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Preface

In recent issues we have looked at insolvency law in various countries outside Ger-
many. This year, Professor Ulrik Rammeskow Bang-Pedersen from Denmark
explains the key points of Danish insolvency and restructuring law in an article
focussing on the major insolvency law reform of 2010 and the entirely new reor-
ganisation concept it introduced.

What changes will Brexit bring to the restructuring and reorganisation sector on
both sides of the Channel. Will England and Wales continue to be an attractive
location for insolvency and restructuring proceedings post-Brexit? And if not,
where will insolvency tourists go instead? Dr Alexandra Josko de Marx and Dr
Christoph von Wilcken discuss possible post-Brexit scenarios.

The latest “trend” in legislative activities is the setting of rules for international
group of companies facing insolvency. The third article thus compares these pro-
visions of the European Insolvency Regulation (848/2015) with those in the draft
legislative provisions concerning cross-border insolvency of multinational groups
crafted by Working Group V of UNCITRAL, the UN body which deals with all
aspects of international trade law. Dr Annerose Tashiro and Dr Philipp H. Esser give
a comprehensive overview of the two systems, describing how they differ, how
they complement one other, and what issues remain unresolved.

Taxes are a fact of life. In a contribution about how restructuring gains come
about and how they are taxed, Arno Abenheimer and Sebastian Knabe take a look
at the Act against harmful tax practices in connection with transfers of rights
(Gesetz gegen schadliche Steuerpraktiken im Zusammenhang mit Rechteliberlas-
sungen) recently published by the German legislative authorities, and discuss if and
when it will come into force and what role the European Commission plays in that.

The subject of this year’s sectoral report is the automotive industry. What chal-
lenges will new trends such as electric motors, autonomous driving and robotaxis
bring, and how can the industry meet them? Might IT giants outstrip the automo-
tive manufactures in terms of digitalisation? Volker B6hm and Felix Mogge look at
the obstacles facing the industry, who is likely to speed ahead, and who will fall by
the wayside.

We have expanded the service section this year. Alongside insolvency statistics
and relevant current legislative texts, we also include flowcharts describing differ-
ent types of proceedings and a German-English glossary of insolvency law-related
terminology. Both will be continued in next year’s issue.

Achern, December 2017
Dr Annerose Tashiro

Attorney-at-Law in Germany
Registered European Lawyer (London)
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The Danish
Bankruptcy Act

History and
developments

Danish Insolvency Law: Recent developments and
international aspects

By Professor, Dr jur. Ulrik Rammeskow Bang-Pedersen, University of Copenhagen,
Chairman of the Danish Bankruptcy Council

I. Danish Insolvency Law — a brief overview

Danish insolvency law is regulated by the Danish Bankruptcy Act (hereinafter the
DBA) called Konkursloven.

In Danish law, there are three types of insolvency proceedings: Bankruptcy (liqui-
dation) proceedings (konkurs), reorganization proceedings (rekonstruktion) and
discharge proceedings (geeldssanering). All three kinds of insolvency proceedings
are regulated in the DBA. The rules on bankruptcy and reorganization apply to
individuals as well as companies. In other words, there is a not separate bank-
ruptcy regulation for companies (except for insolvent banks). Of course, the rules
on discharge proceedings only apply to individuals.

In Denmark, insolvency proceedings (bankruptcy, reorganization and discharge
proceedings) are handled by the City Court (Byretten) and not by specialized
insolvency courts. However, within the greater Copenhagen area all insolvency
proceedings are handled by the Maritime & Commercial Court (Sg- & Handelsretten)
instead of the local city courts. Consequently, the Maritime & Commercial Court
may be considered a specialized insolvency court (though the court also handles
other types of cases). The Maritime & Commercial Court handles approximately
30 % of all Danish insolvency proceedings.

The DBA dates back to 1976. It replaced the old 1872 bankruptcy act. However,
during the past 40 years several reforms of the DBA have been passed. Conse-
quently, the DBA must be considered a modern insolvency regime. In order to
make sure that the Danish Bankruptcy Act continues to develop, the Danish Gov-
ernment receives advice and proposals concerning changes in the DBA from a
permanent Danish Bankruptcy Council (Konkursradet), which was established in
2001. The members of the Danish Bankruptcy Council are law professors, lawyers,
representatives from ministries etc. Most often, the Danish Parliament follows
the advices from the Danish Bankruptcy Council.

In 1984 — as the first State in Continental Europe — Denmark introduced rules on
discharge for individuals in the DBA. The rules on discharge for individuals were
reformed in 2004. The primary aim of this reform was to make it easier and faster
for entrepreneurs to obtain a discharge (fresh start) and to ensure that the condi-
tions for a discharge should be less dependent on individual valuation by the
judge hearing the case. In Danish law a debtor subject to bankruptcy proceedings
does not automatically receive a discharge, but must instead apply for a dis-
charge proceeding where it is decided if the debtor meets the requirements for a
discharge. The general rule is that an insolvent debtor is entitled to a discharge
subject to a repayment plan. The court determines the length of time the
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repayment plan lasts and fixes the size of the payments based on the debtor’s
actual income and living costs. A discharge may be denied due to the circum-
stances under which the debt was incurred e.g. if the debt arises from criminal or
negligent acts or if the debtor acted reckless with respect to his financial affairs.
If an entrepreneur meets the requirements for a discharge, the general rule is
that the court when granting the discharge fixes a 3-year-repayment plan. At
present, the Danish Bankruptcy Council is considering further reforms of the
rules on discharge proceedings, in particular with the view to make it even faster
for entrepreneurs to obtain a discharge.

In relation to entrepreneurs, it should be noted that in 2013 the DBA was
amended by rules on so-called “bankruptcy disqualification” (konkurskarantzene).
These rules give the court handling a bankruptcy proceeding the possibility to
render a judgement whereby a member of the management, who acted with
gross negligence when leading the now bankrupt company, is disqualified as
member of management of any company for a certain period of time (typically 3
years). A person subject to a bankruptcy disqualification will not be granted a
discharge of his debt.

In 2010 a major reform of the rules in the DBA on reorganization was passed. In
fact, the entire part of the DBA concerning reorganization was reformed. The
main features of the reorganization rules are dealt with separately in part 2.

Il. Reorganization —the 2010 reform

The reorganization 2010 reform was not merely an adjustment of the preexisting
rules on reorganization. The 2010 reform introduced a completely new reorganiza-
tion scheme in the DBA. The primary goal of the reform was to provide a better
basis for rescue of financially distressed companies. In this respect it is worth not-
ing that the new reorganization rules focus on rescue of the business (the activity),
which is not necessarily the same as rescue of the debtor (the legal entity conduct-
ing the business). Consequently, the DBA provides that a reorganization plan may
consist of one (or a combination) of the following kinds of reorganization:

A compulsory composition must be approved by a majority of creditors and by the
court, cf. below. A compulsory composition may only affect ordinary unsecured
claims (and not e.g. preferential claims). A secured claim can only be affected to
the extent the debt exceeds the value of the collateral. There is no requirement
that the compulsory composition gives the unsecured creditors a certain mini-
mum dividend in percent. E.g. a compulsory composition may consist of payment
of only 1% to the unsecured creditors. However, if the dividend proposed is lower
than what the unsecured creditors could expect to receive if the company instead
was liquidated in bankruptcy proceedings, the bankruptcy court will reject the
compulsory composition (even if it is supported by a majority of creditors).

This reorganization model consists of a transfer of the insolvent debtor’s busi-
ness activity (or a part thereof) to another (solvent) legal entity, which may be
either a company or a natural person. The transfer rescues the business (the
activity) from the debtor’s creditors, as the transfer does not include the debtor’s

Two types of
reorganization

Compulsory
composition

Transfer of the
business to another
legal entity
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The reorganiza-
tion proceedings

ordinary unsecured debt. In other words, the transfer rescues the business, but it
does not rescue the debtor. In principle, the latter is immaterial as the public
interest in reorganization is to preserve the business activity (jobs etc.). Usually,
after the transfer is made the debtor becomes subject to bankruptcy proceed-
ings. If the debtor is a natural person, the debtor may apply for discharge pro-
ceedings. It should be noted, that there is no requirement that the transferee is
independent from the debtor (transferor). E.g. if the debtor is an insolvent com-
pany, a transfer of business may be made to a sister-company (owned by the
same shareholder who owns the insolvent company). A transfer may only be
made if it has previously been approved by a majority of creditors and by the
court, cf. below. This approval shall also include the amount the transferee must
pay for the business. The payment is made to the insolvent debtor, but as the
debtor usually becomes subject to bankruptcy proceedings immediately after
the transfer, the amount paid ends as bankruptcy dividend to the unsecured
creditors.

The proposal for a reorganization plan is prepared during the reorganization pro-
ceedings. Any insolvent debtor may apply for reorganization proceedings. If the
insolvent debtor is a limited liability company, a creditor can apply for reorganiza-
tion proceedings, even if the debtor (management) objects.

During the reorganization proceedings, a number of rules apply to ensure the
protection of the debtors business activity as an ongoing business. Individual
actions from creditors as well as petitions for bankruptcy proceedings are auto-
matically stayed during the reorganization proceedings. As a general rule, this
stay also applies to secured creditors who consequently are not entitled to realize
the collateral. There are certain exceptions and modifications. E.g. the stay in rela-
tion to mortgages in real estate is most often conditioned that the debtor during
the reorganization proceedings makes ordinary mortgages payments. During the
reorganization proceedings, a creditor’s right to set-off is suspended to the same
extent as in bankruptcy proceedings. Further, a person who has a contract with
the debtor continues to be obliged by the contract and cannot terminate the con-
tract merely on the ground that the debtor has become subject to reorganization
proceedings. This principle is of great practical importance for the preservation of
the debtor’s business. It ensures that suppliers, customers, lessors and other con-
tractual parties do not use the reorganization proceedings as an “excuse” to ter-
minate their contracts.

Debt incurred during the reorganization proceedings — including new financing
—enjoys super-preferential status (in a subsequent bankruptcy proceeding), pro-
vided the debt was incurred with the consent of the reorganization administra-
tor appointed by the court, cf. below.

When reorganization proceedings are initiated, the court appoints a reorganiza-
tion administrator (typically a lawyer specialized in insolvency law) and an expert
in accounting, valuation etc. (typically an accountant). The insolvency administra-
tor’s role is both to assist the debtor during the proceedings and to safeguard the
creditors against abuse etc. The insolvency administrator advises the debtor on
the possibilities and models for reorganization, assists in negotiations with
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creditors, drafts the proposal for reorganization plan etc. The insolvency adminis-
trator also supervises the debtor. The debtor remains in possession but the
debtor may not make any important dispositions without the consent of the
reorganization administrator. It should be noted that if debtor is a limited liabil-
ity company, the creditors (by a majority vote) may decide that the reorganiza-
tion administrator shall take over the management of the debtor (instead of the
directors and the board). The latter rule gave raise to some debate, as one com-
mentator argued that the rule may violate the rights of the shareholders pro-
tected by the constitution and by EU-law. However, this view was refused by
other commentators, which correctly pointed out that the alternative is that the
creditors (by a majority vote) rejects the debtors proposal for reorganization plan
with the effect that the debtor becomes subject to bankruptcy proceedings
where the bankruptcy administrator takes over the management of the com-
pany. This effect of a bankruptcy proceedings has never been suggested to be
(and is not) a violation of the shareholders rights.

A reorganization proceeding may last up to a maximum of approximately 12
month. If a reorganization plan has not been approved by the creditors and the
bankruptcy court within this time limit, the debtor automatically becomes sub-
ject to bankruptcy (liquidation) proceedings.

In order for a reorganization plan to become valid and binding it must be
approved by the creditors and the court. To decide whether the creditors approve
or not, the creditors vote at a court meeting. The rules on voting are quite compli-
cated, but some general principles can be outlined:

- Only creditors, which are affected by the proposed reorganization plan, are
entitled to vote. A creditor, who cannot except to receive any dividend regard-
less of whether the proposed plan is passed or not, is not affected by the plan.

— Secured creditors are only entitled to vote to the extent the secured debt
exceeds the value of the collateral.

— Acreditor, which is closely related to the debtor (e.g. a parent company), is not
entitled to vote.

— A creditor only has the right to vote if the creditor is present at the court
meeting, where the voting takes place, or the creditor has given a person
present at the meeting power of attorney to vote on behalf of the creditor.

— The proposed plan is considered approved by the creditors, unless a majority
(more than 50 %) votes against the plan. When the court determines whether
a majority is against the plan, the decisive factor is the amounts owed to the
voting creditors and not the number of creditors voting. E.g. if a creditor hold-
ing debt of 1.000.000 votes in favor of the plan, whereas g creditors each
holding debt of 100.000 votes against the plan, the plan is approved, as the
opposing creditors’ claims in total is 900.000, which is not more than the
1.000.000 held by the creditor voting in favor of the plan.

Approval from
the creditors and
the court
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Has the 2010
reform been a
success?

As it appears, the requirements for approval of a reorganization plan are quite
relaxed, as only a simple majority is required and since only votes from creditors
taking part in the voting are counted. The rationale behind these principles is
that the majority of creditors should decide, as they are most affected by the
decision to approve the plan or not. Their decision should not be blocked by a
minority (even if it is a great minority e.g. 49 %) nor by creditors not participat-
ing in the voting. However, to safeguard the interests of the minority creditors a
reorganization plan must be approved by the court before the plan becomes
valid and binding. The court may reject the plan approved by the creditors if the
dividend proposed is lower than what the unsecured creditors could expect to
receive if the company instead was liquidated in bankruptcy proceedings. Fur-
ther, the court may reject the plan if the debtor or a third party has attempted to
influence on the voting by offering some of the creditors additional benefits on
top of what these creditors are entitled to according to the plan.

