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Covid-19 has severe economic consequences, leading to an increasing amount of businesses
facing overwhelming debts. Since the financial crisis of 2008 the European Union has taken on a
more rescue-oriented approach towards bankruptcy, resulting in Directive (EU) 2019/1023. This
Directive creates a framework for pre-insolvency restructuring, thereby avoiding unnecessary
bankruptcies. Accordingly, pre-insolvency restructuring is a valuable instrument in mitigating
the negative economic effects of Covid-19. The Netherlands has recently adopted the Act on
the Confirmation of Private Plans (WHOA), National Legislation on pre-insolvency restructuring.
In order to balance the rights of secured and unsecured creditors the 20%-rule was adopted.
This rule guarantees small-scale Small-to-Midsized (SME)-creditors the right to satisfaction of
20% of their claims in restructuring proceedings. In this paper, | evaluate whether the 20%-rule
is in accordance with the Directive. | argue that the 20%-rule is in line with the Directive, but
that the overly restrictive system of judicial review under the WHOA hampers its application in
practice. Therefore, the Dutch legislator should allow for more room for judicial interpretation
on the suitability of the application of the 20%-rule. This more nuanced approach better aligns
the 20%-rule with the European Restructuring Directive.

Keywords: Restructuring Directive; WHOA; SMEs; insolvency; corporate rescue; Covid-19

1. Introduction

1.1. Covid-19 and the need for rescue-oriented bankruptcy law

1.1.1. The economic fallout of the Covid-19 pandemic

The Covid-19 pandemic has greatly affected daily life in Europe. The intense lockdown measures, taken
by governments all across Europe to combat the spread of the Covid-19 virus, have had severe economic
consequences.' With many businesses forced to close down temporarily or to operate on a far more limited
scale, business revenue has dwindled since the start of the crisis in March 2020.2 During the first year of the
pandemic, the amount of corporate insolvencies did not increase due to governmental support for struggling
businesses.> However, corporate insolvencies are expected to rise by 26% in 2021, with governments slowly
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phasing out their financial support measures.* Some authors even speak of a bankruptcy epidemic, on top of
the Covid-19 pandemic.®

1.1.2. The role and use of corporate restructuring in times of crisis

In this harsh economic climate, adequate proceedings for pre-insolvency restructuring can be a structural
response to mitigate the long-term negative effects of the Covid-19 crisis.® Restructuring proceedings
enable a business that struggles financially to restructure before bankruptcy has become inevitable. This
is economically beneficial, as the going-concern value of a financially distressed company is often higher
than its liquidation value.” The liquidation value of a company is the value of a company when all of
its assets are liquidated and sold in bankruptcy proceedings.® The going-concern value is the value of a
company when it can be either preserved and restructured or sold with its current business structure.’
Restructuring agreements can be used to preserve viable businesses, retaining their going concern value
and avoiding bankruptcy liquidation. This, in turn, leads to the prevention of job and value loss."” Hence,
effective restructuring proceedings can enhance the economic resilience of the European Union during the
aftermath of the Covid-19 pandemic."

1.1.3. Bankruptcy reforms in Europe and the Netherlands

The process of reforming European bankruptcy law was instigated by another crisis. After the financial
crisis of 2008, there was a need for a more effective system of pre-insolvency restructuring in the European
Union.” To attain this goal, the European Commission adopted Directive (EU) 2019/1023 (the Directive).?
This need was similarly felt by the Dutch government, that started reforming its pre-insolvency legislation
in 2012." The economic fallout caused by the Covid-19 pandemic has made the need for a rescue-oriented
system of pre-insolvency restructuring even more pressing.”

After a great number of insolvency practitioners and scholars urged the Dutch Parliament to adopt the Act
on the Confirmation of Private Plans (Wet Homologatie Onderhands Akkoord, WHOA),'® the Dutch House of
Representatives adopted the law on 26 May 2020."” Subsequently, the Dutch First Chamber of Parliament
adopted the law on 6 October 2020." On the day of its adaptation, Sander Dekker, the Dutch minister for
Legal Protection, emphasised that the WHOA could prove useful in preventing insolvencies of businesses
that have struggled due to the Covid-crisis.” Initially, there was some uncertainty on whether the WHOA
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would be the official transposition of the Directive in the Netherlands.?’ However, in the legislative proposal
submitted for the implementation of the Restructuring Directive in the Netherlands, it is proposed that the
WHOA will function as the transposition of the Restructuring Directive.?! Thus, if this law is adopted, the
system of restructuring as laid down in the WHOA should be consistent with the Directive and all measures
laid down therein should be implemented in the Netherlands.

