’ interests or even more aggressively,
adopt a loan-to-own strategy. In this light, the prevention of strategic use of interim financing
by preexisting (secured) creditors requires a balanced approach.

An ex-ante assessment of interim financing transactions would provide a safeguard. A
possible ex-ante approach is to permit access to interim financing subject to court approval.?*’
For instance, courts may authorize an interim financing request if the legal act is, inter alia,
reasonably assumed to serve the interests of the debtor’s joint creditors. Although the EU
Directive on Preventive Restructuring Frameworks seeks to minimize court involvement in

212 Jacoby and Janger, ‘Ice Cube Bonds: Allocating the Price of Process in Chapter 11 Bankruptcy’ (n 84).

213 ABI report (n 86) 87.

214 |bid.

215 Jacoby and Janger, ‘Ice Cube Bonds: Allocating the Price of Process in Chapter 11 Bankruptcy’ (n 84) 871.
216 | bid.

217 For more elaboration on this see Jennifer Payne and Sarrah P Janis, ‘Tripping the Light Fantastic: A
Comparative Analysis of the European Commission's Proposals for New and Interim Financing of Insolvent
Businesses’ (2017) Oxford Legal Studies Research Paper No. 41
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2976446> accessed 7 May 2022.
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reorganization proceedings, the potential prejudice to creditors’ interests necessitates court
involvement to balance competing interests in case of interim financing.

6.3 Alliance between secured creditors and shareholders

In reorganization, there is a threat that certain parties involved in such proceedings,
particularly secured creditors and shareholders, build alliances. From an optimistic
perspective, the transfer of value from secured creditors to shareholders may be conceived
as a signing bonus to activate the managerial capacity of controlling shareholders to adopt a
restructuring plan that maximizes value to creditors. The other side of the coin, however, is
that gifting may be a means to buy a corporation from shareholders.

Allowing gifting and imposing the burden of proof on another party to rebut the presumption
Is problematic as it results in a high cost in economic terms. The APR could be used as a
ground to forbid the transfer of any value from secured creditors to shareholders while the
middle classes are not paid in full in violation of the APR. In light of the US experience,
courts’ approach would be essential in deciding whether they tend to forbid gifting on the
ground of the violation of the APR.

Deterring gifting would be more difficult under the EU RPR as it allows preexisting
shareholders to be paid prior to dissenting classes of unsecured creditors provided that the
latter is treated more favorably.

It is, therefore, recommended that the APR should be adhered to instead of the EU RPR.
Also, the APR should be considered as a ground to forbid the transfer of any value from
secured creditors to shareholders while the middle classes are not paid in full .28

The introduction of protections against i) the use of reorganization as an asset foreclosure
mechanism ii) opportunistic uses of interim financing by interim lenders and iii) alliances
between secured creditors and shareholders inside a reorganization procedure are apt to
address the microeconomics and financial stability issues resulting from strengthening the
legal rights of secured creditors. Striking a more proper power balance and protecting
unsecured creditors against potential opportunistic behaviors would facilitate corporates’
access to a more vibrant funding climate, increase the resilience of corporates to banking
shocks by decreasing their dependence on bank finance. It would also mitigate mispricing in

218 For more general discussion and analysis advocating the APR see De Weijs, Jonkers and Malakotipour (n
28); Giulia Ballerini, ‘The priorities dilemma in the EU preventive restructuring directive: Absolute or relative
priority rule?’ (2021) 30 (1) International Insolvency Review 7; Jonathan Seymour and Steven L Schwarcz,
‘Corporate Restructuring under Relative and Absolute Priority Default Rules: A Comparative Assessment’
2021 (1) University of Illinois Law Review 1.
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bonds by decreasing the discrepancy between the expectations of bondholders as to their
position in reorganization and their actual position.

7 Conclusion

The EU CMU Action Plan seeks to create a deep and integrated market for the financing of
corporates. In line with this overarching objective, the EU Commission has adopted
legislative and non-legislative actions in many areas with the ambition to foster a vibrant
funding climate for both microeconomics and stability reasons. The introduction of the
Preventive Restructuring Directive, MiFID II, the Prospectus Regulation, the proposal for
European Single Access Point, and the establishment of the Expert Group on Corporate Bond
Markets are just a few examples of the actions taken under the CMU Action Plan initiative.

