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Foreword

The developments of the past twenty years have led to a rethinking of the
purpose of restructuring and insolvency law. The primary objective in
many jurisdictions, and the purpose of legislative action, is no longer the
liquidation and market exit of companies in distress but the rescue of a
going concern. England and Wales seemed to be better prepared to deal
with distressed companies than Germany in the aftermath of the financial
crisis — and one of the reasons given for this was the debt-equity-swap as a
tool of financial restructuring.

The City of London has dominated the British economy since the 1970s
and financial products have become the (almost) only relevant economic
product of the nation. This may explain why the City wants to retain its
position as forerunner in all financial products, precisely for financial re-
structuring. The anchored thinking of efficiency follows financial goals
alone and is often exported to legal policy and legal doctrine. Most of con-
tinental Europe resisted this attack until the financial crisis. While other
European countries then amended their restructuring and insolvency law,
the German legislator acted with extreme caution at first, before introduc-
ing the debt-equity-swap into German insolvency law with the “Act to
Further Facilitate the Restructurings of Companies (ESUG)”.

In her dissertation Annika Wolf touches on the most current and com-
petitive issue in the European legal order of restructuring and insolvency
law. With a functional legal approach she has taken the logical point in
comparing legal norms with regard to debt-equity-swaps in Germany and
England, and whether the amendments in German law have (so far) suc-
ceeded in providing companies in financial distress with an improved le-
gal environment for corporate rescue. The core question is whether the mi-
gration of German public companies to England for the purposes of a
purely financial restructuring via a debt-equity-swap remains to be neces-
sary.

Her analysis embraces the cultural differences between England and
Germany with regard to rescue culture in general and corporate culture in
particular. The debt-equity-swap may be a preferred option for a purely
financial restructuring of public companies in distress, however, there are
still other factors that affect the effectiveness of restructuring companies,
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such as a distinctive rescue culture and the influence of legal history, legal
sociology and legal policy, the role of governments and national banks,
the judicial infrastructure and access to finance.

The strength of her thesis is to provide the clear view of an economist
on restructuring and insolvency law, as it provides an accurate presenta-
tion of the purely economic assessment of legal regulatory models. The
emphasis is, thus, less on the detailed legal argumentation and more on the
economic one.

With the discussion of these points, Annika Wolf provides valuable in-
sight and promotes a deeper understanding of the obstacles and challenges
for corporate rescue, and explains why the legal codification of the debt-
equity-swap may not be enough to make progress towards a rescue culture
in Germany. Her results will attract the attention of practitioners and re-
searchers alike.

Prof. Christoph G. Paulus



Preface

Coinciding with the financial failure of Lehman Brothers in September
2008, I began working on distressed debt and was in the front line to ex-
perience the challenges financial institutions faced when companies began
to fail, write-offs started to damage profitability and overall tightened reg-
ulations on capital requirements limited further financing. The market dis-
ruptions in the aftermath of Lehman initiated a market selection process in
which non-viable companies eventually failed and exited the market.
Since the global financial markets were shaken to their foundation, even
viable companies began to become financially distressed, either because
of the heavy burdens of debt carried forward from previous years or as a
result of the effect of a general economic downturn in their industries.

When liquidity was withdrawn from the markets, the secondary market
in which distressed assets were traded eventually dried up. With financial
institutions no longer able to provide additional funds to their borrowers to
finance them through the period of drought, the debt-equity-swap came
under consideration as an instrument to provide for the rescue of com-
panies, rather than their liquidation. This strategy seemed to work well in
England, where the financial industry seemed better prepared to handle
large-scale complex restructurings, and even German companies were at-
tracted to being restructured under English law. The economic downturn
resulting from the financial crisis and the forum shopping by German
companies for English law has led to extensive reforms of the insolvency
law in various countries. It was an exciting time to attend the discussions
on whether Germany would need a pre-insolvency restructuring proceed-
ing, and on whether the debt-equity-swap would be a godsend for com-
panies in financial distress or whether state-owned banks should do their
duty to society by rescuing insolvent debtors.

Having worked in both Germany and England, I was able to gather in-
sight into the different legal frameworks and the factors affecting the ef-
fectiveness of restructuring companies. This motivated me to write this
dissertation as I wanted to contribute to the existing literature and to foster
the discussions on German and English restructuring and insolvency law.
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The dissertation was accepted by the Law Faculty of the Humboldt-Uni-
versitdt zu Berlin in the winter term 2013/14. The text has been carefully
revised and updated for publication; literature, case law and further devel-
opments were considered until December 2014.