1.2. Protection of SME-creditors in restructuring proceedings

While the WHOA is aimed at strengthening the Dutch economy, concerns have been raised regarding the
protection of minority unsecured creditors under this new system.?? Some fear that the newly adopted
law favours big corporations at the expense of small businesses.? The stark contrast between the interests
of secured creditors and shareholders on the one side, and small unsecured creditors on the other side,
is a broader societal issue, transcending the borders of the Netherlands. Therefore, the Dutch legislator
adopted the 20%-rule, an amendment intending to enhance the position of Small and Midsized Enterprises
(SMEs) in restructuring proceedings.?* The 20%-rule provides small-scale SMEs, in their capacity as creditors
(hereinafter: ‘SME-creditors’) with the right to a reimbursement of 20% of their claims in case a court
imposes a restructuring agreement on the class of creditors they belong to (this situation is referred to as a
cross-class cramdown).?> Small-scale SMEs are businesses with a maximum of 50 employees or a total yearly
revenue of at most 12 million euros.?* The 20%-rule only affects small-scale companies, thus excluding
midsized enterprises. Throughout this article, the term ‘small-scale SME-creditors’ will be used to refer to
SMEs as creditors in restructuring or insolvency proceedings. For the sake of clarity, it must be emphasised
that, in this context, ‘small-scale’ refers to the size of these companies, not (to the size) of their claims in
restructuring or insolvency proceedings. Especially amidst the Covid-crisis, it is relevant to assess whether
the Dutch WHOA and the Restructuring Directive offer adequate protection to small-scale SME-creditors, as
this type of enterprises are the most vulnerable in times of crisis.”

This article will analyse and compare national legislation and Union law. The Directive provides the
relevant benchmarks to assess whether the 20%-rule is compatible with the European framework for pre-
insolvency restructuring. On the basis of this analysis I will then address whether changes to the 20%-rule
are necessary in order to fit the European Restructuring Directive.

This leads to the following research question: does the WHOA's 20%-rule fit the system of pre-insolvency
restructuring as laid down in Directive (EU) 2019/1023 and are adjustments to the 20%- rule necessary?

To answer this question, [ will first give a brief overview of the legislative history and aims of the Directive.
Following this, I will describe the system of pre-insolvency restructuring that it lays down, paying special
attention to the cross-class cramdown. Subsequently, [ will address the system of pre-insolvency restructuring
as implemented by the WHOA, focussing on the provisions intended to protect minority creditors. Thereafter,
' will turn to the evaluative part of this paper. In this evaluation, I will specifically assess whether the 20%-
rule meets the conditions necessary to justify a derogation from the rules on a cross-class cramdown, as laid
down in Article 11 of the Directive. | argue that the 20%-rule does, in fact, fit the system of pre-insolvency
restructuring as laid down by the Directive, but that its application can prove to be problematic in practice.
This problem can be overcome by adjusting the current system for judicial review of the applicability of the
20%-rule.
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2. Directive (EU) 2019/1023

2.1. The influence of the financial crisis on European insolvency law

Historically, the European approach to insolvency law was harsh and inflexible, stemming from long-held
cultural beliefs, associating bankruptcy with failure.?® This resulted in equally harsh insolvency legislation,
focussing on liquidation rather than corporate restructuring.?® However, the European approach to
insolvency law has shifted towards a more rescue-oriented approach since the start of the millennium.* This
process accelerated in 2014 when the European Commission noted that the Union was facing ‘the biggest
crisis in its history.”! The harsh and inflexible insolvency regimes of the Member States were a major reason
for the slow economic recovery.** As such, the Union was in need of more flexible insolvency regimes aimed
at restructuring instead of liquidation.* To this end the Commission proposed the Recommendation on a
New Approach to Business Failure and Insolvency.*

In 2016 the European Commission found that the Member States’ efforts to implement the recommended
measures were rather lacklustre.* Thus, the Commission decided to turn the recommendation into binding
legislation and proposed Directive (EU) 2019/1023. This Directive is a minimum harmonisation tool.*® The
system of pre-insolvency restructuring as laid down by the Directive is modelled upon, and for a large part
resembles, the successful American Chapter 11 procedure.’”

The aim of the Directive is most clearly stated in its first recital. The Directive aims to harmonise the
insolvency and restructuring laws of the Member States, in order to remove the obstacles to the functioning
of the internal market and the exercise of fundamental freedoms, that arise because of the divergence of
laws on this matter. Furthermore, effective restructuring proceedings contribute to the prevention of both
unnecessary insolvencies and job loss.

2.2. Pre-insolvency restructuring under the Directive

2.2.1. Key features of the restructuring agreement

The basic idea for pre-insolvency restructuring is the negotiation of a restructuring plan between a debtor
and his creditors and shareholders. The debtor presents a plan to restructure his business or his assets, in
order to continue his activities and avoid liquidation.* Restructuring plans can contain a wide array of
measures, as their content is not predefined by the Directive.*

In principle, the restructuring plan should be agreed upon unanimously by the affected parties. However,
under certain conditions it is possible that the plan gets confirmed by a court and becomes binding even for
dissenting parties.*! Lastly, during the negotiations on the restructuring plan creditors cannot enforce their
individual actions against the debtor.*? This is referred to as the period of the stay.**
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2.2.2. Voting and classes

Affected parties have the possibility to vote on the restructuring plan. This occurs in classes of creditors.*
Class division is based on the commonality of interest and claims of those grouped in the class and the
level of seniority of their claims.* It is required that affected parties are divided into a least two classes,
namely that of secured and that of unsecured creditors. Furthermore, Article 9(4) last clause provides
that Member States must take measures to ensure that the interest of vulnerable parties is protected in the
class formation. In each class, a majority is reached when the majority of the amount of value in that class
votes in favour of the restructuring plan.*’ It is possible that minority creditors within a class get bound to a
restructuring plan by a majority vote. However, this is only possible if certain conditions are met.