When a reorganization plan has been approved by the creditors and the court, it
becomes valid and binding on all creditors including creditors who did not partic-
ipate in the reorganization proceedings and creditors who voted against the
reorganization plan.

It should be noted that if a proposed reorganization plan is not approved by the
creditors (because a majority of these votes against the plan), the court cannot
approve the plan, even if the court finds that it would be in the best interest of
the creditors to do so.

Despite the fact that the 2010 introduced a modern reorganization regime into
the DBA, in practice it has been a quite limited success. | period 2011-2016 less
than 5 % of all insolvency proceedings concerning businesses were reorganiza-
tion proceedings, were whereas the remaining more than 95 % were bankruptcy
(liquidation) proceedings. It is difficult to say exactly what the reason for this is,
but several possible explanations may be suggested:

— The debtors management does not apply for reorganization in due time.
Consequently, the distress of the company is too severe to make a reorgani-
zation feasible.

— After the financial crisis, the banks are reluctant to provide financing to insol-
vent businesses.

— The costs of a reorganization proceeding (in particular to the reorganization
administrator) are too high for many small businesses. In Denmark most
businesses are small businesses.

— Some debtor prefer —if possible — to attempt an out-of-court reorganization
agreement with its creditors e.g. in order to avoid publicity.

— The rules on reorganization through a transfer of the business do not func-
tion well in connection with the rules on employees. A reform of the rules on
the position of employees in case of insolvency of their employer have been
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proposed by the Danish Bankruptcy Council, but the reform has not yet been
passed by the Danish Parliament due to political complications.

Finally, the general question may be raised: What a successful reorganization
regime? Obviously, it would not be a success if 100 % of all insolvent businesses
were reorganized. Most often, the reason for insolvency is that the debtors busi-
ness model has become outdated. There is no public interest in preserving busi-
nesses with an outdated business model, as they eventually will close. Keeping
such businesses temporarily alive through a reorganization may even be harmful
as it may lead to unfair competition against solvent businesses. On the other
hand, a reorganization rate on less than 5 % is probably a sign that too few insol-
vent businesses are rescued, even though it should be remembered that a busi-
ness may also be rescued by an out-of-court agreement with its creditors.

II. Cross-border insolvency law

Denmark is an EU Member State, but Denmark has certain exceptions to the EU
Treaty. Denmark is not subject to the provisions in the EU Treaty on police and
cooperation in judicial matters. For this reason, the EU Insolvency Regulation
does not apply to Denmark. However, Denmark fully participates in the EU Single
Market. Consequently, EU legislation concerning the EU Single Market such as
the bank recovery and resolution directive (BRRD), the directive on the protection
of employees in the event of the insolvency of their employer and the collateral
directive apply in Denmark. Further, it should be noted that the present EU pro-
posal for a directive on preventive restructuring frameworks, second chance etc.
is also suggested to be issued under the rules on the EU Single Market and thus
apply to Denmark. As it appears, in relation to EU insolvency law Denmark’s
exceptions to the EU Treaty in practice merely has resulted in Denmark being
outside the EU Insolvency Regulation.

Denmark is a party to the Nordic Bankruptcy Convention. The convention was
concluded in 1933. The convention has been into force for more than 8o years and
have only been subject to minor changes. The convention ensures recognition
and enforcement of bankruptcy proceedings initiated in the other Nordic States
(Sweden, Finland, Norway and Iceland). The convention is based on the principle
of universality of insolvency proceedings. Consequently, it provides for automatic
recognition without the need for territorial (ancillary) Danish proceedings.

With respect to choice of law, the convention as a general rule points to the lex
concursus of the State, where the proceedings bankruptcy takes place. This gen-
eral rule on application of lex concursus also applies to the question of whether a
pre-bankruptcy disposition is avoidable. An exception applies with to respect to
rights in rem, as the validity etc. of such rights generally are determined by the
lex rei sitae.

As mentioned Denmark is not subject to the EU Insolvency Regulation. Conse-
quently, with respect to insolvency proceedings initiated outside the Nordic
states, the questions of recognition and enforcement are determined by domes-
tic Danish law. Denmark has not adopted the UNCITRAL Model Law on

Denmark and the
EU legislation on
insolvency

The Nordic
Bankruptcy
Convention

Recognition of
insolvency
proceedings
(except Nordic)

17



2018

Cross-Border Insolvency. In fact, the questions of recognition and enforcement of
foreign insolvency proceedings are not explicitly regulated in Danish law. The DBA
authorizes the Minister of Justice to issue a decree regulating recognition and
enforcement of foreign insolvency proceedings, but such a decree has never been
issued. One of the likely reasons for this is, that the Minister of Justice has awaited
whether or not Denmark would become subject to the rules in the EU Insolvency
Regulation. During the last decade there were several chances for this to happen,
but now it seems unlikely as Denmark in a referendum held in 2015 voted no to
become part of the provisions in the EU Treaty on police and judicial cooperation.

The fact, that Danish law does not contain any explicit provisions on recognition
and enforcement of foreign insolvency proceedings, does not mean that such for-
eign proceedings are not recognized, but instead that it is left to the discretion of
the Danish courts to decide to which extent recognition and enforcement can
take place. In 1929 the Danish Supreme Court decided that a foreign insolvency
proceeding did not have the effect that an individual creditor cannot seize the
debtor’s Danish assets. Later decisions from the lower courts have followed this
principle despite some criticism from legal scholars.

In 2014 — for the first time in since the 1929 — the Danish Supreme Court were
asked to rule on the effects of a foreign insolvency proceeding. The case con-
cerned the company Phoenix Kapitaldienst GmbH, which were subject to German
insolvency proceedings. The circumstances of the Phoenix-case are probably
well-known to many German readers. The Danish Supreme Court case only con-
cerned one aspect of the Phoenix-case: The question of whether or not pre-bank-
ruptcy payments made from Phoenix to Danish investors was avoidable and thus
should be repaid to the German bankruptcy estate. The German bankruptcy
estate claimed that this question should be determined by German insolvency
law, and that the conditions for avoidance in German insolvency law was ful-
filled. The Danish investors claimed that the question of avoidance should be
determined by Danish insolvency. The German bankruptcy estate and the inves-
tors were in agreement, that if the question of avoidance was to be determined
by Danish insolvency law, the payments to the investors could not be avoided.

The Danish Supreme Court held that the question of avoidance should be deter-
mined by German insolvency law. In this context, the Supreme Court noted that
this would ensure equal treatments of the creditors, and that the content of Ger-
man insolvency law could not be considered fundamentally contrary to Danish
public policy. Further, the Danish Supreme Court held that the conditions in Ger-
man insolvency for avoidance was fullfilled. It is questionable whether the
Supreme Court decision can be seen as a general principle of recognition of for-
eign insolvency proceedings. The reason for this is that the investors (surpris-
ingly) did not argue that the German insolvency proceedings should not be rec-
ognized, but instead merely focused on the question of choice of law with respect
to avoidance. Consequently, the Supreme Court did not rule on whether foreign
insolvency proceedings generally are to be recognized nor whether foreign insol-
vency proceedings stay actions from individual creditors. Consequently, this issue
remains unsolved and may become subject to future cases. E.g. if a foreign airline
company becomes subject to foreign insolvency proceedings, an individual
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creditor may try to seize airplanes which happens to be in Copenhagen Airport.
Maybe the Danish courts would reject such an application for a seizure, as it
would be contrary to the principle of equal treatment of creditors, which the
Supreme Court explicitly mentioned in its decision, but it remains unpredictable
how the courts will react.

IV. Future developments of Danish insolvency law

Danish insolvency law has being subject to ongoing reforms for the last 40 years
and must thus be considered a modern insolvency regime. However, this does
not mean that there is no room for further development. E.g. a reform of the
Danish law on cross-border insolvencies seems needed.

In the past decade, the proposals for reforms of Danish insolvency law have come
from the Danish Bankruptcy Council. The Bankruptcy Council will continue to
make proposals for reforms. E.g. at present the Bankruptcy Council as mentioned
is considering a new reform of the rules in the DBA on discharge for entrepre-
neurs. In the future, initiatives to reforms will also come from the EU. If the EU
proposal for a directive on preventive restructuring frameworks, second chance
etc. is passed with the content originally suggested (in November 2016), it would
not require any major changes to Danish insolvency law. The proposed directive
can be implemented in Danish law merely through some adjustments of the
rules in the DBA concerning reorganization and discharge proceedings. But the
EU directive may very well turn out to be only a first step towards further EU
harmonization of insolvency, which in the end may require more substantive
changes of Danish insolvency law. When reading the preambles of the proposed
directive, one gets the impression that the EU Commission believes that any har-
monization of insolvency law can be justified by reference to rules of the EU Sin-
gle Market. Personally, | doubt this. Some elements of insolvency law may effect
the functioning of the Single Market, but definitely not all. E.g. it seems hard to
understand that differences in Member States’ law concerning the length of the
time after which over-indebted entrepreneurs may be fully discharged from their
debts should have any effect on the functioning of the Single Market. If a future
EU harmonization of insolvency law goes too far in the direction of full harmoni-
zation it may become an obstacle for developments of the insolvency law. Once
the EU harmonization is there, it may become difficult — or at least take a very
long time —to reach agreement on future changes. In Denmark where there is a
long tradition for an ongoing modernization of insolvency law. From a Danish
perspective, it gives raise to concern that future EU harmonization may prevent
the ongoing development of Danish insolvency law.

Professor, Dr jur Ulrik Rammeskow Bang-Pedersen is Profes-
sor of insolvency law at the University of Copenhagen, chair-
man of the Danish Bankruptcy Council, member of the Board
of Finansiel Stabilitet (handling insolvent banks) and mem-
ber of the International Insolvency Institute.

E-mail: ulrik.rammeskow.bang-pedersen@jur.ku.dk
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Landmark ruling:
the Centros
judgment

Development of
insolvency law
following the
Centros judgment

Brexit: The future of corporate insolvency tourism
to London (part 1)!

By Dr Christoph von Wilcken, Attorney-at-Law in Germany, and Dr Alexandra Josko
de Marx, Attorney-at-Law in Germany

I. Legal situation prior to Brexit

The European Single Market, the internal market for the Member States of the
European Union, was established in 1993. It is founded on four fundamental free-
doms: the free movement of goods, persons, services, and capital and payments.

The establishment of the Single Market initially had no effect for enterprises
which did not cross national borders for business purposes. That changed with
the Centros judgment of the Court of Justice of the European Union (judgment of
9 March 1999, case C212/97), which held that the free movement of persons
within the European Union also included freedom of establishment for
companies.

The background to the Centros judgment was as follows: A Danish couple had
founded a British private limited company (Ltd) which they intended to use to
trade in Denmark. They did this because the minimum share capital required to
establish a company in the UK was lower than in Denmark. The CJEU’s judgment
in this case prompted many companies — regardless of legal form —to begin trad-
ing elsewhere in the Single Market, or else to found companies subject to foreign
legal systems in order to access legal benefits and compete in their domestic
markets with companies with the standard legal form in that market. In Ger-
many there was a ‘run’ on the legal form of private limited company. The ease and
simplicity with which such a company could be founded, as well as the minimum
share capital of just one pound, made the limited company an enticing prospect
compared with the German Gesellschaft mit beschréankter Haftung (GmbH).

Subsequent CJEU judgments (in ‘Uberseering’ and ‘Inspire Art’) consolidated this
case-law. It was not until the legal form of Unternehmergesellschaft (haftungs-
beschrankt), or ‘entrepreneurial company (limited liability)’ was introduced in
2008 that there was a significant fall in German businesses establishing British
limited companies.

Following the changes in terms of European company law triggered by the Cen-
tros judgment, all that was needed was a supplemental development in insol-
vency law. This was attained, when the European Insolvency Regulation (EIR)
entered into force 31 May 2002. Now, not only could businesses trade anywhere
in the Single Market using the legal form of their choice, but, if restructuring
became necessary or the business failed altogether, the question of which legal
system was preferable from the perspective of the executive bodies acting on
behalf of the debtor — usually its organs and shareholders — was opened up.

1 Part 2 of this article will appear in the Yearbook 2019.
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The key concept underlying the EIR is the principle of universality. This means
that main insolvency proceedings commenced in accordance with Article 3(1) of
the EIR cover all of a debtor’s assets, regardless of where those assets are located.
At the same time, once commenced, such proceedings prevent the commence-
ment of insolvency proceedings in other participating jurisdictions, with the rare
exception of secondary proceedings.

From the perspective of the parties involved, it is preferable for restructuring and
insolvency proceedings to take place in a system offering clear liability rules,
speedy and predictable commencement arrangements and a culture of restruc-
turing (a ‘second chance’ culture). All of these things were present in England and
Wales —in contrast to the German system at that time.

Although by 2002 the German Insolvency Code (Insolvenzordnung) had already
been in force for three years and the options of an insolvency plan as well as —on
paper — self-administration (debtor in possession) were available, from the per-
spective of the parties involved the German system still held a number of disad-
vantages. As well as the potential for substantial liability claims under both
insolvency law and criminal law, liability under equity substitution law? which at
the time shareholders found difficult to understand, and frequent unwillingness
on the part of the courts to make use of the new instruments of the insolvency
plan and self-administration, the mental concept of a restructuring culture was
also absent in the minds of many market participants and their advisers. One
leading insolvency administrator of the day wrote an article savaging the institu-
tion of self-administration, likening it to putting a fox in charge of the henhouse.
The key consideration was the realisation of liabilities, and if you wanted to pre-
vent a trip to the insolvency court within the statutory time limit, which for com-
panies limited by shares had been kept to just three weeks, a unanimous vote by
the creditors was needed, following by a waiver of claims.