My gratitude goes to my doctoral supervisor Prof. Christoph G. Paulus
for his trust and encouragement during the past years, and for granting me
a remarkable degree of freedom in defining my theme and pursuing my re-
search; Prof. Stephan Madaus for being a critical and curious advisor and
thesis referee. I would like to thank the editors of the “Schriftenreihe zur
Restruktutierung” for including my work in their series.

A valuable contribution to this thesis was given by the many practition-
ers and lawyers in Germany and England, offering their time to discuss
my questions and by providing an insight into the issues and challenges of
restructuring and insolvency law cases. I thank them for the courtesy of
sharing their experiences with me.

I would like to thank Prof. Klaus J. Hopt for welcoming me to the Max
Planck Institute for Comparative and International Private Law in Ham-
burg. The atmosphere of high spirit, intellectual discussions and mutual
support I experienced there, and for which I thank especially Dr. Felix
Steffek and Prof. Christoph Kumpan, nurtured this thesis. To conduct most
of my research in the Institute’s library with its always committed and
helpful staff was a fortunate circumstance.

My research was also conducted at the European University Institute in
Florence. I followed an invitation by Prof. Hans-W. Micklitz, my advisor
during my masters’ studies, and to whom I owe my passion for restruc-
turing and insolvency law. Later on, he also gave me the opportunity for a
truly academic experience there by becoming my mentor at the Max We-
ber Fellowship Programme with an affiliation to the Department of Law.

My deepest gratitude goes to my family. Their continuous care and loving

encouragement, patience and unconditional faith in me led to the genesis
and completion of this doctoral thesis: Thank you.

Florence and Berlin, December 2014 Annika Wolf
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Chapter I Introduction and Background

1 Introduction
1.1 Setting the Scene

With the global financial and economic crisis causing uncertainties and
disruptions in financial markets and provoking increased capital require-
ments for banks, corporate financial distress has been a great economic
challenge.! In the past, companies were able to accrue massive funds on
generous terms; now they suffer from these excessive burdens of debt.?
The debts will have to be repaid or restructured in the near future in order
to prevent the company suffering financial distress. With credit terms
having changed and credit becoming harder and more expensive to ob-
tain,? some companies will face fierce competition to finance their daily
business — and will eventually fail. Distorted market conditions may also
push companies with a viable core business towards insolvency,* leading
to enormous losses that may cripple economies by suffocating any econo-
mic growth, harming the economic prosperity and the overall social wel-
fare of a country.’

Insolvency law plays a fundamental role in credit societies and the eco-
nomic concept of insolvency is an integral part of a market economy, pro-
viding an effective competitive mechanism for the survival of viable com-
panies and the failure of unviable and inefficient businesses.® The legal
framework ought to provide effective tools to either facilitate an orderly
insolvency process or the restructuring of companies in financial distress.

Laryea, IMF 2010, p. 3.

Bork, mn. 1.10: Mezzanine financing in the years 2004 to 2007 in Germany alone

amount to some EUR4.6bn, for leveraged buyouts USD72.61bn are required for re-

financing before 2016. See also Holzle, KTS 2011, 291, 300; Sullivan / Warren /

Westbrook, 59 Stan. L. Rev. (2006-2007) 213, 220 for empirical evidence.

Jostarndt / Rodt, in FS Rudolph, p. 1100, 1101.

Hommel / Knecht / Wohlenberg, in Hommel / Knecht / Wohlenberg, p. 27, 30.

5 Wood, The Law and Practice of International Finance, mn. 1-23; Easterbrook / Fis-
chel, viii.

6 See Chapter 12.1.

N =

B~ W

23



Chapter I Introduction and Background

The competitive race inherent in globalised markets has also led to
competition between corporate legal entities” and, furthermore, to legal
competition including the field of insolvency and restructuring law.? Ger-
man companies such as Deutsche Nickel’, Schefenacker'® or Brochier!!
have engaged in forum shopping,!? particularly in England. They have re-
alised that migrating to a country with a legal framework favourable to re-
structuring can also be an important economic factor in the choice of loca-
tion, despite the complexity and costs involved.!? Tele Columbus!®, Ro-
denstock', PrimaCom'¢ and most recently APCOA Parking'” have found
a way of benefitting from English restructuring law without fully moving
to the country.

This legal competition has revealed an urgent need for reform in Ger-
many.'® The nation has lagged behind other European countries,!® which
have already pushed through such reforms over the past few years. The
past English law reforms are believed to have established a rescue culture
by offering legal proceedings to companies in financial distress that allow
for regaining going concern status by restructuring as opposed to liquid-
ation. As a result, the German legislature came under pressure to offer a
more attractive restructuring and insolvency law?? to prevent companies
from relocating their businesses abroad, as this would result in an exodus
of local businesses, endangering the national economy.2!