2.2.3. Conditions for confirmation

In order for a restructuring plan to be confirmed by a judicial authority, it should first of all meet the
procedural requirements laid down in Article 9 of the Directive.*® These relate to the voting procedures and
class formation, as discussed in the previous section. Furthermore, the restructuring plan should meet two
substantive requirements.

The first requirement is the feasibility test, laid down in Article 10(3) of the Directive. This article holds that
judicial authorities shall not approve restructuring plans that do not reasonably contribute to the avoidance
of insolvency and continuation of the business of the debtor.*

The second requirement is the creditors’ best interest test, laid down in Article 10(2)(d) and Article 2(6)
of the Directive. In order for this test to be fulfilled, none of the dissenting creditors should be worse off in
the situation in which the restructuring plan is adopted, than in the situation of liquidation of the assets
of the debtor.”® To establish whether this test has been fulfilled, two factors need to be taken into account.
First, the alternative scenario that determines the amount of payoff the dissenting creditor would get.”!
Second, the amount of payoff the dissenting creditor would get in this scenario.* Thus, the creditors’ best
interest test protects creditors from losing value that they would otherwise receive through liquidation of
the company.>®

2.3. The cross-class cramdown

2.3.1. General outline of the cross-class cramdown

The Directive deviates from the earlier Recommendation in one very important aspect, namely by obliging
Member States to implement cross-class cramdown proceedings in their national system for pre-insolvency
restructuring.>* In case of a cross-class cramdown a court confirms a restructuring plan, which binds an
entire dissenting class of creditors to the restructuring plan, instead of the dissenting creditors within a
class.® A cross-class cramdown is possible in two scenarios. The first scenario is that in which the majority
of voting classes votes in favour of the plan, on the condition that one of these classes is a class of secured
creditors or is senior to the ordinary unsecured creditor class.*® The second scenario is that in which at least
one class of the affected parties votes in favour of the restructuring plan, provided that this class would
receive payment under the normal ranking of priority under applicable national law.”’
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A cross-class cramdown might seem like a far-reaching infringement on the autonomy of the dissenting
parties involved.>® However, the possibility for a cross-class cramdown comes with several advantages. Without
it, dissenting parties can adopt a holdout position, by blocking an otherwise reasonable restructuring plan.
The possibility of a cross-class cramdown, however, forces creditors to cooperate and thus prevents parties
from adopting a hold-out position.* In order to compensate for the infringement on contractual autonomy,
the cross-class cramdown has to satisfy certain requirements.

First of all, a plan should meet all the requirements that apply to regular restructuring plans.®® Thus, the
procedural requirements of Article 9 should be satisfied together with the feasibility test and the creditors’
best interest test. Furthermore, in order for the court to issue a cross-class cramdown it is necessary to
determine how the value realised through the restructuring plan (reorganisation value) should be distributed
amongst the stakeholders.®" To reach a fair distribution Member States can implement either an absolute
or a relative priority rule.* In this article I will mostly sidestep the widespread academic debate on whether
absolute priority or relative priority is preferable, as the Dutch legislator has already implemented a form of
conditional absolute priority in the WHOA.®* Member States are allowed to introduce provisions that deviate
from the procedure for a cross-class cramdown as laid down in Article 11 of the Directive, if these provisions
meet two cumulative requirements.** I will return to this in Chapter 4.

3. The WHOA

3.1. Restructuring through the WHOA: core principles

3.1.1. The reorganisation agreement

The Netherlands is in the process of implementing Directive (EU) 2019/1023 in its national legislation and
aims to do so through the WHOA.®> The WHOA adds several articles to the Dutch Bankruptcy Act (DBA),
thereby introducing the possibility for a court-confirmed pre-insolvency restructuring agreement, outside
of bankruptcy or moratorium, in the Dutch legal order.®® The core mechanism of restructuring under the
WHOA is an agreement between the debtor and the parties involved, which can be confirmed by the court.
There are no substantive requirements on the content of the restructuring plan, however employee rights
may not be affected by it.*” The plan does need to satisfy several procedural requirements, laid down in
Article 375 of the DBA.%8

3.1.2. Voting on the agreement

The affected parties can vote on the agreement, and to this object they are divided into different classes.®
Class division is determined on the basis of a commonality of interest of the creditors in the class, as is
prescribed by the Directive.” In order to bind dissenting parties, the agreement needs to be confirmed by
the court, which is only possible if the requirements laid down in Article 384 DBA are satisfied.”

3.1.3. Confirmation by the court in case of a cramdown
If not all creditors within a class vote in favour of a restructuring plan, the court can confirm the agreement
and make it binding for the dissenting creditors within that class.”? Confirmation of an agreement is not
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always possible, as the court must refuse confirmation on the following grounds. First of all, the Court
has to check whether one of the general grounds for refusal, as laid down in Article 384(2), is present.”® In
this regard it is most important that the Court checks that (1) all affected parties have been notified of the
proposal of the agreement and have had the possibility to vote on it; (2) the agreement contains all the
information required by Article 375 DBA and (3) the classification of creditors has occurred in line with
the requirements of Article 374 DBA.” Secondly, under Article 384(2)(i) DBA the court has the discretion
to refuse confirmation of the agreement, if there are any other reasons that justify this. This compensates
for the lack of a mandatory feasibility test, as it exist in the Directive.” Thirdly, under Article 384(3)(a) DBA
courts can refuse the confirmation of an agreement if a dissenting party invokes that under this agreement
it is worse off than it would have been in case of a liquidation in bankruptcy proceedings.” Thus, the judge
has the discretionary power to refuse an agreement on the ground that the creditors’ best interest test is
not satisfied.”