In this chapter, | discussed that strengthening the legal rights of secured creditors in
reorganization entails a risk to undo any progress made in creating a vibrant (debt) funding
climate by deteriorating the position of bondholders in the process of facilitating
reorganization procedures.

Secured creditors, as key players in negotiations, have a dominant role in reorganization
proceedings and tend to capture most value through, for instance, i) the use of reorganization
as an asset foreclosure mechanism ii) interim financing and iii) alliances between secured
creditors and shareholders inside a reorganization procedure. The EU Directive on Preventive
Restructuring Frameworks lacks harmonized rules in these respects. Also, the introduction
of the EU RPR aggravates further concerns regarding the shift of legal rights in favor of
secured creditors. Strengthening secured creditors’ legal rights leads to more control and
value for secured creditors, which will in general be to the detriment of unsecured creditors
as it results in less control and less value for them. In light thereof, | discussed the
microeconomics and financial stability implications of strengthening secured creditors’ legal
rights in reorganization.

First, the decline in value recovery of bondholders due to potential opportunistic behaviors
and amplification of creditor-bond trustees’ conflict of interests would result in higher
interest rates and, even worse, a reduce access to bond financing. Second, in a non-competing
loan market where a firm does not have access to alternative sources of debt financing, the
issuing bank would have a stronger bargaining power to charge higher interest rates.

Third, strengthening the legal rights of secured creditors in reorganization would continue
dependence of corporates on bank financing, which would deteriorate the resilience of
borrowers to banking shocks. Finally, it would hamper proper risk pricing in bonds because
of yet unknown effects of the reforms in insolvency law, which can ex-post lead to sharp
reactions from bondholders once the risks are revealed, creating a risk of fire sales.
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Inspired by the lessons learned from the extensive experience of the US with reorganization,
the chapter supports the introduction of further safeguards against potential opportunistic
behaviors in reorganization by secured creditors to strike a proper power balance in

reorganization.
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CONCLUSION: KEY FINDINGS &
RECOMMENDATIONS

The key question explored in this dissertation is: How do changes to the position of secured
creditors, following from legal reforms in insolvency law and banking regulations, affect
corporates’ access to debt financing and financial stability?

In light of the findings of this dissertation, it can be concluded that the legal reforms in
insolvency law and banking regulations can potentially be positive steps towards facilitating
access to financing and increasing the financial stability. The CMU Action Plan and the
Banking Union can potentially complement each other, and it is even possible to achieve
synergy from the interplay between some of the legislative measures implemented under
these initiatives, such as insolvency law and banking regulations. The other side of the coin
Is that the Preventive Restructuring Directive and the banking regulations on RWA and NPLs
could affect the position of banks and bondholders in a way that unintended consequences
for corporates’ access to debt financing and financial stability arise.

Based on the comparative analysis, it can be assessed that a considerable degree of unclarity
exists as to the actual position of secured creditors in reorganization regimes both at the EU
level and national levels, which could eventually lead to situations where secured creditors
maneuver reorganization procedures in a way to maximize their value entitlement at the cost
of other creditors’ interests. In the absence of sufficient safeguards, reorganization may
function as a mechanism to wipe out entirely bondholders from the capital structure. Also,
there may even be circumstances where the pool of trade creditors generates value for the
interest of secured creditors and other stakeholders involved in reorganization. Banking
regulations related to NPLs are among the deciding factors for banks’ actions in
reorganization. Depending on the circumstances at hand, banks may have a facilitative role
in reorganization in order to make use of the NPL exit option, or act opportunistically in
reorganization in order to compensate for expected costs of holding the NPL.