Over the next few years, many advisers recognised the possibilities for forum
shopping opened up by the CJEU case-law and the EU legislation. An enterprise
that could prove that its centre of main interests (COMI) was situated within the
territory of a Member State could use that state’s restructuring and insolvency law.

The fact that in accordance with the case-law the COMI was determined by refer-
ence to the place where essential corporate decisions were made was also help-
ful. It was the brain, and not the muscles, that mattered. This meant that reloca-
tion of a small executive body could change international jurisdiction, even if
hundreds or thousands of other employees remained in place.3

One of the first well known German companies to seek salvation in England, in
2004, was VDN Vereinigte Deutsche Nickel-Werke AG. Part of the business had

2 This only changed in 2008 with the Act to Modernise the Law Governing Limited Liability Companies and to Combat Abuses
(Gesetz zur Modernisierung des GmbH-Rechts und zur Bekdmpfung von Missbrauchen, MoMiG).

3 It should be noted that the recast EIR, which entered into force in June 2017, limits the possibility of forum shopping somewhat.
According to the Regulation, for creditors, the critical factor in ascertaining an undertaking’s COMI is facts ascertainable by third
parties. These third parties include in particular business associates of the debtor undertaking. In addition, the recast Regulation
provides that the place of a company’s registered office — otherwise a priority consideration — must not be presumed to be its
COMI if the registered office was changed within the three-month period before the application was filed.
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been sold to a British limited company in an attempt at restructuring. Adminis-
tration proceedings were commenced in England in parallel with the German
insolvency proceedings in respect of the portion of the company that remained
in Germany. In 2008, DNick Holding, as the company was now called, was again in
a position to pay a dividend. This was due to a debt-to-equity swap, not possible
in Germany at the time, which 95 % of DNick Holding’s creditors accepted.

Soon afterwards, automotive supplier Schefenacker did the same thing, when a
sufficient number of creditors, again in insolvency proceedings under English law,
accepted a debt-to-equity swap.

Companies with bondholders which needed to renegotiate servicing of their
bonds in particular recognised the advantages of the English scheme of arrange-
ment (SoA) for restructuring efforts outside of insolvencies proceedings. The
main advantage of this was that the consent of a qualified majority of bondhold-
ers was sufficient. A company wishing to make use of this vehicle provided by
English law did not even need to relocate its principal establishment to England;
other connecting factors, e.g. under a credit agreement, would suffice. Well
known German companies such as TeleColumbus, Primacom and Rodenstock all
successfully used this approach.

The flight into English restructuring and insolvency law was not just attractive to
companies. While for individuals in Germany the process of insolvency and sub-
sequent discharge of residual debt lasts six years,* natural persons in England can
be discharged after just twelve months. However, before a debtor can take
advantage of English insolvency law, he or she must first have - sincerely — trans-
ferred the centre of his or her main interests to England or Wales. There are a
large number of agencies and advisors, still easily found on the internet, who can
help by providing all-inclusive packages comprising an address, bank account
number, telephone number and anything else that might be needed to convince
a judge of the sincerity of an application.s

II. What will the legal position be post-Brexit?

The UK’s withdrawal from the European Union will doubtless also affect the pro-
visions of law that make England and Wales the attractive restructuring location
described above. Insolvency and restructuring advisors in London in particular
are awaiting these developments with concern. Various possible scenarios are in
preparation, but all are subject to the concrete outcome of Brexit negotiations.

That once-popular British export, the limited company, will also be affected.
While the hype over the limited company is long over, in Germany the uncer-
tainty surrounding Brexit is likely to kill it altogether. As mentioned above, the
limited company was only recognised as a legal form for companies established
in Germany due to the right of freedom of establishment within the European

4 This remains the case even following reform of the law on personal insolvency in 2014, which was inadequate in this regard.

5 Insolvency tourism has often been heavily criticised. Worth reading on this subject is e.g. the discussion of the decision of the
High Court of Justice in Birmingham retrospectively cancelling the discharge granted to a German notary by an English court
(Goslar, NZI 2012, p. 912).
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Union. That made the original position of the Federal Court of Justice (Bundes-
gerichtshof) — that a limited company loses its legal status when relocated to
Germany —untenable.

But the opinion of the Federal Court of Justice could become relevant once again.
In that case, a limited company which has moved its place of management to
Germany will no longer be able to rely on its status. As a rule, limited companies
would be treated as general partnerships (Offene Handelsgesellschaft, OHG). One
unpleasant consequence for shareholders would be that their liability would no
longer be limited. They would then be liable without limitation with all of their
assets. In the event of the insolvency of a company a German court would have
jurisdiction.

On closer examination, the impact of Brexit may well be less dramatic for the
restructuring options available under English law. Nevertheless, the mere fact of
the additional uncertainty is likely to discourage decision-makers on the conti-
nent making use of the restructuring options that have been used in the past.
Moreover, London’s role as Europe’s restructuring centre is closely tied to its posi-
tion as Europe’s financial centre. The more that Brexit erodes this position, the
greater the effect on restructuring business in the city will be.

If at the end of the negotiations the EIR no longer applies in England and Wales,
it would indeed be more difficult for a debtor to ‘forum-shop’ by transferring its
COM I to England. Insolvency proceedings would no longer be recognised auto-
matically, as the EIR provides in relation to proceedings commenced in another
Member State, instead, the matter would need to be examined by a German
court. Applying the mirror principle, this court would base its decision on the
international jurisdiction applicable to the proceedings under the German rules.
This would need to be decided on the basis of criteria similar to those applied
when determining the COMI in accordance with the EIR. The German courts can
be expected to view attempts to forum-shop in England more critically than the
English courts have done so hitherto.

It should also be mentioned at this point that the English courts have in the past
declined jurisdiction in cases involving obvious attempts at forum shopping. As
far back as 2006 an attempt to shift jurisdiction for Hans Brochier Holdings Ltd to
England failed when the English administrator appointed made the court aware
that the company’s COMI was near Nuremberg and not in London. The differ-
ences between German international insolvency law and the EIR as regards crite-
ria for establishing international jurisdiction are relatively minor. However, it is
felt, in England too, that continued application of the EIR in London following the
UK’s departure from the EU is desirable, not least because company groups oper-
ating across Europe would otherwise be subject to a multitude of national deci-
sions. And in fact attempts are being made in the UK to ensure this. The fact the
May government is now moving away from its original demand that the UK
must be removed from the jurisdiction of the European Court of Justice entirely
may well give these efforts a boost. However, there is resignation on the island
that, in light of previous experience, the EU is not a sense of to be particularly
interested in this solution.
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It is well known in London that the other Members States take a dim view of
restructuring tourism to England. This applies in particular to restructuring
measures carried out under the institution of UK company law called the solvent
scheme of arrangement (SoA). Indeed, it came to light during preparatory work
in advance of the most recent reform of the EIR that the other Member States
would like to have seen the SoA brought within the scope of that regulation. The
result of this would have been that an enterprise would only be able to access a
SoA if its COMI was in England or Wales. Brexit will presumably put paid to that
debate. The only question is whether this will also mean the disappearance of
the SoA from the European restructuring scene. Here again there are a whole
series of uncertainties, indicating that this particular restructuring tool is likely to
be less attractive in future. To date, the German Federal Court of Justice has not
issued any judgment relating to recognition of a SoA. In its decision in Equitable
Life in 2012 it was able to leave this question open. However, the statement of
grounds for that judgment make it clear that the German Federal Court of Justice
considers the necessary confirmation by an English court of an SoA to be a judg-
ment within the meaning of the Brussels | Regulation, the EU regulation dealing
with mutual recognition between Member States of judgments in civil and com-
mercial matters. One can only assume that this regulation will no longer apply to
judgments handed down in the UK following that country’s departure from the
EU, in the event of a hard Brexit anyway.

The UK could benefit from the continued application of the Lugano Convention,
which provides for arrangements corresponding to those under the Regulation, if
it accedes to that Convention or joins EFTA. The other contracting states would
need to agree to this, however.

By contrast, it would be difficult to derive a basis for recognition of the SoA from
the provisions on recognition of foreign judgments in the German Code of Civil
Procedure (Zivilprozessordnung), as here again the mirror principle would need to
be applied to determine international jurisdiction. A number of legal questions
would need to be clarified before an English court could be found to have juris-
diction. The main problem is that there is no arrangement in German law corre-
sponding to the SoA. That may change in the foreseeable future, however. The
proposal for a directive on preventive restructuring frameworks tabled in 2016 by
the European Commission may soon compel German legislators to introduce a
corresponding instrument. The SoA seems to have become a victim of its own
success. By the time the UK leave the European Union, which, if both parties
agree, may take longer than the two years provided for in the Treaty on Euro-
pean Union, it is possible that restructuring options of this kind may be available
Europe-wide. Ironically, this would mean that competing jurisdictions would be
introducing proceedings comparable to the SoA just as the British model for
those proceedings was leaving the EU. It is possible the English SoA will decline in
importance as a restructuring tool on the continent due less to questions of judi-
cial recognition than to this new competition and a move away from use of Eng-
lish law as a basis for contract documents, though this latter is as yet
unpredictable.
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Alongside the question of recognition per se, another requirement is that the
creditors concerned are actually subject to the SoA. In the case of the German
companies using SoAs for balance sheet restructuring purposes, they always
have been. SoAs affected loan creditors who were counterparties in syndicated
loans governed by English law. These frequently contained choice of forum agree-
ments for additional legal certainty. If London really does become less important
as a financial centre as a result of Brexit, this is likely to impact the status of
financial credit agreements. Naturally, firms that draft such agreements are giv-
ing this issue some consideration. It is not unlikely that their thoughts will turn
to the laws of the state of New York. A not insignificant number of international
credit agreements are subject to the laws of this state. And the London consul-
tancies naturally have presences over there. If London lawyers’ fees are high by
German standards, they are even more so in New York. This is perhaps another
reason why some in the profession do not view Brexit as any great tragedy.

The post-Brexit UK will also be a less attractive destination for individuals seek-
ing speedy discharge from residual debt. One reason for this, as is the case with
corporate insolvencies, is that proceedings will no longer be recognised automat-
ically under the EIR. And given that one key driver of the Brexit vote was the large
number of EU citizens in the UK, taking up residence in that will certainly not get
any easier once Brexit is complete. As the Republic of Ireland, where free move-
ment will continue, now offers a comparably favourable personal insolvency
regime, it is likely that insolvency tourism will shift there.

Although in absolute terms the restructuring sector in London generates impres-
sive revenues, restructuring tourism is only a small part of the city’s economy.
Brexit and its effects are just one more piece in a constantly changing restructur-
ing framework. The sector will adjust. But it can already be stated with certainty
that the political and other economic effects will be more grave.
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Lawyer (London), and Dr H. Philipp Esser LL.M. (Chicago), Attorney-at-Law in
Germany and New York State

I. History

Over the past several years, many countries in Europe, including Germany, have
initiated projects to reform their group insolvency laws, as has the EU. Although
in 2014 Germany became the first country to propose a reform, its new group
insolvency law was not enacted until 2017 - i.e. two years after the recast Euro-
pean Insolvency Regulation (2015/848) (the “EIR 2015”). In addition, the new Ger-
man rules will first become applicable on 21 April 2018, while the revised EU
group insolvency rules have been in effect since 26 June 2017.

The EU group insolvency rules in Article 56 et seq. of the EIR 2015 apply when
insolvency proceedings concerning two (or more) members of a group of compa-
nies are pending in at least two Member States. A “group of companies” means a
parent undertaking and all its subsidiary undertakings, with the parent under-
taking exercising control over the subsidiary undertakings (Article 2(13) and (14)).

Starting 21 April 2018, group insolvency rules in Germany will also apply when
two (or more) members of a group of companies are insolvent, irrespective of the
location of the proceedings. Therefore (and presumably in other countries as
well), insolvent German group members may be subject both to the group insol-
vency rules of the EIR 2015 and to national legislation — in Germany, the Insol-
vency Code (Insolvenzordnung, InsO). However, when it comes into effect, Article
102¢ section 22 of the Introductory Act to the Insolvency Code (Einfiihrungsgesetz
zur Insolvenzordnung, EGInsO) will provide a step-back mechanism: Where the
EIR 2015 rules on cooperation and communication between insolvency practi-
tioners or between courts apply (Articles 56 and 57 of the EIR 2015), the respective
German provisions (sections 56b, 269a, 269b InsO) are not applicable. Further-
more, German group coordination proceedings may not be initiated if they
would negatively affect the effectiveness of group coordination proceedings
under the EIR 2015. In other words, German group coordination proceedings are
not incompatible per se with those under the EIR 2015, but they may coexist with
the latter only to the extent that they do not negatively interfere with the
EIR 2015 rules. However, in this article, we will focus on the EIR 2015 rules that
always take precedence.

Notwithstanding the fact that group insolvency rules were being developed in

Europe over the past several years, UNCITRAL Working Group V' agreed at its 44th
session (December 2013) to continue its work on the cross-border insolvency of

1 http://www.uncitral.org/uncitral/en/commission/working_groups/sinsolvency.html.
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multinational enterprise groups.? The existing articles of the UNCITRAL Model
Law on Cross-Border Insolvency3 (the “UNCITRAL Model Law”) are to be comple-
mented either by forming a set of model provisions or by supplementing the cur-
rent UNCITRAL Model Law, a choice that has yet to be decided. The draft text of
the provisions concerning the cross-border insolvency of multinational enter-
prise groups (the “UNCITRAL Draft”) has been considered continuously by Work-
ing Group V, including as recently at its 51st session in May 2017.4 Although the
work has not yet been completed and finalised, it has progressed to a level that
allows the mechanisms under the UNCITRAL Draft to be analysed and compared
with those under the EIR 2015.