3.2. The cross-class cramdown
Under certain conditions it is possible that a debtor requests a court to confirm a restructuring agreement,
even if not all classes of affected parties have voted in favour of the agreement.”® Confirmation can be
requested as long as at least one class of creditors has voted in favour of the agreement.”” In line with
the Directive it is necessary that this single class voting in favour of the agreement expects repayment in
bankruptcy.f

In order for an agreement to be confirmed, the court will first of all assess whether one of the grounds for
refusal applicable to regular cramdowns, as mentioned in Paragraph 3.1.3, is present. Besides this, the WHOA
lays down several additional requirements that need to be satisfied for the court to confirm an agreement
that is binding on dissenting classes of creditors. These are the: the WHOA priority rule (WHOA-PR); the 20%
rule for small-scale SME-creditors; the right to cash for non-secured creditors and the right to other forms of
reimbursement for secured creditors.®" I will limit my discussion to the WHOA-PR and the 20%-rule, as the
interplay between these two rules is most relevant in the context of this article.

3.3. Protection of dissenting creditors under the WHOA
3.3.1. The WHOA priority rule
The Netherlands has implemented a conditional absolute priority rule in the form of the earlier mentioned
WHOA-PR.#2 The main rule is that a restructuring agreement cannot deviate from the regular priority ranking,
as is applicable in case of a liquidation, to the detriment of a dissenting party.®*> However, derogations from
this rule are possible if there is a reasonable ground to deviate from the regular priority ranking and if the
interest of the dissenting class of creditors, to whom this deviation is disadvantageous, is not impaired by
it.84

This formulation leads to several questions relating to the interpretation of the terms used in the
WHOA-PR. First of all, it is necessary to delineate what deviations from the regular priority ranking should
be considered disadvantageous to the dissenting parties. Consider the situation of class skipping. This is the
situation in which a class of secured creditors decides to give some of the value it would normally receive to
the class of shareholders, thereby skipping the class of unsecured creditors.® Is this disadvantageous to the
class of unsecured creditors? Tollenaar argus that it is not, as the class of unsecured creditors has no claim to
the transferred money. As a result the class does not receive less than it would in case of liquidation, and thus
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class skipping is not disadvantageous to that class.® Bartstra and others, on the contrary, argue that the class
of unsecured creditors is ranked higher than the class of shareholders, and as a result of this they are more
entitled to the value being transferred.®” Therefore, they contend that the deviation in the abovementioned
situation is, in fact, disadvantageous to the unsecured creditors.®® Unfortunately, the Dutch legislator has not
offered any guidance on what it considers a disadvantageous deviation from the regular priority ranking.®
Similar problems arise with the interpretation of other key terms in the WHOA-PR. It is unclear what
should be considered a reasonable ground for a deviation from the regular priority ranking under the WHOA.
Several authors argue that that a deviation should be considered reasonable if this deviation is necessary
to successfully reorganise.”® But whether this is the case has not been confirmed by the Dutch legislator.
Lastly, it is not explained in what situations a deviation from the regular priority ranking does not impair the
interest of a higher ranked class of creditors.”” Mennens reasonably argues that a deviation from the regular
priority ranking will necessarily impair the interest of higher ranked creditors. If this is in fact what the
Dutch legislator intended, in many cases it would not be possible to fulfil the non-impairment condition.

3.3.2. The 20%-rule

A recent addition to the instruments to protect dissenting creditors under the WHOA is the 20%-rule for
small-scale SMEs, laid down in Article 384(4)(a) DBA. In short, this rule holds that small SME-creditors can
request a judge not to confirm a restructuring agreement, if under that agreement the value assigned to
the class of small SME-creditors is less than 20% of the total amount of their claims.> These creditors will
be classified as a separate class of creditors.”® Derogation from the 20%-rule is possible only if there is a
compelling reason that justifies a payment of less than 20%.% In the next chapter I will assess whether the
20%-rule fits the system of pre-insolvency restructuring of Directive (EU) 2019/1023.

4. The 20%-rule in the light of the restructuring Directive

4.1. The 20%-rule is a derogation from article 11(1) Directive

The 20%-rule is a derogation from the standard proceeding for a cross-class cramdown as laid down in
article 11(1) of the Directive. The reason for this is that the 20%-rule violates the absolute priority rule. The
Dutch legislator has opted to implement a conditional form of the absolute priority rule, on the ground of
article 11(2) first clause of the Directive. In other words, any rule that violates the absolute priority rule is
a derogation from Article 11 and should subsequently satisfy the conditions for such a derogation, as laid
down in Article 11(2) second clause of the Directive. Below, I will illustrate with an example that the 20%-
rule violates the absolute priority rule.