Following from the legal reforms in insolvency law and banking regulations, there is a risk
of shifting legal rights in favor of secured creditors, and creating additional incentives for
banks to act opportunistically in reorganization, respectively. The absence of a proper power
balance in reorganization would create constraints for corporates’ access to debt financing.
There would be an increase in bond pricing and/or, even worse, a reduced access to bond
financing for corporates. There would also be a deterioration in loan financing conditions in
a non-competing bank loan market. The concern as to the deterioration in corporates’ access
to debt financings is aggravated in light of the analysis that the Risk Weighted Asset system
steers bank financing towards predominantly two limited asset types, namely immovables
and financial assets.
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The reform in insolvency law can also have financial stability implications. Tipping the
scales in favor of secured creditors in reorganization would continue dependence on bank
financing, and deteriorate the resilience of borrowers to banking shocks. Notably, while the
Preventive Restructuring Directive forms part of the larger endeavor to create a CMU, the
absence of sufficient safeguards against potential opportunistic behaviors of secured creditors
would hamper bond market development and corporates would remain dependent on banks
even to a higher degree than corporates were before the introduction of the Preventive
Restructuring Directive. This would be at odds with the very objective of the CMU, which is
fostering a diverse funding climate and decreasing corporates’ reliance on bank financing.
Also, strengthening the legal rights of secured creditors would hamper proper risk pricing of
bonds. Insolvency law reforms result in changes in risk allocation, and property rights. It
takes some time for market participants to fully comprehend the consequences of insolvency
law reforms, especially when it relates to reorganization. The Preventive Restructuring
Directive is presented as a mechanism to pursue a number of objectives, including saving
viable businesses and jobs, tackling uneven recovery rates across EU member states, and
reducing the build-up of NPLs. In order to pursue the objectives, the risks would have to be
borne by some parties involved in reorganization. It seems likely that the Preventive
Restructuring Directive increases the vulnerability of bondholders as it envisions a financial
restructuring and this will be most easily achieved by a debt write down at the level of
bondholders. Once the unknown effects of the reforms in insolvency law are revealed and
bondholders realize that there is a deterioration in their position, sharp reactions from
bondholders can be expected, creating a risk of fire sales.

In light of the analyses conducted in the dissertation, further legislative deliberations in the
context of the Preventive Restructuring Directive and the Capital Requirements Regulation
are essential to enhance consistency between the envisioned goals creating a vibrant funding
climate and increasing financial stability, and the actual outcomes. It is also apt to devote
further research and analyses with respect to the interaction of the Preventive Restructuring
Directive and the Capital Requirements Regulation to strike a balance between managing
risk, enabling growth, and providing a stable access to finance.

Below, | summarize the key findings and recommendations addressed in this dissertation.

In chapter 1, | explored the legal position of banks as secured creditors in reorganization, by
conducting a comparative law and economics analysis. | focused on the possible trade-offs
between facilitating reorganization proceedings and upholding the key features of security
interests in such procedures. I raised three problematic issues surrounding security rights in
reorganization proceedings namely, 1) the possible value entitlement of secured creditors; 1)
the extent to which secured creditors are adequately protected against curtailing their outside
of formal insolvency procedures rights; and 111) the possibility to create a priming lien to
raise interim financing. The analyses showed that different approaches have been taken by
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US, EU, Dutch and German legal systems as to the regulation of the position of secured
creditors in reorganization. An overview of the legislation and the legislative history of the
legal systems suggests that legislators are opposed to implementing a system which would
distribute reorganization value fully and only to secured creditors. This is, however,
insufficient to guarantee that the intended outcomes envisaged by the legislators also match
the actual outcomes in practice. It may very well be the case that the actual outcome of value
distribution to secured creditors will be at odds with the intent of the legislator. I identified
the legislative loopholes in the legal systems with respect to the three addressed issues related
to security rights in reorganization procedures.

As to the regulation of the determination of value entitlement of secured creditors, the four
legal systems have taken distinctive approaches. Among the legal systems, Dutch law has
taken a robust approach, based on which the priority value entitlement of secured creditors
is no value higher than the going concern liquidation value of collateral (scenario ii). This
seems to be a balanced approach. The legislator deters potential disputes and uncertainties as
to the value entitlement of secured creditors while it also ensures that secured creditors do
not receive a value lower than the value that they would have received in liquidation.
Entitlement of secured creditors to the fair market value of collateral or a higher value would
result in secured creditors’ bias in favor of reorganization whilst reorganization may not be
necessary or efficient. Unlike Dutch law, the two other systems of the EU and Germany
provide limited guidance as to the value entitlement of secured creditors. While US law
encompasses rules as to the value entitlements of secured creditors, the flexibility as to the
application of the rule has resulted in different judicial interpretations. Nevertheless, the
recent US Supreme Court’s approach suggests where the collateral is proposed to be used by
the debtor under the reorganization plan, the fair market value of the encumbered asset
(scenario iii) is used as a benchmark value. Building on the US Chapter 11 experience,
uncertainty as to the value entitlement of secured creditors may result in the rise of situations
where secured creditors maneuver the reorganization procedure in a way to maximize their
value entitlement at the cost of other creditors’ interests. This may happen, for instance,
through a loan-to-own strategy or pushing for the sale of the enterprise as a going concern in
the context of reorganization.