7 Eidenmiiller, ZGR 2007, 168, 170 et seq.; Witt, ZGR 2009, 872. 873.

8 Eidenmiiller, ZGR 2006, 467 et seq.; Eidenmiiller, Finanzkrise, Wirtschaftskrise
und das deutsche Insolvenzrecht, p. 8; Jacoby, ZGR 2010, 359, 362 et seq.; Bork,
ZIP 2010, 397, 398 et seq.

9 Vallender, NZ1 2007, 129, 131 et seq.

10 Windsor / Miiller-Seils / Burg, NZI 2007, 7.

11 Hans Brochier Holdings Ltd v Exner [2006] EWHC 2594 (Ch), [2007] BCC 127
(Ch).

12 May, ZInsO 2012, 165: ,,jurisdiction shopping®.

13 Eidenmiiller, ZIP 2010, 649, 650; Eidenmiiller / Frobenius / Prusko, NZ1 2010,
545, 546 et seq.

14 Trimast Holding Sarl — and — Tele Columbus GmbH [2010] EWHC 1944 (Ch).

15 Re Rodenstock GmbH [20111 EWHC 1104 (Ch).

16 Re Primacom Holding GmbH [2011] EWHC 3746 (Ch); Re Primacom Holding
GmbH [2012] EWHC 164 (Ch).

17 Re APCOA Parking (UK) Ltd & Ors [2014] EWHC 997 (Ch.).

18 Gebler, NZI 2010, 665 ftf.; Jaffé / Friedrich, ZIP 2008, 1849.

19 Wessels, ECL 2011, 27, 28.

20 Schelo, NZI1 2006, VII, VIII; Eidenmiiller, ZZP 2008, 273, 275.

21 Vallender, NZI1 2007, 129, 130.
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With the “Act for the Further Facilitation of the Restructuring of Com-
panies” (Gesetz zur Erleichterung der Sanierung von Unternehmen)*2, the
German legislature made amendments to the German Insolvency Statute
(Insolvenzordnung)® to facilitate the restructuring of companies in finan-
cial distress. The shift was also motivated by a need to establish a culture
in which insolvency is no longer seen as a stigma but rather as giving
companies a real chance to survive. The German legislature recognised
that changing debt into equity was an important restructuring tool for a
company in financial distress?* and anchored the measure as part of the
insolvency plan proceeding in German law.

The legal uncertainties in a debt-equity-swap are reflected in the new
legal rules.? In the future, a debt-equity-swap may even be implemented
against the will of the shareholders.?® Shareholders are integrated into the
insolvency plan voting process as one or more independent voting groups
and under certain conditions they cannot reject or prevent the validity of
the insolvency plan. Regarding creditors, a conversion of debt into equity
against their will is still not possible. Other measures in the ESUG include
a modification of the insolvency plan proceeding, which had only very
rarely been used as a restructuring tool in the past. One of the reasons for
this was a strict separation between company and insolvency law meas-
ures, which caused uncertainties in insolvency plan proceedings. With
ESUG, structural changes now interlink insolvency with company law,
thereby lifting the neutrality of the Insolvency Statute and overcoming the
separation between corporate and insolvency law.2” German insolvency
law should now be in a position to compete with other European jurisdic-
tions.?8

22 Gesetz zur Erleichterung der Sanierung von Unternehmen (ESUG), herewithafter
ESUG.

23 Insolvenzordnung (InsO), herewithafter InsO.

24 BMJ, RegE-ESUG, BT-Drucks. 17/5712, p. 28.

25 Ibid. p. 27, 47 especially with regard to constitutional issues.

26 BMJ, Begr. DiskE-ESUG, ZIP 2010, Beil. 1, p. 2. Critical see Kresser, ZInsO
2010, 1409 et seq.; Spetzler, KTS 2010, 433, 444 et seq.

27 BMJ, RegE-ESUG, BT-Drucks. 17/5712, p. 26. The change in perception was
likely due to the decision made by the BVerfG in Squeeze-Out-Proceedings,
BVerfG, NJW 2007, 3268.

28 BMJ, RegE-ESUG, BT-Drucks. 17/5712, p. 1.
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1.2 Definitions and Limitations

There are various definitions and limitations that apply to this dissertation.

Rescue culture has many different aspects. The basic concept aims to
create a legal environment that favours the restructuring of a company in
financial distress as opposed to liquidation.2? A rescue culture is effective
when it is fit for purpose and allows the rescue of the company in financial
distress in a timely, low cost and constructive manner. Financial distress3°
is a situation where a company’s cash flow is insufficient to meet current
obligation,3! which may eventually lead to insolvency.3?