Consider the following scenario. A financially distressed debtor has debts totalling 145. The business is
worth 90 in liquidation proceedings and 100 in restructuring proceedings. The bank, as a secured creditor,
has a claim of 95. The small-SME-creditors have claims totalling a value of 50. A restructuring agreement is
reached in which the value is distributed according to the normal rules of priority. Thus, the bank receives
95 and the unsecured SME-creditors receive the remaining 5. The 5 that the small SME-creditors receive
is less than the 10 they are entitled to under the 20% rule. Therefore, they request the court to refuse the
confirmation of the agreement. The only way to reach an agreement in which the SME-creditors receive the
10 they are entitled to under the 20% rule, would be to transfer the value of 5 from the bank to the SMEs.
But this leads to a violation of the absolute priority rule, as the bank receives less than it's entitled to on the
basis of the regular ranking of priority.*®

The example above is illustrative for most cases in which the 20%-rule is meant to be applied. The 20%-
rule is only useful in those cases in which the class of SME-creditors is not already entitled to receive 20%

8 See in this sense: Tollenaar, ‘Het Wetsvoorstel Homologatie Onderhands Akkoord onder de Loep Genomen'’ (n 68) 235-236.
87 Bartstra, de Weijs and Jonkers, ‘WHOA-Priority Rule en WHOA-initiatiefrechten’ (n 83) 101.
8 Bartstra, de Weijs and Jonkers, ‘WHOA-Priority Rule en WHOA-initiatiefrechten’ (n 83) 101.

89 Bartstra, de Weijs and Jonkers, ‘WHOA-Priority Rule en WHOA-initiatiefrechten’ (n 83) 101; Explanatory Memorandum to the
WHOA (n 13) 69.

Mennens (n 63) 481; Sophie Moulen Janssen De positie van aandeelhouders bij preventieve herstructureringen (Wolters Kluwer
2020) 116.

Mennens (n 63) 481.

DBA, art 384(4)(a).
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of the total value of their claims under the restructuring agreement. If the class of SME-creditors is already
entitled to receive 20% of their claims, the 20%-rule is superfluous.®® In that scenario, the class of small
SME-creditors can invoke both the creditor best interest rule and the absolute priority rule to receive the
value they are entitled to. In cases in which the SME-creditors are not already entitled to 20% of the value of
their claims, the only way to grant the class of SME-creditors 20% of value is by taking away this value from
another class and giving it to the class of SME-creditors. This is not necessarily contrary to the creditor best
interest principle. If enough value is realised through the agreement, the other classes might still receive a
similar or higher amount than they would receive in liquidation proceedings. However, such a transfer is a
violation of the absolute priority rule. In order to give the class of SME-creditors more than they are entitled
to on the basis of the priority ranking, another class of creditors will have to receive less than it is entitled
to on the basis of that ranking. As such, in any case in which the 20%-rule can be effectively invoked by the
class of SME-creditors the absolute priority rule is necessarily violated in order to satisfy the claim of the class
of SME-creditors.

Therefore, the 20%-rule is a derogation from the provisions on cross-class cramdowns as laid down in Article
11 of the Directive. In order for such a derogation to be justified, the provision introduced by the Member
State should be necessary in order to achieve the goals of the restructuring plan and the restructuring plan
should not unfairly prejudice the claims or interest of other affected parties.”” In the following subsections
I will evaluate whether the 20%-rule meets these requirements.

4.2. Does the WHOA satisfy the requirement of an unfair prejudice test

4.2.1. Definition of the unfair prejudice test

If Member States wish to derogate from the rules of Article 11, they must introduce an unfair prejudice test
in their national pre-insolvency proceedings, in order to comply with the Directive.”® Unfortunately, the
Directive does not define what such a test entails in relation to a cross-class cramdown. Nonetheless, it gives
some guidance as to the meaning of the term in relation to the stay of enforcement of actions. In such cases,
a judge has to assess whether the stay preserves value overall and whether one or more of the creditors act
in bad faith by requesting the stay.”® Furthermore, Recital 37 states that a situation is unfairly prejudicing
if, for example, one class of creditors is substantially worse off due to the stay of enforcement of actions,
or in case one class of creditors is treated less favourably than another class of creditors of a similar rank.'®
The definition of ‘unfair prejudice’ has not been given in relation to the cross-class cramdown specifically.
But, the definitions above can by analogy be assumed to apply to the situation of a cross-class cramdown,
since it is implausible that the term ‘unfair prejudice’ would have a widely different meaning throughout
the Restructuring Directive.

4.2.2. Does the WHOA implement an unfair prejudice test
Under the Dutch WHOA, the interplay between the WHOA-PR and the 20%-rule enables the judge to review
how the value realised through an agreement is distributed amongst the stakeholders."! This review is not
mandatory, but must be requested by one of the affected parties.'? The term ‘unfair prejudice’ is not used in
the WHOA, but the judge has the power to review and possibly refuse the confirmation of an agreement in
case of an infringement of party rights. 3

The strict standards for derogating from the absolute priority rule set by the Dutch WHOA, however, lead
to quite restricted possibilities for judicial reviews. Under the WHOA a deviation from the normal priority
ranking to the detriment of a higher ranked creditor is only possible when two cumulative requirements
have been met: 1) there must be a reasonable ground for this deviation; and 2) the interest of the affected
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creditors must not be impaired.’® It can be argued that satisfying the 20% rule is a reasonable ground to
deviate from the normal order of priority ranking.'® However, the Dutch legislator has failed to specify
whether this is indeed the case.'®® Nevertheless, if the 20%-rule is understood to be a reasonable ground to
deviate from the WHOA-PR the first condition could be satisfied.