As to the second problematic issue identified surrounding security rights in reorganization,
namely adequate protection of secured creditors, EU law has left a considerable degree of
discretion to national legislators. German law provides for compensatory measures to protect
secured creditors against the decline in value of collateral. Dutch law stands at the opposite
end and has only adopted a preventive approach. Based on Dutch law, the court grants the
request for a stay if, inter alia, the stay does not substantially harm the interests of the third
parties and creditors. US law provides for a more comprehensive approach, and encompasses
both the preventive and compensatory elements. Relative to Dutch law, the preventive

194



measures for adequate protection of secured creditors are more elaborated under US law. The
US Bankruptcy Code encompasses a list of non-exclusive means to provide secured creditors
with adequate protection.

With respect to the third addressed problematic issue surrounding security rights in
reorganization, namely priming under interim financing, Dutch, German and US legal
systems have adopted strict approaches. While the Directive provides member states with the
possibility to recognize priming in the context of interim financing, neither Dutch law nor
German law recognizes the concept of priming. The US Bankruptcy Code allows the creation
of priming liens subject to stringent conditions, which makes obtaining a priming lien
‘extraordinary hard’. Due to the prohibition of priming based on Dutch law and German law
and the high standards of the adequate protection requirement under US law, where entire
assets of a debtor are encumbered, prepetition secured creditors are likely to remain the main
sources of interim financing. There are, however, risks of opportunistic uses of interim
financing by interim financing lenders and dominance of secured creditors over
reorganization proceedings through providing interim financing.

The identified issues could result in a disparity between the value entitlements of secured
creditors as envisioned by the legislator and the actual value that they capture in
reorganization, followed by undeliberate economic consequences.

The analyses lead to the following recommendations:

Recommendation 1, Value entitlement: Secured creditors should not be entitled to a
value higher than the going concern liquidation value of collateral on account of their
security interests (scenarios i or ii).

Recommendation 2, Adequate protection: Secured creditors should be provided with
adequate protection in case of the use of encumbered assets during reorganization.
Also, a benchmark value for the purpose of the adequate protection of secured
creditors should be introduced. This would help to protect security interests against a
decline in the value of collateral in the interest of secured creditors for whose
protection the rule is meant to function and take away a potential bias by secured
creditors against reorganization.

In chapter 1, | also discussed a setting where an additional surplus might be created for the
benefit of secured creditors and/or the debtor out of the pool of unsecured trade creditors. |
delved into a reorganization valuation approach proposed in literature advocating to add trade
payables to the Enterprise Value as distributable value. | discussed under which cumulative
narrowly described circumstances trade payables can be added to Enterprise Value and this
value can actually be distributed under a plan. First, pre-existing trade payables have to be
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written down in the reorganization plan. Second, after being written down, trade creditors
provide additional credit above the level to which they were written down. In fact, a plus
from trade payables for the valuation requires a double delta: the first delta (A1) is the haircut
imposed to the initial claim of trade creditors. The second delta (A>) is the difference between
the envisioned stable level of trade credit and the level to which the pre-existing claim of
trade creditors has been written down to.

Subsequently, | argued that in the absence of safeguards, treating trade payables as
distributable value is problematic mainly because i) it would be at odds with the envisioned
nature of WHOA proceedings; ii) there would be cash generation extracted from the pool of
trade creditors for the benefit of other stakeholders; and iii) it would turn trade creditors into
sitting ducks and provide bonuses for switching to new trade creditors. In the latter case, the
trade creditors would either have to extend their position by continuing their commercial
relationship with the debtor or taking the risk of being replaced by their competitors. The
analyses lead to the following recommendation:

Recommendation 3, Design principle: A design principle should be introduced
providing trade creditors are not to be written down to an amount lower than the
envisioned stable and sustainable level of trade credit.