The term restructuring®? is neither a legal term nor is there a generally
accepted definition.3* Restructuring generally includes the totality of “or-
ganizational®, financial’® and legal measures to lead a company out of an
unfavourable economic situation’’ in order to ensure a continued exist-
ence; [... including the] conversion [...] of debt into equity’8. Restruc-
turing may cover any measures that give creditors access to the going
concern value of the debtor’s assets.3 A restructuring is economically rea-

29 Miiller-Seils, p. 20 et seq.

30 Compared to market distress or industry distress, see Ofek, 34 J.F.E. (1993), 3, 19.

31 Wruck, 27 J. Fin. Econ. (1990) 419, 421: financial distress “is not synonymous
with corporate death”.

32 Altman, p. 4 et seq., defining the terms failure, insolvency, default and bankruptcy
and, despite that these terms are used interchangeably in this dissertation, they are
distinctly different in their formal use; Baird, 54 U. Chi. L. Rev. (1987) 815, 829:
default is not necessarily bankruptcy.

33 For distinctions between restructuring, turnaround and reorganisation, see Hol-
bein, p. 65 et seq.

34 K. Schmidt, GmbH in Krise, Sanierung und Insolvenz, p. 148; Belcher, p.11 et
seq.; Bork, ZIP 2011, 101; Wellensiek, NZ1 2002, 233, 233; Claussen, ZHR 174
(1983) 195, 197; Uhlenbruck, KTS 1981, 531, 533 et seq.

35 Wruck, 27 J. Fin. Econ. (1990) 419, 420 et seq.

36 Gilson / John / Lang, 27 J. Fin. Econ. (1990), 315 et seq. For overview of equity
and debt measure, see Thierhoff et al., mn. 40 et seq.

37 Wellensiek, NZI 2002, 233; Flessner, ZRP 1982, 244; Uhlenbruck, KTS 1981,
513, 534.

38 Flessner, Sanierung und Reorganisation, p. 2; Gless, p. 44; Wellensiek, NZI 2002,
233, 234; Ofek, 34 J. Fin. Econ. (1993), 3; Kilger, ZIP 1982, 779, 781; Uhlen-
bruck, KTS 1981, 513, 533 et seq.

39 Balz, Sanierung von Unternehmen, p. 13.
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sonable only if the business or the legal entity is worth preserving.*0 A
company in distress decides whether to contemplate liquidation or restruc-
turing*! by establishing whether its going concern value is higher than its
liquidation value.*? This is its restructuring potential. With the successful
implementation of restructuring measures, generally accompanied or fol-
lowed by an operational restructuring,*? the company will regain its com-
petiveness and return on investment,** generating a surplus of revenues
over expenditures.*

Extrinsic restructuring, as opposed to intrinsic restructuring,*® deals
with changes in the relationship between the company and its creditors
and in the creditors’ relationships to each other (financial restructuring),*’
focused on the law of obligation.*® On the one hand, extrinsic restruc-
turing can include the preservation of the business and the legal entity;*
on the other hand, it can involve the preservation of the business in a new
legal entity and the liquidation of the old legal entity through a business-
asset sale,’ allowing for a restructuring regardless of the approval of the
shareholders.’! However, some risks are involved®? and in certain cases
restructuring may be uneconomic or impossible.33

With regard to a company in crisis, there is no one definition provided
by legislator or jurisprudence for the word. It generally indicates “a time
of great difficulty”>* for a company, a “state of being in danger or difficul-

40 Hommel / Knecht / Wohlenberg, in Hommel / Knecht / Wohlenberg, p. 27, 47 et
seq.

41 Wellensiek, NZI 2002, 233 et seq.

42 Koérner, p. 125; Eidenmiiller, Unternehmenssanierung, p. 31.

43 Laryea, IMF 2010, p. 10.

44 IDW Anforderungen an die Erstellung Sanierungskonzepten (IDW 6), 2010; Un-
dritz, Kolner Schrift zur InsO, p. 932, 933.

45 Wellensiek, NZI1 2002, 233, 234.

46 FEidenmiiller, Unternehmenssanierung, p. 262.

47 Eidenmiiller, BB 1998, Beil. 10, p. 19.

48 Eidenmiiller, Unternehmenssanierung, p. 262.

49 FEidenmiiller / Engert, ZIP 2009, 541, 542; Ehlers, ZInsO 2009, 320, 322; Fritze,
DZWIR 2007, 89 et seq.

50 Schlegel, MiKo-InsO / Landerbericht, mn. 5: “iibertragende Sanierung” = busi-
ness-asset sale.

51 Ehlers, ZInsO 2009, 320, 321.

52 Ibid. 322.

53 Westpfal / Janjuah, ZIP 2008, Beil. 3, p. 1, 13.

54 Oxford Dictionary, 1989.
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