Satisfying the second condition, however, will not be possible in many cases. It was already argued above
that in order to satisfy the 20%-rule, value needs to be transferred from a higher ranked class to the class
of SME-creditors. Such a transfer of value is a deviation from the standard priority ranking. As mentioned,
according tothe WHOA, this deviation may not impair the interest of any dissenting party. The Dutch legislator
has not given any specific considerations as to when the interest of a dissenting party is impaired.'”” Article
54 of the Restructuring Directive, contrastingly, gives a definition. It holds that impairment of a party's
interest means that there is a reduction of the value of its claims.'® In the exemplary scenario in 4.1, there
is a reduction in value of the claims of the bank. To satisfy the 20%-rule, a value of 5 must be transferred
from the bank to the small SME-creditors. This is an impairment of the bank’s interest and, therefore, the
second condition for a deviation from the WHOA-PR cannot be satisfied. Thus, the judge is held to refuse
confirmation of the agreement.'®

This shows that the possibilities for judicial review under the WHOA are quite restricted, as the court is
bound to refuse any agreement that infringes the rights of higher-ranked dissenting parties. This is possibly
unintentional, as the Dutch legislator could have meant to exclude the 20%-rule from this provision.'
However, since the Dutch legislator has not done so the 20%-rule conflicts with the non-infringement
condition of the WHOA-PR. Therefore, the court is bound to refuse confirmation, on the ground that it
cannot approve deviations from the standard priority ranking that impair the right or interest of higher
ranked creditors."! This leads to a stalemate. On the one hand, secured creditors can invoke the WHOA-PR
in order to prevent the confirmation of an agreement in which value is transferred from their class to the
class of small-scale SME-creditors on the basis of the 20%-rule. On the other hand, small-scale SME-creditors
can invoke the 20%-rule and request the judge to refuse confirmation of an agreement in which they do not
receive 20% of their claims, to which they are entitled under the 20%-rule.

In conclusion the current possibilities for judicial review under the WHOA are more restrictive than
required by the Directive. The Directive grants the court room for interpretation by adopting the term
unfair in the test itself, and substantially in its explanations as to what constitutes unfair prejudice.'” The
non-impairment requirement of the WHOA-PR, however, lacks these open norms and, as such, binds the
judge to refuse any agreement impairing the rights of higher-ranked creditors. From a compliance point of
view, being overly restrictive is not problematic because the Directive is a form of minimum harmonisation.
Therefore, the requirement of an unfair prejudice test is satisfied by the WHOA. Now, it must be assessed
whether the 20%-rule is necessary to achieve the goals of the restructuring plan.

4.3. Is the 20%-rule necessary to achieve the goals of the restructuring plan
Two separate questions can be derived from the necessity requirement that is laid down by Article 11 of the
Directive. The first question is whether the national provision is necessary in light of the restructuring plan
and the aim of restructuring proceedings in general. The second question is less straightforward, namely
whether the national provision can be expected to effectively contribute to achieving this aim. Answering
this question is necessary to assess whether the provision introduced by the Member State can contribute to
the attainment of the goal of the restructuring plan in practice.

4.3.1. Necessity
Legal provisions are by their very nature phrased in general terms and thus never tailored to one specific
restructuring plan. Therefore, it should not only be assessed whether the 20%-rule is expected to contribute
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to the goals of one individual restructuring plan (as a strict reading of Article 11 would suggest), but also
whether the 20%-rule is expected to contribute to the broader policy goals pursued by the introduction of a
system of pre-insolvency restructuring. In order to conduct this evaluation, I will draw upon the policy goals
as formulated in the Directive.

In this regard, it can be observed that the Directive has the underlying objective of strengthening the
position of SMEs in insolvency and pre-insolvency proceedings.' In its 17" Recital the Directive states
that SMEs in particular should benefit from the system of pre-insolvency restructuring.'* The Directive
introduces several provisions that benefit SME-debtors, such as the debtor in possession norm and tools to
have early access to restructuring proceedings.' Yet, the Directive also aims to enhance the position of SMEs
as creditors, given that it mentions higher recovery rates for SME-creditors under the new restructuring
system as a specific advantage to this group of creditors."® Furthermore, the aim of the Directive is to prevent
both job and value loss within the Union."” In 2018, Micro to Small-sized companies, to which the 20%-rule
is beneficial, provide 38.4% of all value and 49.8% of all employment in the Union. Furthermore, relative
to their size SMEs are less resilient to losses and thus run a greater risk of insolvency due to such losses.'®
Considering this, strengthening the position of such companies in case of pre-insolvency restructuring,
effectively contributes to reducing value and job loss in the EU.