IIl. Applicability

The UNCITRAL Draft is based on the principles enshrined in the UNCITRAL Model
Law. Individual countries are encouraged to adopt the UNCITRAL Model Law into
their national legislation relating to the international reach of foreign insolvency
proceedings in their own territory, including a recognition procedure and certain
types of relief following an order recognising a foreign main or non-main pro-
ceeding. Although the UNCITRAL Model Law does not have force of law and is
not directly applicable in any jurisdiction, countries that adopt it share common
ground and an approach as to how issues of multinational insolvencies are
handled.

By contrast, the EIR 2015 is a directly applicable legislative act in the EU and does
not require adoption or implementation by any Member State (other than in
Denmarks and, in the future, possibly the UK as well).

Multinational groups of companies in Europe with affiliated group members out-
side the EU will likewise stand to benefit from a uniform set of rules when they
need to include those affiliates in a restructuring plan for the group as a whole. A
common underlying principle is by all means necessary.

. Approach

Although the EIR 2015 and the UNCITRAL Draft are fundamentally different in
terms of their status as law and their scope of application, both sets of rules share
a similar objective: addressing situations where insolvency proceedings have been
commenced for various members of a group of companies in different countries.

The key elements are (1) establishing cooperation and communication between
and among insolvency practitioners and courts, (2) providing a lead or coordinat-
ing procedure, with a lead or coordinating person, and (3) proposing the “plan”
as the legal format for restructuring or liquidating the group or parts of it.

2 The mandate was given by the Commission at its 43rd session (2010): Official Records of the General Assembly, Sixty-fifth Ses-
sion, Supplement No. 17 (A/65/17, para. 259(a)) and Official Records of the General Assembly, Sixty-eighth Session, Supplement
No. 17, (A/68/17), para. 326.

3 http://www.uncitral.org/pdf/english/texts/insolven/1997-Model-Law-Insol-2013-Guide-Enactment-e.pdf.
4 This version will be used for this article.

5 See article on page 12 “Danish Insolvency Law: Recent developments and international apsects”.
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In addition, the UNCITRAL Draft will need to address how any measures or relief
are recognised in the jurisdictions involved. This is not an issue with the EIR 2015,
which is directly applicable in Germany (although Germany enacted an “intro-
ductory act” to assist practitioners with application of the new rules in the EIR
2015).

IV.Communication, Cooperation, Coordination

In the EIR 2015, Chapter V (“Insolvency Proceedings of Members of a Group of
Companies”) begins with Section 1 on “Cooperation and communication” (Arti-
cles 56-60 of the EIR 2015). Articles 56-58 expressly oblige insolvency practition-
ers and insolvency courts to cooperate and communicate in insolvency proceed-
ings involving various members of a group of companies. Article 2(5) defines
“insolvency practitioner” broadly, but it also refers to Annex B, which lists the
various types of insolvency practitioners in each Member State. Although for
Germany the debtor in possession (Eigenverwaltung) is omitted, Article 76 speci-
fies that the provisions in Chapter V that are applicable to the insolvency practi-
tioner also apply to the debtor in possession.

In particular, insolvency practitioners are required to cooperate “to the extent
that such cooperation is appropriate to facilitate the effective administration of
those proceedings, is not incompatible with the rules applicable to such proceed-
ings and does not entail any conflict of interest” (Article 56(1) of the EIR 2015). For
this purpose, insolvency practitioners are to exchange relevant information, pro-
vided that confidential information is appropriately protected (Article 56(2)(a)).
Furthermore, insolvency practitioners are to “consider whether possibilities exist
for coordinating the administration and supervision of the affairs of the group
members” (Article 56(2)(b)). Finally, insolvency practitioners are required to “con-
sider whether possibilities exist for restructuring group members” and, if so, to
propose a coordinated restructuring plan (Article 56(2)(c)). In short, in cases of
group insolvency proceedings, insolvency practitioners are obligated to consider
providing cooperation in the insolvency proceedings involving other group mem-
bers and to document this.

Article 57 of the EIR 2015 states clearly that courts are also expected to cooperate
with one another in group insolvency proceedings “to the extent that such coop-
eration is appropriate to facilitate the effective administration of the proceed-
ings”. Such cooperation concerns, in particular, coordination in the appointment
of insolvency practitioners, coordination of the administration and supervision of
the assets and affairs of the members of the group, and coordination of the con-
duct of hearings (Article 57(3)). However, cooperation is not required if it is incom-
patible with the rules applicable to the proceedings or entails a conflict of inter-
est (Article 57(1), first sentence). This broad exception may in practice attenuate
much of the desired impact of the duty to communicate, cooperate, and coordi-
nate. Thus, the extent to which courts will in future exhibit greater cooperation in
group insolvency proceedings largely depends on how they interpret the limita-
tions in Article 57(1) of the EIR 2015.
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The UNCITRAL Draft concentrates on two aspects of cooperation and
communication:

— cooperation between courts and other competent authorities of the States
involved in cases of cross-border insolvency affecting members of an enter-
prise group, and

— cooperation between insolvency representatives appointed in the States
involved in cases of cross-border insolvency affecting members of an enter-
prise group.

Under the general provision set out in Articles 7 and 7bis of the UNCITRAL Draft,
the insolvency representative is, in the exercise of its functions and subject to the
supervision of the court, to cooperate to the maximum extent possible with for-
eign representatives of other enterprise group members and with a group repre-
sentative, where appointed (in a planning proceeding), as well as with foreign
courts. Such cooperation includes the right to communicate directly with or to
request information or assistance directly from such entities.

In particular, the UNCITRAL Draft requires insolvency representatives and the
group representative to coordinate their respective administrations and court
supervision, which, pursuant to Article 8, includes:

— sharing and disclosure of information (provided that confidential informa-
tion is protected);

- negotiation of agreements concerning the coordination of proceedings
(known as “protocols”, which have become a fairly popular tool that insol-
vency representatives in different jurisdictions voluntarily agree upon in
order to deal with common or overlapping interests). The insolvency repre-
sentatives and the group representative may also allocate responsibilities
among themselves;

— coordination with respect to the development and implementation of a
group insolvency solution, i.e. the legal and business concept for restructur-
ing or liquidating the enterprise group or parts of it.

The UNCITRAL Draft also requires courts to cooperate, either directly or through
a specified person or body, with foreign courts, insolvency representatives, and
the group representative, where appointed. Courts are also entitled to communi-
cate directly with, or to request information or assistance directly from, foreign
courts, foreign insolvency representatives, or a group representative, where
appointed. The extent of the foregoing is subject to national law. In common-law
jurisdictions, courts generally consider themselves entitled to cooperate and
communicate with other courts at their discretion. Civil-law jurisdictions tend to
be loath to allow judges to simply pick up the phone and call their counterparts
in some other country. However, legislatures should be encouraged to make this
concession. In the EU such cooperation and communications duties were recently
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Open questions

set down in the EIR 2015, which however is still untested. It remains to be seen
whether it work in reality.

However, this raises various questions. Are insolvency representatives allowed to
participate in or listen in on any such communication, or is only the group repre-
sentative permitted to do so? Are they instead to have access to a transcript? May
insolvency representatives address the topics to be discussed, let alone propose
them? Is there a remedy if the court does not communicate or if it does not com-
municate about an item being sought? These are just some of the questions that
legislatures will have to confront and then account for in their respective legal
regimes. It is thus quite likely that there will be differences in the powers, duties
and procedures of the courts that being asked to cooperate and communicate,
which might lead to new frictions.

The same types of questions arise with respect to the situation where a court is
required to communicate with a foreign insolvency representative over which it
has no jurisdiction. Article 5 of the UNCITRAL Draft therefore addresses the limits
to such cooperation and communication. It ensures that the courts are independ-
ent and that no such communication has the effect of a judicial decision on the
subject matter.

Nevertheless, the principle set down in Article 3 of the UNCITRAL Draft is impor-
tant. The practical need to find ways to enhance such cooperation and communi-
cation will however guide the drafting of the new laws to be developed.

The UNCITRAL Draft provides several examples of such cooperation, including:

(i) Coordination of the administration and supervision of the affairs of the
enterprise group members;

(if) Appointment of a person or body to act at the direction of the court;

(iii) Approval and implementation of agreements concerning the coordination of
proceedings relating to two or more enterprise group members (known as
“protocols”);

(iv) Cooperation among courts as to how to allocate and provide for the costs
associated with cross-border cooperation and communication;

(v) Use of mediation or arbitration to resolve disputes between members of an
enterprise group concerning claims;

(vi) Approval of the treatment of claims between members of an enterprise
group.

A comparison of the two sets of rules makes it clear that both the EU and UNCI-
TRAL encountered the same questions and essentially reached the same conclu-
sions. Under both regimes, the legal framework governing how courts may act
with respect to their foreign counterparts and with respect to foreign insolvency
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administrators is ultimately left up to national legislatures and national proce-
dural laws, which are to define the details of the actual process.

V. Rights of the Insolvency Practitioner, Article 60 of the EIR 2015, and the Insol-
vency Representative

Notwithstanding the light touch taken by the EIR 2015 group insolvency rules,
Article 60 of the EIR 2015 grants important rights to the insolvency practitioner
appointed for a group member. These go far beyond the trilogy of communica-
tion, cooperation and coordination. To begin with, an insolvency practitioner may
be heard in the insolvency proceedings of any other member of the same group
(Article 60(1)(a)). Although this is not a direct right, it signals to insolvency practi-
tioners appointed for other group members that they should hear from their
counterparts if such communication facilitates the effective administration of
the proceedings.

Furthermore, under Article 60(1)(b) of the EIR 2015, an insolvency practitioner
may request the stay of any measure related to the realisation of assets in pro-
ceedings concerning any other member of the group. This requires that (i) a coor-
dinated restructuring plan has been proposed and presents a reasonable chance
of success, (ii) a stay of the realisation measure is necessary in order to ensure the
proper implementation of the restructuring plan, and (iii) the plan would be to
the benefit of the creditors in the proceedings for which the stay is requested. If
necessary, the insolvency court may order that measures be taken to guarantee
the interests of such creditors. It should be noted that the coordinated restructur-
ing plan referred to in Article 56(2)(c) is not the same as the group coordination
plan referred to in Article 72(1)(b). The coordinated restructuring plan is not lim-
ited to the coordination of the proceedings of different group members but
rather is intended to define steps and implement specific measures to restruc-
ture a group business (see Recital 54 of the EIR 2015). Such plans must comply
with and be confirmed under the national rules for insolvency plans, and the
EIR 2015 has no bearing on this. The fact that the EIR 2015 supports coordinated
(national) restructuring plans shows that the EU is seeking to foster coordination
and the restructuring of business on all levels, not merely through group coordi-
nation proceedings and the group coordination plan in Articles 61 et seq. and 72.
A stay may be ordered for up to three months and may be extended to a maxi-
mum of six months (Article 60 (2)).

Finally, Article 60(1)(b) of the EIR 2015 provides that any insolvency practitioner
appointed for a group member may apply for the opening of group coordination
proceedings in accordance with Article 61. Thus, group coordination proceedings
are not simply a procedural tool. They enable an insolvency practitioner to seek
the assistance of a group coordinator and a group coordinating court in order to
ensure that the insolvency estates of the group members are administered
efficiently.

Under the UNCITRAL Draft, insolvency representatives may communicate and
cooperate with each other and the group representative, as well as with the
court. Moreover, Article 11 of the UNCITRAL Draft also allows them to participate
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in the main proceedings of another insolvency representative. Pursuant to Article
1(3), participation means that “the group member has the right to appear, make
written submissions and be heard in that proceeding on matters affecting that
group member’s interests and to take part in the development and implementa-
tion of a group insolvency solution.”

Thus, participation in another group member’s proceedings is not limited to an
initiated or even recognised planning proceeding, although that is the ultimate
goal. Participation and hence cooperation can be achieved by appearing and
being heard or by submitting written statements concerning the interests of the
insolvency representative’s own group member. A planning proceeding might be
initiated later, if at all. Participation in a proceeding by any other enterprise group
member is voluntary, and such group member may commence its participation
or opt out of it at any stage of such a proceeding. Article 1(5) of the UNCITRAL
Draft specifies that “a participating enterprise group member shall be notified of
actions taken with respect to the development of a group insolvency solution.”
Therefore, as a precaution, participation is always advisable in order to keep
abreast of that development. Under Article 11(4), enterprise group members that
are not subject to insolvency proceedings may also voluntarily participate in a
proceeding. A group member may opt into or out of participation at any time.

A comparison of the two sets of rules shows that the participation envisaged by
the UNCITRAL Draft goes beyond that in the EIR 2015 in terms of, e.g. making
written submissions or being heard in the proceedings of another group mem-
ber. Although insolvency representatives are able to actively participate, the
details of such participation are to be stipulated by the enacting State. Working
Group V has discussed this extensively, and it ultimately decided to leave these
options open while providing further guidance in the enacting guidelines that
will accompany the model law. In addition, in contrast to the EIR 2015, the UNCI-
TRAL Draft allows solvent group members to participate in a proceeding for the
purpose of facilitating overall coordination and developing a group insolvency
solution. Working Group V also envisages here, in particular, that viable group
members are to have an opportunity to assist in concluding funding arrange-
ments for the proceeding.