In chapter 2, | explored the legal position of banks as corporate lenders and creditors based
on banking regulations. | described how the rules on capital requirements for banks with its
RWA system and the banking regulations related to NPLs affect corporates’ access to bank
financing and banks’ incentives in reorganization, respectively.

The analyses in chapter 2 showed that under the Standardized approach system, only secured
corporate exposures that are backed by limited asset types— immovable property and
financial assets—could benefit from a lower Risk Weight, and hence, hold a lower regulatory
capital requirement. Under the Internal Ratings-Based approaches, while banks are afforded
with a greater degree of discretion as to incorporating the credit risk mitigating function of
security interests, banks that use the Internal Ratings-Based approaches system tend to
account for the credit risk mitigating function of security interests with respect to
predominantly two asset categories, namely immovables and financial assets.

At a national level, there have been developments in a diversity of jurisdictions as to the legal
frameworks that govern security interests such as broadening the scope of assets that can be
encumbered, and the establishment of electronic registration systems in which potential
future lenders can inquire whether there is an existing lien on a specific asset. Also, at an EU
level, enhancements to debt enforcement procedures are discernable. The introduction of the
Preventive Restructuring Directive and the recent EU proposal to harmonize certain aspects
of insolvency law are deemed to afford stronger creditor protection rights. While these
developments are expected to mitigate the credit risk of secured creditors, the analysis of the
196



Risk Weighted Asset system suggests that both the banking regulations and also banks
themselves do not seem to fully factor in the decline in their credit risk, and recognize the
credit risk mitigating effect of only limited asset types. In fact, the Risk Weighted Asset
system steers secured bank lending to mostly two asset categories, namely immovables and
financial assets. Subsequently, I discussed that the recognition of the credit risk mitigating
effect of only limited types of assets under the Risk Weighted Asset system could have
economic implications. It could distort the optimal allocation of banks’ resources, fuel
bubbles in real estates and incentivize entrepreneurs whose balance sheets are mostly
composed of asset categories other than immovables and financial assets to change their
investment strategies. The analyses lead to the following recommendation:

Recommendation 4, Risk weighting: Regulators, for the Standardized approach, and
banks, for the Internal Ratings-Based approaches if successfully implemented, have
to keep up with the pace of developments in the legal frameworks that govern security
interests and insolvency law to consider the risk mitigating effect of a wider variety
of assets used as collateral in risk weighting of secured exposures to corporates.

Subsequently, in the second part of chapter 2, | delved into the interplay between legal
reforms in banking regulations related to NPLs and insolvency law. There is limited research
in this respect while discussion on this matter is important for several reasons. First, there is
a global tendency towards reorganization, whereby conflicts of interest among parties is most
evident. Second, banks are traditionally key players in reorganization. Hence, banks’
cooperation and willingness to negotiate with the debtor can have a decisive impact on the
outcome of negotiations. Third, there are opportunities for banks to employ strategies to run
the proceedings in their interest.

The overview of banking regulations suggested that the opening of a reorganization
procedure as to a counterparty triggers banks’ obligation to reclassify their respective
exposure to the non-performing category. The low threshold for the reclassification of
exposures to NPLs can have severe consequences for banks during economic downturns,
where a higher number of corporates are confronted with financial distress and may file for
preventive reorganization. | discussed how high levels of NPLs are costly for banks. Based
on the recent regulatory reform— the so-called prudential backstop measure— banks are
required to reserve a part of their retained earnings for NPLs originated after 26 April 2019
unless they are qualified for the NPL exit option upon the completion of the one-year cure
period. Banks’ failure to comply with the prudential backstop measure would result in a
deduction from banks’ own funds. High levels of NPLs may also, inter alia, impose
constraints on banks’ investments and even mandate banks to raise new equity to comply
with the regulatory capital requirements. Against this background, the motivation to mitigate
costs resulting from having (high levels of) NPLs can affect banks’ strategy in reorganization.
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Where banks expect to use the NPL exit option post-reorganization, they would tend to
ensure that a successful reorganization outcome is achieved as quickly as possible and that
the debtor is financially sound enough post-reorganization so that they are eligible for
reclassification from being qualified as NPLs to the performing category (scenario i). Where
banks do not expect the conditions to exit from NPL status to fulfill before they are required
to book provisions, their actions during reorganization will more likely be driven by the
motivation to compensate for costs of holding NPLs and to act opportunistically during
reorganization (scenario ii). The analyses lead to the following recommendation:

Recommendation 5, Effects of bank regulations on banks’ behavior: Continuous
analysis should be made on how the regulation of banks affect banks’ behavior as
creditors in reorganization procedure of their borrowers.