Lastly, Recital 56 of the Directive explicitly mentions the possibility for Member States to deviate from
the absolute priority rule. This possibility exists in order to satisfy the claims of suppliers that meet two
requirements: the suppliers should be essential and their claims should be affected by the stay."” On the
one hand the Dutch 20%-rule is broader, as the rule is not limited to essential suppliers, nor is it limited to
claims affected by the stay. On the other hand, the Dutch 20%-rule is narrower, as it only affects small-scale
SME-creditors as opposed to Recital 56, which also includes Midsized creditors. Nevertheless, the 20%-rule
is a provision that in its outset and aim is very similar to one of the exemplary provisions laid down in
Recital 56. The 20%-rule aims to safeguard the interests of more junior and often small-scale creditors that
play an important role in realizing the reorganisation surplus vis a vis more senior creditors. This reasoning
corresponds to the ratio for the justification of a deviation from the absolute priority rule, that is laid down
in Recital 56. As the 20%-rule fits the Directive's objective of strengthening the position of SMEs and is
similar to one of the exemplary justifications for deviating from the absolute priority rule, the 20%-rule can
be deemed necessary in light of the overarching goal of the restructuring directive.

4.3.2. Achieving the goals of the restructuring plan — forum shopping on the national level
In Paragraph 4.2., I signalled a dogmatic problem for the 20%-rule. The rule conflicts with the WHOA-PR,
leading to the necessary refusal of confirmation of the agreement by the court. This will hamper the efficacy
of the rule in practice. This problem is not insurmountable, as the Dutch legislator could opt to give the
20%-rule priority over the WHOA-PR through an amendment to the WHOA. Yet too large of an infringement
on the rights of secured creditors could lead to the problem of forum shopping. This is the situation in which
parties have a clear strategic interest in using one proceeding over the other.™® Forum shopping could occur
both on the national and on the European level, as a result of the 20%-rule.

On the national level the 20%-rule might incentivise forum shopping, as it creates a dichotomy between
the rights of creditors in case of bankruptcy proceedings and their rights in restructuring proceedings.™'
This leads to a situation in which SME-creditors and secured creditors will have clear interests in using
restructuring and liquidation proceedings respectively. Restructuring proceedings are more beneficial to
small SME-creditors, who can use the 20%-rule in their favour. Secured creditors, on the other hand, will
prefer liquidation proceedings, as they have a very strong position in these proceedings. In sum, both parties
will have a separate interest in using either one of the proceedings, even if this is not the most effective
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use of the common pool of assets.'”> There might be situations in which secured creditors will nevertheless
prefer restructuring proceedings, as the gains realised through these proceedings compensate for the fact
that they have to transfer some value to the class of SME-creditors. In these cases an equilibrium is reached
and the 20%-rule might work as intended. However, another problem is introduced by the 20%-rule. This
is the fact that both secured creditors and small-scale SME-creditors now have an individual interest in
using bankruptcy and restructuring proceedings respectively. As a result of this both classes of creditors are
no longer motivated to use that proceeding that generates the highest value for the creditors as a group,
but will strategically use that proceeding that is most beneficial for their respective class.”?* As mentioned
above there might be situations in which the interests of both types of creditors overlap. If this is not the
case, however, the dichotomy between the rights of both classes under the different proceedings invites
strategic use of those proceedings for individual gains. This makes it less likely that the remaining assets of
a financially struggling debtor are used in the most efficient way.'**

In the worst-case scenario, secured creditors could try to avoid restructuring proceedings altogether due to
their weakened position in that regime. This would severely diminish the effectiveness of such proceedings
in practice. This issue was discussed in the parliamentary debate on an earlier version on the 20%-rule.'?®
One of the drafters of the 20%-rule argued that it would be cynical to think that banks would rather turn
to bankruptcy proceedings than to suffer financial damage through restructuring proceedings.””® In my
opinion, avoidance of restructuring proceedings by secured creditors is a serious risk, given that there is a
substantial discrepancy between the secured creditor’s position in liquidation and restructuring. In the end,
the secured creditor might have negotiated a loan agreement, in which it has (at least partly) adjusted the
costs of its loan for its strong position in liquidation.'” Therefore, the Dutch legislator should be cautious
when implementing rules deteriorating the rights of secured creditors in restructuring proceedings. If an
infringement of these rights is considered too rigorous, it could have the contrary effect of shying secured
creditors away from restructuring proceedings. This could, in turn, result in a less used and therefore less
effective system of pre-insolvency restructuring, contrary to the aims of both the WHOA and the Directive.

4.3.3. Achieving the goals of the restructuring plan - forum shopping on the European level
Absent a unified European approach on the protection of SME-creditors, the 20%-rule is likely to also
incentivise forum shopping on the European level. Large corporations that operate in multiple jurisdictions
will be motivated by their secured creditors not to restructure through the WHOA, because these secured
creditors are aware that their position is weaker under Dutch Law. It is unlikely that the provisions against
forum shopping laid down in the Recast European Insolvency Regulation (EIR Recast) can prevent such
forum shopping.'®

Under the regime of the EIR Recast, main insolvency proceedings can be opened in the state in which a
company has its ‘Centre of Main Interests' (COMI).”* Forum shopping in cross-border insolvencies occurs
if a company relocates its COMI to another jurisdiction, to benefit from the more favourable insolvency
or restructuring legislation of that jurisdiction.® Such a COMI-shift can be achieved by either moving a
company's registered office to another country, or by moving a company’s head office to another country
while leaving behind the registered office.”” The EIR Recast is designed to prevent forum shopping, which is
clearly reflected in Recitals 5 and 29 of the Regulation.* The Regulation is extended to apply to restructuring
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proceedings as well, on the basis it 10% Recital. In order for a restructuring proceeding to fall within the
scope of the EIR, the proceeding should meet the conditions laid down in Article 1 of the EIR and should be
listed in Annex A to the Regulation.’** However, it is doubtful whether the EIR can effectively prevent forum
shopping, especially in regard to restructuring proceedings.