VI.Group Coordination Proceedings and Planning Proceeding

In addition to the general obligations to cooperate and communicate, the
EIR 2015 offers a truly novel proceeding for coordinating group insolvencies:
group coordination proceedings (“GCP”), which are set down in Articles 61-77 of
the EIR 2015. GCP are a procedural instrument designed to improve the adminis-
tration of insolvent company groups through coordination and through the
appointment of a group coordinator, who is supervised by an insolvency court.
Coordinated group-wide administration is to be set out in a group coordination
plan (Article 72(1)(b)), although it is not directly binding on the individual insol-
vency practitioners involved. Moreover, the group coordination plan may not
include recommendations as to any consolidation of proceedings or insolvency
estates. Thus, the approach and effect of GCP to some extent resemble those of a
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mediation procedure for developing a joint restructuring strategy and resolving
conflicts associated with a group insolvency.

Under Article 61 of the EIR 2015, any insolvency practitioner appointed for a group
member may request GCP. Although each insolvency court of an insolvent group
member has jurisdiction, exclusive jurisdiction lies with the court first seised of a
request to open GCP, unless prior to the opening of GCP at least two-thirds of the
insolvency practitioners involved agree in writing that a different court has exclu-
sive jurisdiction (Article 66). In such case, any other court must decline jurisdic-
tion and submit any pending petitions to the agreed court.

Pursuant to Article 63(1) of the EIR 2015, the court seised of a request to open GCP
must satisfy itself that (i) the opening of GCP is appropriate to facilitate the
effective administration of the insolvency proceedings relating to the different
group members, (ii) no creditor of any group member expected to participate in
the proceedings is likely to be financially disadvantaged by the inclusion of that
member in such proceedings, and (iii) the proposed coordinator fulfils the
requirements for this position. If it is satisfied, the court gives notice of the
request to open GCP to the insolvency practitioners appointed for the members
of the group, who are to have an opportunity to be heard on the request and may
opt out of GCP without having to provide any reasons.

The court then opens GCP, and in connection with this decision, it appoints a
coordinator and decides on the outline of the coordination (plan) and on the pro-
posed concept for the sharing of the estimated costs (Article 68 of the EIR 2015).
Insolvency practitioners who elect not to participate in GCP from the outset may
optin atany later point, but this requires the approval of the coordinator and the
agreement of all insolvency practitioners involved (Article 69), although not the
approval of the court. In addition, an insolvency practitioner may opt in only if it
had earlier objected to inclusion within GCP of the insolvency proceedings for
which it has been appointed (opt-out) or if insolvency proceedings with respect
to a member of the group were opened after the court opened GCP.

Pursuant to Article 71 of the EIR 2015, the coordinator must be a person eligible
under the law of a Member State to act as an insolvency practitioner but may not
be one of the insolvency practitioners appointed for any of the insolvent group
members. It has been debated whether the coordinator needs to be eligible to
act as an insolvency practitioner merely in his or her country of practice or also in
the - potentially different — country of the court administering GCP. However, the
wording of the provision clearly requires only that the coordinator to have such
eligibility in “a” Member State, i.e. not necessarily in the Member State where
GCP are pending. Thus, German insolvency administrators and courts may need
to get accustomed to the idea that a German insolvency judge may appoint a
foreign insolvency practitioner as coordinator if he or she believes that that indi-
vidual is better suited for the efficient administration of GCP.

In particular, the coordinator proposes the group coordination plan to the insol-
vent group members. The EIR 2015 says little about content of the group coordi-
nation plan. The plan may contain proposals for the joint restructuring strategy,
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for the resolution of intragroup conflicts, and for agreements between insol-
vency practitioners (Article 72(1)(b) of the EIR 2015). But the participants in GCP
may also agree on other aspects of the plan, e.g. regarding the costs of GCP, pro-
vided that such agreement is consistent with the court’s order opening GCP. The
insolvency practitioners involved are not obligated to follow the plan, butin such
case, they are required give reasons for not doing so to the persons or bodies that
they are to report to under their national law (Article 70). However, this duty to
disclose essentially obliges every insolvency practitioners to at least consider the
plan and document any reasons for not following it. The coordinator also has the
right to be heard in any insolvency proceeding of a group member and to attend
creditors’ meetings, e.g. to explain the group coordination plan.

In addition to exerting soft pressure by way of the group coordination plan, the
coordinator may also request a stay of the insolvency proceedings of any group
member for up to six months if one is necessary in order to ensure proper imple-
mentation of the group coordination plan and would be to the benefit of the
creditors affected (Article 72(2)(e) of the EIR 2015). The request for a stay is to be
made to court that opened GCP. Considering that the group insolvency rules in
the EIR 2015 generally adopt a light touch, the coordinator will need to offer clear
evidence that the stay is necessary in order to properly implement the group
coordinating plan and that it will clearly provide the parties affected with more
than just minimal benefits. Nevertheless, the coordinator’s right to request a stay
will give him or her negotiating leverage when dealing with the representatives
and stakeholders of the individual group members.

The group members bear the costs of GCP in accordance with the order opening
them. Each insolvency practitioner may object to the coordinator’s final state-
ment of costs, in which case the court then decides on the costs (Article 77 of the
EIR 2015). Pursuant to Article 72(6), the coordinator must inform the participating
insolvency practitioners and seek the approval of the court that opened GCP if (i)
the coordinator believes that the fulfilment of his or her tasks will significantly
increase the estimated costs or (ii) the real costs exceed the estimated costs by
10%.

In summary, the EIR 2015 enables insolvency practitioners involved in a group
insolvency to improve cooperation among the various parties by initiating a pro-
ceeding that draws upon the assistance of an independent coordinator and
establishes a group coordination plan. The detailed procedural rules do leave
(limited) room for obstructive group members that are not willing to cooperate.
But nonetheless, GCP are a valuable procedural tool for structured coordination,
because they increase the efficiency of administration for parties that take
advantage of the opportunities that GCP provide.

Under the UNCITRAL Draft, it is not clear who initiates the proceedings that
encompass the individual insolvency proceedings, i.e. what is known as the
“planning proceeding”. However, Article 12 and Article 2(g)(i) of the UNCITRAL
Draft require that a planning proceeding is a main insolvency proceeding com-
menced in respect of an enterprise group member, which is a necessary and inte-
gral part of a group insolvency solution. With that it is ensured that the lead
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participant is not a minor or less relevant group member. If at least one addi-
tional group member participates in that insolvency proceeding for the purpose
of developing and implementing such a group insolvency solution, the court in
that main proceeding may appoint a person or body authorised to act as the
“group representative”. When a group representative is appointed, the main pro-
ceeding then becomes a planning proceeding. The procedure and further require-
ments for such appointment is left to the enacting States and may vary therefore
significantly from jurisdiction to jurisdiction. The UNCITRAL Draft does not rule
out the possibility of more than one planning proceeding. Thus, it would for
example be possible to coordinate Asian proceedings under an Asian planning
proceeding and American proceedings under a separate American planning
proceeding.

The group representative’s main task is to develop and implement a group insol-
vency solution, meaning a set of proposals for the reorganisation, sale, or liquida-
tion of some or all of the operations or assets of one or more group members,
with the goal of preserving or enhancing the overall combined value of the group
members involved. For this purpose, the group representative is vested with vari-
ous rights, powers, and duties (Articles 12 and 13 of the UNCITRAL Draft).

To begin with, the group representative is authorised to act in a foreign State on
behalf of the planning proceeding to the extent permitted by the applicable for-
eign law. This authorisation is necessary because the UNCITRAL Draft does not
provide for a legal regime similar to that of the EIR 2015, with automatic recogni-
tion and direct and automatic application of the lex fori concursus. Rather, each
enacting State generally requests a recognition procedure and may amend or
make more specific the set of rules in the UNCITRAL Model Law. Nevertheless, the
group representative may, in particular:

— seek recognition of the planning proceeding (on recognition, see Article 14 of
the UNCITRAL Draft) and relief to support the development and implementa-
tion of the group insolvency solution;

- seek to participate in a foreign proceeding relating to a group member,
regardless of whether such member is participating in the planning proceed-

ing.

Upon recognition of the planning proceeding, the group representative may for
its part participate in any insolvency proceeding concerning enterprise group
members that are participating in the planning proceeding (Article 18 of the
UNCITRAL Draft).

Under Article 15 of the UNCITRAL Draft, during the time between application for
recognition of a foreign planning proceeding and the recognition order, the
group representative may seek relief from the court supervising the planning
proceeding (or from the foreign court) in order to preserve the possibility of
developing a group insolvency solution and to protect the assets of an enterprise
group member participating in a planning proceeding or the interests of the
creditors of such a group member, including:
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— suspending the right to transfer, encumber, or otherwise dispose of any
assets of the enterprise group member;

— staying any insolvency proceedings concerning the enterprise group member;

— staying the commencement or continuation of individual actions or individ-
ual proceedings or execution concerning the enterprise group member’s
assets, rights, obligations, or liabilities;

— entrusting the administration or realisation of all or part of the enterprise
group member’s assets located in the foreign State to the group representa-
tive or another person designated by the court, in order to protect and pre-
serve the value of assets;

— providing for the examination of witnesses, the taking of evidence, or the
delivery of information concerning the enterprise group member’s assets,
affairs, rights, obligations, or liabilities;

- recognising arrangements concerning the funding of enterprise group mem-
bers participating in the planning proceeding.

When granting, denying, modifying, or terminating any relief, the court must be
satisfied that the interests of the creditors and other interested persons, includ-
ing the enterprise group member subject to the relief to be granted, are ade-
quately protected, and it may subject any relief granted to conditions, including
the provision of security, or modify or terminate such relief (Article 19 of the
UNCITRAL Draft).

Under Article 11(4) of the UNCITRAL Draft, if a proceeding is commenced with
respect an enterprise group member, any other enterprise group member may
voluntarily participate in it, including those that are not subject to insolvency
proceedings. A group member may opt into or out of participation at any time.
However, the above-stated relief that the group representative might seek with
respect to assets and operations is not available with respect to a group member
participating in a planning proceeding if that group member is not subject to
insolvency proceedings in any jurisdiction (Article 13(3)). Therefore, although vol-
untarily participating group members that are solvent cannot be compelled by a
court to do so, they might consider —as far as permissible under their local civil or
corporate law — committing their assets or rights in order to facilitate the group
insolvency solution.

After being developed, a group insolvency solution needs to be recognised and
implemented in all states or jurisdictions of the participating group members in
order to make it effective. Because there is no overarching regime or automatic
recognition of such a group solution, recognition has to be sought on a jurisdic-
tion-by-jurisdiction basis. Under Article 20 of the UNCITRAL Draft, the group
insolvency solution is to be submitted for approval to the court overseeing the
insolvency proceedings of an affected group member participating in a planning
proceeding. Since it is not intended for the court to recognise or implement the
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entire group insolvency solution, the court is to refer only the portion of the
group solution affecting such group member. Upon approval of the relevant por-
tion of the group insolvency solution, the court is to confirm and implement
those elements relating to assets or operations located in the group member’s
State. The enacting States are encouraged to specify the process and the court’s
role, and they may refer to the law with respect to approval of a reorganisation
or insolvency plan. Making reference to a plan is likely to trigger the need to
have creditors vote on it and could also allow such voting to be structured by
groups or classes. This provision also leaves open the issue of how a plan can be
made binding on a group member that, while participating in the planning pro-
ceeding, is not subject to any type of insolvency proceedings. The UNCITRAL
Draft does not yet propose any specific ruling or order that a — potentially com-
petent —insolvency court could render. In its current version, the UNCITRAL Draft
does not specify whether a decision is required in the relevant jurisdiction and,
if so, what form this is to take. The next session of the Working Group might
discuss this further.

A comparison of the rules in the EIR 2015 with those in the UNCITRAL Draft con-
cerning coordination proceedings in group insolvencies reveals a difference in
structure. The EIR 2015 provides very detailed rules with respect to the applica-
tion for and commencement of group coordination proceedings. Group members
must be informed, may choose a preferred coordinating court (by a two-thirds
majority decision), and may opt out of or opt into group coordination proceed-
ings. In addition, the EIR 2015 lays down quite specific requirements concerning
the coordinator and the costs of the proceedings.

The UNCITRAL Draft, on the other hand, is not as specific on these points. In part,
the relevant provisions may be put into law by the enacting States. Also, the
UNCITRAL Draft focuses more on the relief that the group representative may
request in a planning proceeding in order to facilitate a “group insolvency solu-
tion”. That request is directed to the court coordinating the planning proceeding,
as well as to any foreign court dealing with the insolvency administration of
another group member. As spelled out in the UNCITRAL Draft, the court may
grant a wide variety of relief to the group representative. The group representa-
tive may also seek relief from foreign courts, which first requires recognition of
the planning proceeding. Once the proceeding has been recognised, the UNCI-
TRAL Draft proposes — again — a wide variety of relief that the foreign court may
grant to the group representative to facilitate the implementation of a group
insolvency solution in the planning proceeding.

Thus, in short, the EIR 2015 aims to give each group member procedural rights
with respect to choosing whether to participate in group coordination proceed-
ings. Once a group member participates in group coordination proceedings, they
are automatically recognised EU-wide. However, the powers of the coordinator
are somewhat limited and depend on the willingness of the other group mem-
bers to coordinate.

By contrast, under the UNCITRAL Draft, a planning proceeding is initiated by the
group member(s) and is fairly easy to accomplish. But when the proceeding
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involves multiple jurisdictions, recognition is necessary in each of them, which
has the potential to consume time and money and also results in uncertainty.
Much depends then on the various courts involved. The options for relief afforded
to the group representative under the UNCITRAL Draft go far beyond the possibil-
ities provided for in the EIR 2015.