Finally, in chapter 3, I provided a more holistic picture of the economic implications of
strengthening the legal rights of banks as secured creditors in reorganization in the context
of the EU CMU action plan. | first discussed the approaches of the EU Preventive
Restructuring Directive with respect to three practices where secured creditors can behave
opportunistically at the expense of unsecured creditors. The three possibilities in this respect
are i) the use of reorganization procedures as foreclosure mechanisms, ii) opportunistic uses
of interim financing by interim lenders and iii) alliances between secured creditors and
shareholders inside a reorganization procedure. The overview of the Preventive
Restructuring Directive suggested that while the EU seeks to harmonize reorganization
regimes across the EU member states, it hardly provides for safeguards against i) the
conversion of reorganization to an asset foreclosure mechanism, ii) opportunistic uses of
interim financing and iii) alliances between secured creditors and shareholders inside a
reorganization procedure. In fact, not only the Directive lacks rules to curb the risks of
opportunistic behaviors by secured creditors, the introduction of the EU RPR would
exacerbate this risk. These observations pinpoint the tendency of the EU member states to
allow secured creditors significant leeway in reorganization, leading to strengthening the
legal rights of secured creditors.

I, subsequently, analyzed the economic implications of a lack of a proper balance between
legal rights of secured creditors and unsecured creditors for firms’ access to debt financing
and financial stability. The four key findings in this chapter are as follows.

First, a shift towards more legal rights in favor of secured creditors could negatively affect
the value recovery of bondholders. More legal rights for secured creditors in reorganization
result in stronger bargaining power for secured creditors and less value recovery for
unsecured creditors, including bondholders. Another consideration related to this matter
which is overlooked in literature is that strengthening the legal rights of secured creditors,
may also indirectly affect the value recovery of bondholders by aggravating potential
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creditor-bond trustee conflict of interests. The decrease in value recovery of bondholders
could lead to an increase in bond pricing and even worse, a reduced access to bond financing.

Second, constrained access to bond financing could also have negative effects on lending
rates charged by banks, where corporates do not have access to competing bank markets such
as SMEs in bank-oriented countries. This is because of a deterioration in the bargaining
power of corporates where a bank becomes the only or the major source of financing.

Third, strengthening the legal rights of secured creditors in reorganization would result in
lower interest rates charged by banks in a competing bank lending market. In turn, in light of
the positive correlation between the recovery rate of bonds in insolvency and the size of the
bond market, a deterioration in the legal rights of bondholders would hinder bond market
development. Consequently, corporates would remain dependent on banks and there would
be an increase in their vulnerability to banking shocks.

Finally, a shift towards more legal rights in favor of secured creditors in reorganization
procedures would hamper proper risk pricing in bonds because of yet unknown effects of the
reforms in insolvency law, which can ex-post lead to sharp reactions from bondholders once
the risks are revealed, creating a risk of fire sales.

Against this background, and inspired by the lessons learned from the extensive experience
of the US with reorganization, the introduction of additional safeguards against potential
opportunistic behaviors in reorganization by secured creditors is recommended. The analyses
lead to the following recommendations:

Recommendation 6, Limiting going concern sales out of reorganization: There
should be an introduction of a moratorium on going concern sales for a certain period
and only allow for an expedited sale process in most extraordinary of circumstances,
established by clear and convincing evidence. A mandatory holdback of a portion of
sale proceeds should be imposed to preserve for later determination disputes. Also,
there should be a regulation as to the maximum value that secured creditors are
entitled to receive to deter secured creditors from extracting value from other
creditors through pursuing a going concern sale.

Recommendation 7, Strict priority rules: The APR should be adhered to instead of
the EU RPR. Also, the APR should be considered as a ground to forbid the transfer
of any value from secured creditors to shareholders while the middle classes are not
paid in full.
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