With respect to the concept and structure of the planning proceeding, the UNCI-
TRAL Draft is in line with the 1997 Model Law on Cross-Border Insolvency. The
issues of recognition, interim relief, and final relief are not addressed in the
EIR 2015. On the other hand, the rules in the EIR 2015 will be easier to apply,
because they do not require cross-border recognition. Under the EIR 2015, the
group coordination plan and related court decisions are recognised and effective
throughout the EU (other than Denmark). The UNCITRAL Draft, by contrast, pre-
supposes that only that portion of the group insolvency solution that is relevant
to a respective group member needs to be recognised in its respective jurisdic-
tion. However, “portion” should be interpreted broadly, since it is certainly possi-
ble that collateral effects between participating group members will need to be
taken into account.

Neither approach — the EIR 2015 or the UNCITRAL Draft — requires the relevant
group member to be solvent or to demonstrate this. Thus, under both regimes,
proceedings cannot be halted in response to a challenge that a particular group
member is ineligible to participate in an insolvency proceeding due to its sound
business circumstances.

It remains to be seen how both systems will perform and whether either can
deliver a “better” outcome. It will also be interesting to see whether the two
regimes can be combined or aligned in cases where both would be applicable,
such as with a European-American group of companies.
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Restructuring gains: a sword of Damocles in the
hands of the EU for the German restructuring scene

By Arno Abenheimer, Attorney-at-Law in Germany, Certified Specialist in Tax Law
and Tax Consultant, and Sebastian Knabe, LL.B. in Business Law and Tax
Consultant

Damocles famously realised that no advantage is worth much if it is accompa-
nied by a constant and serious threat. The advent of, among other things,
self-administration during insolvency proceedings and the possibility of the col-
lective waiver of claims by creditors under an insolvency plan introduced power-
ful tools for rescuing and sustainably restructuring both businesses and individ-
ual entrepreneurs to the German restructuring scene. With its ‘Restructuring
Decree’ for cases like these, the tax authority created a framework which, given
reasonable prospects of successful restructuring, did not punish companies by
taxing them when creditors contributed to the restructuring by waiving their
claims. In its decision of 28 November 2016, however, the Enlarged Chamber of
the Federal Finance Court (Bundesfinanzhof, BFH),? held that the tax relief on
restructuring gains introduced by the Restructuring Decree breached the consti-
tutional principle that administrative actions must be lawful. As a result, the
Restructuring Decree is now no longer applicable and restructuring gains are
again fully subject to standard taxation. In light of this development, this article
will examine the historical background of tax relief on restructuring gains and
the new legislative path that has now been embarked upon.

Strictly speaking, the concept of ‘restructuring gain’ is unknown in German tax
law. The term as it is used in restructuring practice refers to gains arising when,
during restructuring of an enterprise, creditors of that enterprise contribute to
the restructuring effort by waiving part or all of their claims against it. This can
be achieved by way of an individual out-of-court scheme of composition, or by a
collective waiver in the course of an insolvency plan procedure. This (partial)
waiver means that if an entity determines its net income on an accrual basis in
accordance with section 4 (1) in conjunction with the first sentence of section 5 (1)
of the German Income Tax Act (Einkommensteuergesetz, EStG), there is a reduc-
tion on the liabilities side of the balance sheet and thus a ‘restructuring gain’.
However, as this gain is not accompanied by a corresponding liquidity inflow, it
is purely a book gain. As the simplified profit determination approach in accord-
ance with section 4 (3) EStG (cash method of accounting), which considers only
income and expenditure and not receivables and liabilities (cash flow principle in
accordance with section 11 EStG), must produce the same result over the period
as a whole as when the accrual method is applied, a debt waiver also produces
income for entities applying the cash method. Thus here too there is an increased
taxable profit, which likewise ultimately constitutes a restructuring gain.

1 Federal Ministry of Finance circular of 27 March 2003, BStBI. | 2003, 240 in conjunction with Federal Ministry of Finance circular of
22 December 2009, BStBI. | 2010, 18.

2 BFH, decision of 28 November 2016, GrS 1/15, BStBI. Il 2017, 393.
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Restructuring gains arising during a particular assessment period can be offset in
full against current losses over the same period. In accordance with the rules on
minimum taxation,? up to one million euros of any profit for that assessment
period then remaining may be fully offset against losses brought forward from
previous years; above that figure 60% of such profit may be offset. It should be
noted here that in the case of a corporation, prejudicial acquisition of a share-
holding before realisation of a debt waiver may have resulted in losses brought
forward being forfeited in accordance with section 8c (1) of the Corporation Tax
Act (Korperschaftsteuergesetz, KStG). Here too, however, the legislators made an
exception in restructuring cases where operations are continued, in the form of
the ‘continuation-related loss carryforward’ in section 8d KStG; following the
European Commission’s decision in 2011 to categorise the restructuring clause in
section 8c (1a) KStG as unlawful aid, however, this exception is yet to pass the
acid test of EU state aid law.

As part of the taxable income of the company or entrepreneur in question, the
non-offsettable taxable profit that remains is then subject to standard taxation
under the Income Tax Act, the Corporation Tax Act and the Trade Tax Act
(Gewerbesteuergesetz).

The creditors of Example GmbH waive 50% of their claims, corresponding to a
remission of EUR 5,000,000.

Example
EUR EUR
Fixed assets 4,000,000 | Equity o
Current assets 2,000,000 of which: share capital 25,000
Deficit not covered 5,000,000 of which: losses brought -4,000,000
forward

of which: net income/loss -1,025,000

for the period
of which: deficit not covered 5,000,000
Provisions 1,000,000
Liabilities 10,000,000
Total assets 11,000,000 | Total liabilities 11,000,000

3 First sentence of section 10d (2) EStG.
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Example
EUR EUR
Fixed assets 4,000,000 | Equity o
Current assets 2,000,000 | of which: share capital 25,000
Deficit not covered o| of which: losses brought -4,000,000
forward
of which: net income/loss 3,975,000
for the period
of which: deficit not covered 5,000,000
Provisions 1,000,000
Liabilities 5,000,000
Total assets 6,000,000 | Total liabilities 6,000,000

After this amount is offset against losses for the current assessment period, Exam-
ple GmbH’s income for the period and taxable profit* is EUR 3,975,000. The first
EUR L million, and 60% of amounts above this, can be offset against existing losses

brought forward.®

EUR
Net income/loss for period before restructuring gain -1,025,000
Less amount set off in full against losses brought forward
Subtotal -1,025,000
less 60% set off against losses brought forward
= Profit remaining after offsetting of losses -1,025,000
EUR
Net income/loss for period incl. restructuring gain -3,975,000
less amount set off in full against losses brought forward -1,000,000
Subtotal 2,975,000
less 60% set off against losses brought forward -1,785,000
= Profit remaining after offsetting of losses -1,190,000

4 Forsimplicity, it is assumed that the taxable profit is the same as the income for the period.

5 Forsimplicity, it is assumed that losses brought forward on the balance sheet are equal to tax losses brought forward.
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As a result of the restructuring gain of EUR 5,000,000, after utilising all opportuni-
ties to offset against losses brought forward, Example GmbH has a taxable profit
of EUR 1,190,000. With an average tax burden for corporations of 30%, this would
lead to a liquidity outflow of EUR 357,000.

In Germany, the history of tax exemption of restructuring gains dates back to the
rulings of the old Reich Fiscal Court (Reichsfinanzhof). On the one hand, the
Court’s 6th Chamber found in favour of exempting restructuring gains over and
above current losses, while the 1st Chamber merely held that restructuring gains
could be offset against losses from previous years, but that any remaining sums
were taxable. As a rule, the tax authorities followed the rulings of the 6th Cham-
ber. The legislature formalised this approach in the law of 16 October 1934, which
introduced section 11 No. 4 KStG, old version,® allowing pure increases in assets
resulting from (partial) debt waivers for corporate restructuring purposes to be
deducted when determining the income of corporations, which was also applied
by analogy in relation to income tax. The Corporation Tax Reform Act (Kdrper-
schaftsteuerreformgesetz) of 31 August 1976 reorganised the law in this regard,
and by introducing section 3 No. 66 EStG, old version, incorporated this rule into
the Income Tax Act; this provision, unless otherwise provided in the Corporation
Tax Act, also applied in relation to taxation of corporations via section 8 (1) KStG
under the system of application familiar today. In another change introduced at
this time, increases in business assets resulting from debt waivers for restructur-
ing purposes were exempted from tax.

The Company Tax Reform Continuation Act (Gesetz zur Fortsetzung der Unter-
nehmenssteuerreform) of 29 October 1997 repealed section 3 No. 66 EStG, old ver-
sion, with effect from 1January 1998, putting an end to privileged treatment for
restructuring gains. As grounds for doing this, the legislature cited a broadening
of the tax base and the general elimination of tax privileges. It also stated that a
tax exemption of this kind was no longer justifiable given the ‘double privilege’ in
place following the introduction in 1998 of the unlimited offsetting of losses. The
exemption of restructuring gains was viewed as running counter to the system of
income tax law, because in cases where claims waivers were needed, the losses
which as a rule would have been realised in the preceding years and the associ-
ated possibility of deducting losses or carrying them forward would ensure appro-
priate taxation over the period as a whole, meaning that privileged treatment of
restructuring gains was not required. Moreover, it stated, it was also possible to
apply for deferment or remission in case of personal or material hardship.

In cases where current losses were not high enough or there was insufficient
scope to offset gains, and at any rate following the introduction of the ‘minimum
taxation’7 rules in 2004, this would have resulted, after the amendment to the
Act, in tax demands by the tax authorities in almost every major restructuring
process involving waivers of claims. However, the tax authorities recognised at
the time that taxation of restructuring gains not accompanied by a correspond-
ing liquidity inflow would be a hindrance to restructuring processes and in some

6 RGBI. 11934, p.1031.

7 Section1od (2) EStG provides that losses up to the amount of one million euros, and 60% of amounts over and above this, may be
offset against existing losses brought forward.
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cases would cause them to fail altogether. This meant that although these gains
would be taxable in theory, the tax would be uncollectable in practice and the
taxable entity would cease to exist for the future. However, one of the aims of
the legislator when adopting the Insolvency Code (Insolvenzordnung, InsO) in
1999 was to stimulate a culture of restructuring in Germany — and taxing paper
restructuring gains was not very conducive to this. The Federal Ministry of
Finance circular of 27 March 2003?® stipulated via administrative (as opposed to
legislative) channels the circumstances (based on the criteria laid down in sec-
tion 3 No. 66 EStG, old version) under which such debt could be deferred in
accordance with section 222 of the Tax Code (Abgabenordnung, AO) and ulti-
mately remitted for objective reasons of equity in accordance with section 227 in
conjunction with section 163 AO. The supplementary Federal Ministry of Finance
circular issued on 22 December 20099 clarified that the Restructuring Decree also
applied in relation to insolvency plan procedures, discharge of residual debt, and
consumer insolvency proceedings.

On 8 February 2017, a press conference given by the Federal Finance Court saw a
break with this practice of many years’ standing. Munich Finance Court (Finanz-
gericht)™ had previously issued a judgment finding that the de facto reinstate-
ment by the Restructuring Decree of the system of section 3 No. 66 EStG, which
had been deliberately repealed by the legislature, was not in line with the princi-
ple of lawfulness of administrative actions. For this reason, the tax authorities
could not take any measures on equitable grounds on the basis of the Restruc-
turing Decree, because it had absolutely no legal basis for doing so. Other courts
saw things differently, however. Cologne Finance Court held that such adminis-
trative action was permissible.”

The Enlarged Chamber of the Federal Finance Court sensationally put an end to
speculation and discussions around the legal status and applicability of the
Restructuring Decree with its decision of 28 November 2016, in which it found
that, in providing for remission on equitable grounds under the conditions laid
down in the Federal Ministry of Finance circular of 27 March 2003, the tax author-
ities were in breach of the principle of lawfulness of administrative actions. The
proceedings concerned the waiver by a bank of a claim against a sole proprietor-
ship which the Tax Office had found not to be suited to furthering restructuring.
The claim had been dismissed by the Saxony Finance Court — on the grounds
that in issuing the Restructuring Decree the tax authorities had breached the
principle of lawfulness of administrative actions. After the Federal Ministry of
Finance had intervened in the proceedings — arguing that the Restructuring
Decree did not breach this principle —the 10th Panel of the Federal Finance Court
referred for consideration by the Enlarged Chamber the question of whether the
Federal Ministry of Finance Circular of 27 March 2003 (supplemented by the

8 BStBl. 12003, p. 240.

9 BStBl. 12010, p.18.

10 Munich Finance Court, judgment of 12 December 2007, | K 4487/06.

1 Cologne Finance Court, judgment of 24 April 2008, 6 K 2488/06.

12 BFH, decision of 28 November 2016, GrS 1/15, BStBI. Il 2017, p. 393.

13 Saxony Finance Court, judgment of 24. April 2013, 1K 759/12, EFG, 2013, p. 1898.

Decision of the
Federal Finance
Court of 28

November 2016

43



Federal Ministry of Finance circular of 22 December 2009 (known as the ‘Restruc-
turing Decree’) breached the principle of lawfulness of administrative actions.

In its decision of 28 November 2016, the Enlarged Chamber of the Court gave a
comprehensive account of the legislative history of and previous rulings on the
question of exemption from taxation of restructuring gains, particularly the cre-
ation (and repeal) of the provision regarding tax exemption in section 3 No. 66
EStG, old version. Given that section 3 No. 66 EStG, old version, had been repealed
in 1997, the Enlarged Chamber concluded that since then, it had been possible to
exempt restructuring gains from taxation only by means of equitable measures
in individual cases. Drawing on previous rulings relating to tax exemption of
restructuring gains and the remission on equitable grounds of taxes on restruc-
turing gains —the decision refers to rulings of the Federal Finance Court, the Fed-
eral Court of Justice and various finance courts, higher administrative courts and
administrative courts — and opinions in the academic literature, the Enlarged
Chamber concluded that the conditions for remission of tax for reasons of equity
laid down in the Restructuring Decree absolutely do not describe any case of
objective inequity within the meaning of sections 163 and 227 AO. The Federal
Finance Court found there to be a breach of the principle of lawfulness of admin-
istrative actions to the extent that the Restructuring Decree provides for a remis-
sion on taxes payable on restructuring gains.

In light of the duty of the tax authority to assess tax claims arising as a result of
occurrence of a taxable situation and to levy taxes due, the Enlarged Chamber
considered that the legal basis for a tax remission for reasons of equity is found
only in sections 163 and 227 AO. The first sentence of section 163 AO permits taxes
to be assessed at a lower amount and individual bases of taxation which increase
a tax to be ignored when calculating the amount of that tax if collection of the
tax would be inequitable in the circumstances of the individual case. Under sec-
tion 227 AO, the tax authorities may remit all or part of a sum due to them if col-
lection of the sum would be inequitable in the circumstances of the individual
case. Inequity in levying tax or collection of tax due can be asserted both during
the assessment procedure and the levy procedure. The decision regarding grant-
ing of equitable measures is taken at the discretion of the finance authorities.

Taxation may be inequitable on both personal and objective grounds. However,
the Federal Finance Court found that the conditions for remission of tax for rea-
sons of equity specified in the Restructuring Decree do not describe a case of
objective inequity. Measures taken for objective reasons of equity are always
specific to the individual case and are reserved for exceptional cases. They can
only be taken if levying or collection of the tax is inequitable in the circumstances
of the individual case — regardless of whether this is provided for in relation to a
single case or a set of cases characterised by specific exceptions. A general
arrangement, such as that found in the Restructuring Decree, cannot therefore
be used as justification for equitable measures. Rather, such arrangements are a
matter for legislation.

14 BFH, decision of 25 March 2015, X R 23/13, BStBI. Il 2015, p. 696.
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The basis for taxation here is the arising of a gain when a claim is waived. Here
the Federal Finance Court confirms the profit realisation principle, and does not
question it in the case of a waiver of claims for restructuring purposes — not even
in terms of taxation according to ability to pay. It sees no reason to assume that
legislators did not consider the issue of taxation of restructuring gains when
repealing section 3 No. 66 EStG, old version, and adopting the Insolvency Code. In
the final analysis, the determining factor is whether a remission on equitable
grounds is granted for the sole purpose of relieving hardship which is not in
accordance with the fiscal value judgement taken by the legislator and thus
leads to an outcome it did not intend. The Federal Finance Court found that the
legislator’s value judgment here favoured the taxation of restructuring gains,
meaning that equitable decisions could not be justified on grounds — such as
economic, employment, social or cultural policy grounds — unrelated to tax law.

The decision of the Federal Finance Court turned the Restructuring Decree into so
much waste paper and put many restructuring procedures and quite a few insol-
vency plans based on the Restructuring Decree at risk of failure. Publication of
the decision on 8 February 2017 led to major uncertainty, particularly in proceed-
ings in which no advance ruling regarding tax treatment had yet been issued or
applied for, claims had only just been waived or a remission of tax on the restruc-
turing gain had not yet been granted. On the other hand, the decision also
prompted a frenzy of activity both within the tax authorities and on the part of
the legislators, who were unanimously in favour of an exemption for restructur-
ing gains.

The tax authorities very quickly decided to protect legitimate expectations in
relation to old cases pre-dating publication of the decision of the Federal Finance
Court and for new cases to permit tax assessments to be varied and deferrals to
be granted subject to withdrawal. In the Federal Ministry of Finance Circular of 27
April 2017, the tax authorities laid down the following implementation rules:

— In cases in which a claims waiver was finalised by 8 February 2017 (date of
publication of the decision of the Federal Finance Court), the provisions of the
Restructuring Decree must be applied in full.

- If an advance ruling regarding tax treatment or a binding commitment to
apply the Restructuring Decree was issued by 8 February 2017, it must not be
withdrawn or revoked if the waiver by the creditors involved in the restruc-
turing was fully or mostly implemented pending a decision to withdraw or
revoke the advance ruling or binding commitment, or other grounds for pro-
tection of legitimate expectations apply in the individual case. As an example
here, the Federal Ministry of Finance circular refers to situations in which
implementation of a restructuring plan/waiver of claims by the creditors
involved in the restructuring is under way and can no longer by influenced by
the taxpayer.

15 BMF, Circular of 27 April 2017, IV C 6 — S 2140/13/10003, BStBI. | 2017, p. 741.
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- If an advance ruling regarding tax treatment or a binding commitment to
apply the Restructuring Decree was issued after 8 February 2017, it must not
be withdrawn only if the waiver of claims of the creditors involved in the
restructuring was executed prior to the decision to revoke it.

— Inall other cases, in anticipation of new statutory rules, equitable measures
in the form of varied tax assessments and deferrals may be taken subject to
cancellation, and decisions on remission must be put back to a later date.
Accordingly, advance rulings can still be issued.

- The granting of equitable measures in individual cases on specific grounds
not related to the Restructuring Decree is unaffected.

The Federal Finance Court reacted to the Federal Ministry of Finance Circular
astoundingly quickly and in clear terms. In a judgment delivered on 23 August
2017,% it held that the application of the Restructuring Decree in all cases in which
claims waivers by creditors participating in restructuring procedures had been
finalised by 8 February 2017, as provided for in the Circular, was also incompatible
with the principle of lawfulness of administrative actions. Only the legislature is
permitted to establish transitional arrangements of this kind, the Court found,
and it did not do so when adopting the rules on exemption from taxation of
restructuring gains.

A new statutory framework for exemption of restructuring gains from tax was
adopted remarkably quickly. The legislative procedure in this regard was included
at short notice in the Act against harmful tax practices in connection with trans-
fers of rights (Gesetz gegen schadliche Steuerpraktiken im Zusammenhang mit
Rechtetberlassungen),” which was published on 4 July 2017, and with the intro-
duction of sections 3a and 3c to the Income Tax Act — which provisions, under
section 8 (1) KStG, also apply with respect to corporation tax —and section 7b Gew-
StG, restructuring gains were made exempt from both income tax and trade tax.

The introduction of section 3a EStG means that tax exemption of restructuring
gains once again has the status of a law: the first sentence of section 3a (1) EStG
stipulates that ‘restructuring revenue’ is exempt from taxation. The first sen-
tence of section 3a (1) EStG provides as follows: ‘Increases in business assets or
business income arising from a debt waiver granted for corporate restructuring
purposes within the meaning of paragraph 2 (restructuring revenue) shall be
exempt from taxation.” This means that the question of a tax remission on equi-
table grounds is now irrelevant, as restructuring revenue is tax-exempt by oper-
ation of law. Taxpayers do not need to apply for this exemption, but they do have
the burden of proving that criteria for such corporate restructuring are met.

The exemption is available in connection with corporate restructuring only, and
not for restructuring the affairs of entrepreneurs. As such, the new arrangement
echoes the intentions of the tax authorities in the Restructuring Decree. The

16 BFH, decision of 23 August 2017, I R 52/14.
17 BGBI. 12017, p. 2074.
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purpose of the exemption is to facilitate the continued operation of enterprises,
not to exempt entrepreneurs from their (personal) tax liabilities. In accordance
with section 3a (2) EStG, a corporate restructuring is present if the taxpayer is
able to prove that, as of the date of the debt waiver, the enterprise is in need of
restructuring and capable of being restructured, a debt waiver granted on oper-
ational grounds is suited to furthering restructuring, and the creditors intend for
the enterprise to be restructured.

Section 3a (5) EStG makes one exception to the rule that the tax exemption is
available for corporate restructuring purposes only: it provides that gains arising
from the discharge of residual debt granted in accordance with section 286 et
seq. InsO, from a debt waiver granted under out-of-court debt settlement proce-
dure undertaken to avoid consumer insolvency proceedings in accordance with
section 304 et seq. InsO, or on the basis of a debt settlement plan approved in the
course of consumer insolvency proceedings or by means of substitute approval
by the court are also exempt from taxation. This also applies in cases outside of
corporate restructuring procedures where the waiving of liabilities benefits the
entrepreneur personally.

However, so as to avoid any double tax privilege, section 3a EStG also encroaches
on the taxpayer’s accounting choices and the tax reduction items available to
taxpayers and where applicable to related third parties. The second and third
sentences of section 3a (1) EStG provide that accounting choices in the year of the
restructuring and the year following must be exercised in such way as to reduce
profits; in particular, the lower book value in accordance with the second sen-
tence of section 6 (1) No. 1 and the second sentence of section 6 (1) No. 2 EStG
must be applied. The legislator also specifies how restructuring revenue is to be
offset against tax reduction items. First, amounts which, in accordance with sec-
tion 3c (4) EStG, are not deductible in relation to current taxation — these are
reductions in business assets and business expenses directly connected with
exempt restructuring income — are subtracted from the restructuring revenue.
Thus reduced, the restructuring revenue then reduces the tax reduction items
listed in the second sentence of section 3a (3) EStG in the order in which they
appear there, and if necessary — in accordance with the third sentence of that pro-
vision —also the tax reduction items of persons closely connected to the taxpayer.

The amount resulting after these operations is the ‘remaining restructuring rev-
enue’, and is exempt from taxation. By applying this system, the legislator for-
malises in statute the practice of offsetting against numerous tax reduction
items applied by the tax authorities in the Restructuring Decree, so attempting
to ensure that a restructuring gain is offset against these items as a priority and
that the tax exemption does not produce a double tax privilege.

For the first time, the new rules also include a provision regarding exemption of
restructuring gains from trade tax. Under section 7b GewsStG, sections 3a and 3c
EStG - subject to certain features specific to trade tax — must also be taken into
account when determining income from trade. Thus an exemption from trade
tax for restructuring gains has also been set on a statutory footing. This is a sig-
nificant advance on the Restructuring Decree.
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When will the
new rules take
effect?

The new rules on tax exemption of restructuring gains outlined above will take
effect on the day on which the European Commission rules either than the new
provision does not constitute state aid within the meaning of Article 107 (1) of the
TFEU, or that it is compatible with the internal market. So the questions of
whether the new provision can or will ever be applied, and if so when, is in the
hands of the EU.®

It was long a topic of discussion in the academic literature whether application
of the Restructuring Decree in individual cases should be viewed as aid incom-
patible with the market, as it involved the waiving in individual cases of govern-
ment (tax) revenues provided for in statute and thus the use of government
resources to selectively subsidise individual enterprises, so selectively favouring
them. The selective favouring of enterprises or sectors of industry is the very defi-
nition of prohibited aid. The tax authorities, on the other hand, believes that the
Restructuring Decree is compatible with European law, as application of the
Decree does not constitute (notifiable) aid.”

A number of German authors interpreted a 2013 decision of the Court of Justice
of the European Union®* on a Finnish statutory rule regarding acquisition of
‘empty shell’ companies for the sole purpose of carrying forward losses (‘Mantel-
kauf’ transactions) as meaning that the Restructuring Decree could not consti-
tute unlawful aid. In that judgment, the CJEU held that the classification of a
measure as unlawful aid depends on whether it pursues objectives which are not
already pursued by the tax system and are thus unrelated to it, such as the pres-
ervation of jobs. The remission of taxes for an enterprise in crisis which is not in
a position to pay these taxes is in line with the ability-to-pay principle which is
fundamental to the German tax system. Thus, as this rule is an integral compo-
nent of the German tax system, application of the rule is justified. Furthermore,
application of the rule did not selectively favour any enterprise, as it could be
accessed by any enterprise in crisis.

The European Commission’s decision not to initiate formal state aid proceedings
in respect of the Restructuring Degree also supports the conclusion that the EU
Commission likewise does not categorise the Restructuring Decree as state aid,
even if it has not taken a clear position on this question to date. The EU Commis-
sion stated in its decision inter alia that through the formal criteria set out in the
Restructuring Decree (including the need for restructuring of the enterprise con-
cerned and the requirement that it must be capable of being restructured) the
tax authorities permit only limited scope for discretion.

It remains to be seen what position the EU Commission will take on the new
statutory solution adopted by the German legislator. As described above, the pri-
mary formal criteria set out in the new statutory rules are almost identical to
those found in the Restructuring Decree, meaning that the Commission can

18 BT-Drucks. 18/12128, p. 22
19 E.g. Magdeburg Regional Fiscal Office (ODF Magdeburg), decree of 21 March 2013, G 1498-3-5St 213.
20 CJEU judgment of 18 July 2013, case C-6/12, P Oy.
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surely only conclude than that the new statutory arrangement does not consti-
tute state aid.

The decision of the Federal Finance Court of 28 November 2016, which was at
first glance problematic for restructuring practice, led to major uncertainty for
restructuring proceedings then under way. However, it was also a wake-up call
to the legislator, prompting it to finally put tax exemption for restructuring
gains, which virtually all parties involved, including business, the advisory indus-
try and the tax authorities, consider essential —and indispensable in terms of the
objectives of the Insolvency Code — back onto a statutory footing. The result is a
piece of legislation that establishes an exemption not just from income tax and
corporation tax, but also, for the first time, from trade tax. This alone is a major
step forward compared with the situation when the Restructuring Decree was in
force.

The fact that restructuring gains are extensively offset against items reducing
tax payable by the taxpayer corresponds to the line taken by the tax authorities,
which seeks as far as possible to avoid double counting of losses. How practica-
ble the rule — which the taxpayer has no right to request, but does place on the
taxpayer the burden of proving that the restructuring is for corporate purposes
—will turn out to be remains to be seen. Before this, the rule —and this is the only
major discordance in the decision of the Federal Finance Court — must clear the
hurdle of a decision by the European Commission that it does not constitute
state aid or that it is compatible with the internal market. If this decision goes
against the rule — although the prevailing expectation is that it will not — parties
involved in restructuring, as well as taking the still possible but certainly more
laborious path of seeking a remission of tax payable on restructuring gains on
grounds of personal equity, must also find new way for dealing with liabilities
during restructuring. Models, already used in practice, providing for sale of
claims in place of a waiver might be possible here.
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The automotive industry — a sector in transition

By Volker Bohm, Attorney-at-law and Certified Specialist in Insolvency Law in
Germany, and Felix Mogge, Senior Partner with Roland Berger

The German automotive industry employs around 800,000 people and turns
over EUR go0 billion annually. This puts it ahead of the machinery and equip-
ment sector and makes it unquestionably Germany’s most important industry.
Its role in restructuring and insolvency practice is just as significant. Now, given
the enormous upheaval and associated adjustment facing the sector, many
experts see it as the new big problem industry.

The automotive industry is facing the biggest upheaval in its history —in Ger-
many and worldwide. Four key trends will trigger and shape this upheaval: the
electric powertrain, self-driving vehicles, digitalisation and new mobility con-
cepts. At the end of the transition, we can expect to see an industry in which part
of the global demand for personal mobility is no longer met by individual vehicle
ownership, but by a professionally operated, fully self-driving electric vehicle —
the “robo-taxi”. More uncertain than the ultimate outcome of this process, how-
ever, is the question of how long the transition will take and which of the
expected changes will take effect when.

Since the ‘dieselgate’ emissions scandal, vehicle manufacturers have stepped up
their work on electric powertrains. Broad market penetration is still some way off,
however —in 2016 less than one per cent of all newly registered vehicles world-
wide contained a powertrain of this kind. The narrow choice of models available,
the limited range of the vehicles and in particular the absence of charging infra-
structure and high purchase costs all discourage customers from buying electric.
However, if emissions are to remain within prescribed limits, in Europe and else-
where around the world, the proportion of electric cars on the road must increase.
Further tightening of regulations at local level - like rules prohibiting vehicles
with combustion engines in towns and cities — is also needed to promote the
spread of this technology.

There are also a number of obstacles to clear when it comes to autonomous driv-
ing. On the technology side, increased vehicle processor capacity and sufficient
high-speed mobile network (5G) coverage are needed for the final stages of devel-
opment of fully autonomous driving. On the regulatory side, there is a whole
range of questions relating to responsibility and liability to be resolved. These
issues aside, this technology has enormous potential, not just for making driving
safer and more comfortable, but also in relation to new concepts of mobility.

Digitalisation of vehicles is already here. In terms of those aspects of digitalisa-
tion, that customers are aware of, the priority at present is the seamless integra-
tion of smartphones into vehicles and (continued) use of the digital environ-
ment while on the road. Many other vehicle functions are switching from
analogue to digital, however, including vehicle operation, vehicle access and
traditional driving functions.
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New mobility concepts have enormous disruptive potential for the industry. At
the heart of these concepts is the idea that instead of owning a vehicle, custom-
ers will simply use one when needed. Utilisation rates of “shared” vehicles of this
kind would be significantly higher, which would - if such vehicles were widely
used —relieve pressure on heavily used traffic infrastructure, particularly in towns
and cities, and reduce usage costs considerably. Numerous operators offering ser-
vices of this kind have emerged over recent years. Further technological develop-
ment could prove a breakthrough for them: A fully autonomous shared vehicle
would have much lower operating costs due to the absence of a driver, would
offer users maximum convenience and, if it was electric, would also reduce emis-
sion levels locally to zero.

Although these changes cannot be expected to be fully completed within the
next ten years, the market environment for automotive suppliers will grow pro-
gressively tighter as a result. This will occur in three main phases, which, depend-
ing on the intensity of change within the industry, may occur either sequentially
or in parallel. They are increasing price pressure, technology-driven shifts
between product segments, and a decline in market volume generally.

Price pressure on suppliers from automotive manufacturers is a well-known phe-
nomenon. However, the changes ahead have the potential to increase this pres-
sure further in the near future. Vehicle manufacturers themselves need to invest
enormously in both vehicle development and in particular in building new busi-
ness models in the mobility services field. In many cases, there is not (yet) suffi-
cient customer appetite to pay for these investments directly, and there is only
limited scope to pass them on in vehicle prices. Consequently, part of this fund-
ing requirement will be met by demanding further price concessions from sup-
pliers, and the suppliers will ultimately comply.

Technological changes in vehicles will also result in volume shifts between the
individual product segments. Bearing the brunt of these shifts will be producers
of conventional vehicle powertrains, including the combustion engine. As electri-
fication advances, components such as engine blocks, fuel injection systems, tur-
bochargers and gearboxes will gradually disappear — with no potential new ave-
nues of business for the suppliers affected emerging to take their place in the
short term. Many suppliers outside the powertrain segment will also be affected
by such shifts, albeit to a lesser extent. Given customers’ limited willingness to
pay, the additional costs for electric powertrains and new functionalities such as
autonomous driving and new connectivity solutions will have to be offset else-
where —through simplification and increased standardisation of many conven-
tional hardware components, for example.

Finally, the advent of autonomous mobility solutions may reduce the volume of
the market as a whole, perhaps substantially. Assuming that demand for individ-
ual mobility does not increase at the same rate, the widespread introduction of
robo-taxis with much higher utilisation rates will result in less need, and there-
fore reduced demand, for commercial vehicles. For supplies, this could have a
threefold effect: they could be serving a smaller market for vehicles incorporating
fewer of their current products for which they will also be receiving a lower price.

New mobility
concepts

A tightening
market environ-
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Robo-taxis
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So changing market conditions pose major challenges for suppliers. Without
major changes, many established business models will not be able to cope with
future requirements. Fundamentally, suppliers will need to look at their strategic
orientation and ask themselves whether they want to be active participants in
technological change in the industry, or if they wish to continue to focus on their
current business. If they choose the former, they will need to invest massively
and secure financing upfront to succeed. If they choose the latter, they will find
themselves in a stagnating market, which will at some point begin to shrink, in
which by no means all of today’s players will survive long term.

In technological terms, the vehicles of the future will differ significantly from
those of today. Assistance systems, connectivity functions, electric powertrains
and software in general will become increasingly important over the next few
years. And the combustion engine and large parts of the hardware will become
correspondingly less relevant. To put it bluntly: autonomous driving capability
and seamless smartphone connectivity will displace engine power and handling
dynamics as key differentiators for customers.

This change will throw up significant growth opportunities in some product seg-
ments, in the electronics and software fields in particular. Even so, exploiting this
potential will be a major challenge for most current suppliers. Firstly, many of the
technological solutions needed for the vehicle of the future do not yet exist or
are not yet fully developed. Developing them demands extensive knowledge and
expertise that established suppliers do not yet possess — meaning that they will
either have to invest in the protracted process of developing them themselves, or
procure them via acquisitions. Both options involve significant financial commit-
ment. At the same time, given the timescale of the transformation, they will have
to wait significantly longer than they have been accustomed to for a return on
their investment. Neither the autonomous driving market nor the electric power-
train market will grow quickly enough over the next few years to allow anything
else. This situation will be further exacerbated by the fact that companies will
probably need to maintain their current core business at virtually unchanged lev-
els of expenditure for at least two generations of vehicle, so preventing any
large-scale reallocation of management capacity or financial resources.

The growth markets of the future are also highly competitive. Recently, most
electronics- or software-driven sectors have seen the entry of new competitors in
the form of components manufacturers and large IT companies, which enjoy sig-
nificant advantages over traditional automotive suppliers in terms of speed of
development, economies of scale and, not least, financial clout. Their increasing
efforts to make inroads at the vehicle component and system level by increasing
rates of internal production is a threat to the business models of many current
technology-focussed suppliers. In the electric drivetrain segment, on the other
hand, most added value comes not from mechanical components, as is the case
with the combustion engine, but from batteries — a product segment which
already has a stable competitive structure, and which, given that the start-up
investment required runs into the billions, almost none of today’s drivetrain sup-
pliers can hope to enter.
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It is to be expected that by no means all suppliers will succeed in transitioning
their product and business portfolios to new technologies. The number of fields
of technology in which significant growth in terms of volume and value is achiev-
able is limited. And a series of new suppliers in these fields are intensifying com-
petition for a share of these markets. The competence building required for sup-
pliers who are not currently active in these areas is probably out of reach for
many of them. Put bluntly: An aluminium foundry cannot be transformed into a
self-driving software specialist. Moreover, portfolio restructuring of this kind
requires significant financial resources, which, despite the positive economic
environment of the last few years, many suppliers do not have available.

This means that, long term, many suppliers in traditional product segments will
be confronted with stagnating markets which will at some point begin to shrink.
This does not necessarily bode ill for all suppliers, however. Consolidation levels in
many of these segments are relatively low, and some comprise dozens of small
and medium-sized suppliers without full global market coverage. Real consolida-
tion can be expected here in future. By the time global market volumes stagnate
permanently, at which point price pressure from manufacturers can no longer be
partially absorbed by growth, some suppliers will have left the market, bringing
an adjustment of development and production capacities. For the remaining sup-
pliers this will present an opportunity for further growth at the expense of their
former competitors and therefore sustained economies of scale. This is also likely
to produce a healthier competitive environment with fewer but more powerful
suppliers in the sectors concerned. Though this will mean that the power of indi-
vidual suppliers will increase, this will also be in the interests of vehicle manufac-
turers as, purely in terms of risk, a stable supplier structure is beneficial for them.

Taking on the role of an active consolidator, even in an unattractive product seg-
ment, may very well be a promising strategy for a supplier. However, this imposes
a set of requirements in terms of business orientation that by no means all sup-
pliers will be able to meet. Maximum focus on costs, operational excellence and
lean management structures are what will set successful consolidators apart
from the pack. For many suppliers with business models still primarily based on
technological differentiation, this will mean a significant shift.

Regardless of their long-term strategic focus, suppliers must also be able to
adapt to changing market requirements in the short term. Given the high degree
of uncertainty surrounding the future development of the industry (in terms of
timeframe in particular), the traditional five-year plan, while not yet obsolete, is
surely significantly less important than it was. By contrast, scenario-based deci-
sion-making, with the objective above all of achieving or maintaining maximum
flexibility, will become ever more important. This last point applies equally to
organisational and process structures: many suppliers are still focused almost
entirely on long-established and very long-term product development and pro-
duction processes. As uncertainty grows, development cycles in the product
development process will shorten and the spectrum of possible technological
solutions, even in conventional product segments, will grow. This means that
suppliers will need to introduce more agile organisational structures and more
flexible processes to prevent them quickly falling behind.

Developing new
market shares will
require restructur-
ing of portfolios

Active consolida-
tion is required
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The days of simple
cost and product
optimisation are

over

Using restructur-
ing tools from the
insolvency sphere

Restructuring of automotive suppliers has hitherto generally focussed on cost
and product optimisation and purely financial reorganisation. More rarely, there
are strategic crises to overcome.

That will change. A number of companies will be forced to adapt their business
to the new technological environment. Alongside the questions of how to access
the necessary know-how and whether they will even succeed in becoming part
of the supply chain — and the electric motor supply chain differs significantly
from that of the automotive suppliers —there is also the question of when their
efforts should begin. Their order books are still full with products for combustion
engines. However, it is not unlikely that manufacturers will switch over to new
technologies from one model to the next, meaning that the feared collapse in
turnover will occur relatively abruptly. Whether, in that case, the lead time
needed for restructuring will be available is doubtful. Even if the need for adjust-
ment is identified in good time, this is no guarantee that it will succeed. If suffi-
cient financial resources are not available when needed, even transformation
processes planned well in advance will be difficult to implement.

In the context of insolvency proceedings too, successful restructuring is only pos-
sible if the company concerned has already identified a viable business model for
the future and implementation is already well advanced. Insolvency proceedings
allow restructuring of liabilities by means of reduction of outstanding commit-
ments, e.g. arising from pension obligations, and make it easier to adjust the
workforce. In suitable cases, therefore, this easing of liabilities through insol-
vency proceedings can be a useful adjunct to a restructuring process that has
already begun. For investors, who provide the fresh capital needed on the assets
side, a structured process certainly offers advantages, such as the neutral and
objective support of a court-appointed insolvency administrator or supervisor
throughout the proceedings. The automotive supply industry offers a number of
distinctive features of interest to potential investors, such as optimised produc-
tion processes and mass production know-how. For companies affected by the
predicted crisis in the automotive industry, therefore, the restructuring tools
available under insolvency law are very much worth considering as a method for
implementing the necessary restructuring.
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Overview of consumer insolvency proceedings and
proceedings relating to the estate of a deceased

By Volker Bohm, Attorney-at-Law in Germany and Certified Specialist in Insol-
vency Law

This issue of the Yearbook sees the start of a new series of articles giving a brief
introduction to the different types of proceedings available under the German
Insolvency Code (Insolvenzordnung, InsO). They will provide a quick overview of
the individual steps involved in each of these proceedings. We begin our series
with two flowcharts, one showing the consumer insolvency procedure and the
other outlining the insolvency proceedings relating to the estate of a deceased.

The consumer insolvency process shown here applies to proceedings applied for
after 1July 2014." This procedure was introduced in the 2013 reforms.2

As the reform removed the section 312 (2) InsO, which prohibited the use of insol-
vency plans in consumer insolvency proceedings, it is now possible to agree an
insolvency plan with creditors in these proceedings.3

The reform also enabled the discharge of residual debt phase to be reduced to a
maximum of three years. To access this, the procedural costs and at least