One of the main instruments to combat forum shopping is the introduction of a suspension period in
Article 3(1) of the Recast EIR."** On the ground of this article the COMI of a company will be presumed to be
in the country where said company has its registered office. However, this presumption will be rebutted in
case the registered office of a company shifted within three months prior to the request to open insolvency
proceedings. The court then has to establish whether or not the company’s COMI is actually located within
its jurisdiction.”®> Two main problems can be identified with this approach. First of all, Ringe points out that
the suspension period only applies in cases in which a company’s registered office is moved."”* However,
a common forum shopping strategy is to move a company’s head office instead of its registered office.
Second, the relocation of a company’s registered office just before filing for insolvency does not lead to
an automatic rejection of the opening of insolvency or restructuring proceedings.””” The court merely
has to establish whether the COMI of the company is really located in its jurisdiction.'*® Both Ringe and
Eidenmidiller conclude that as a result of this COMI-shifts and forum shopping will still be possible under the
Recast EIR."*° Therefore, it is unlikely that forum shopping is effectively curbed by the EIR recast. If no Union-
wide measures are taken to enhance the position of SME-creditors, the 20%-rule could lead to avoidance of
the WHOA in cross-border restructurings.

4.4. Concluding remarks

Overall, I conclude that the 20%-rule is in accordance with the restructuring Directive, as it fits the
requirements laid down in the Directive. The Netherlands has introduced an prejudice test, albeit that this
test is more restrictive than necessary. This can be problematic when applying the 20%-rule in practice.
Furthermore, the 20%-rule can be deemed to contribute to the overall goal of restructuring proceedings.
Therefore, the 20%-rule meets the requirements for a derogation from Article 11 of the Directive. However,
the 20%-rule creates incentives for forum shopping and the overly restrictive system of judicial review
can hamper its effectiveness in practice. In the last section I will illustrate how a more nuance form and
application of the 20%-rule can overcome this problem.

5. Further aligning the 20%-rule with the Restructuring Directive

5.1. Ensuring minimum protection

As has become apparent from the last section, the introduction of the 20%-rule in the Netherlands could
be to the disadvantage of larger creditors that do not enjoy the protection of this rule. This unfavourable
treatment of larger creditors in the Netherlands shows some resemblance to the situation of reverse
discrimination. This is the situation in which a Member State treats its own citizens less favourably than
those who can rely on Union Law."® However, as long as the minimum level of protection laid down in the
Directive is guaranteed no reverse discrimination takes place. In that scenario those larger creditors whose
debtor restructures through the WHOA are not treated less favourably than is prescribed by Union Law.™!
Larger creditors restructuring through the WHOA might face a less favourable regime than is in place in
other Member States, but this is a logical effect and intended consequence of the fact that the Restructuring
Directive is only minimum harmonisation.'*? However, the Dutch legislator and judiciary should be cautious
that the 20%-rule does not undermine the minimum level of protection laid down in the Directive.
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5.2. Introducing a substantial infringement test

In order to better align the WHOA with the Directive and to ensure that the minimum level of protection
for creditors laid down therein is guaranteed, the Dutch legislator should adjust the current system of
judicial review of the WHOA-PR. Currently, judges have some possibility to review whether a deviation from
the WHOA-PR in favour of the 20%-rule is justified. However, the hard non-infringement condition of the
WHOA-PR entails that any agreement which harms the interest of a higher ranked creditor should be refused
confirmation by the judge. The Dutch legislator could solve this issue by introducing more open norms in
the non-infringement condition, as are used in the Directive.”? It could adopt the terminology used in
the directive and make it so that only a substantial infringement on the rights of higher ranked creditors
necessitates the refusal of confirmation of an agreement by the court.™ This gives the judiciary more room
to assess whether a deviation from the normal ranking of priority is reasonable or whether it constitutes to
great an infringement of the rights of higher ranked creditors.

Stalemates can be prevented in this way as well. Judges will now no longer be bound to refuse confirmation
of otherwise reasonable agreements, if there is merely a non-substantial infringement of the rights of higher
ranked creditors. The court has the possibility to weigh and balance the interests of several parties, and
to rule accordingly. Thus, by adjusting the infringement-condition to a substantial condition the Dutch
legislator gives judges a tool to resolve conflicts arising from the interplay between the WHOA-PR and the
20%-rule. Moreover, after this change the requirement for an unfair prejudice test as laid down Article 11
last clause of the Directive will undoubtedly be satisfied.

5.3. Carefully applying the 20%-rule

Lastly, even after these changes, the Dutch judiciary should be careful when applying the 20%-rule and be
aware of the constraints of Union Law. In assessing whether to accept an appeal to the 20%-rule, judges
should acknowledge that the rules of priority are the cornerstone of restructuring proceedings and that
deviations from these rules are the exception. This means a nuanced approach to the application of the
20%-rule is necessary, entailing that the 20%-rule cannot always trump the WHOA-PR. Such a priority for
the 20%-rule could be inferred from the fact that a reasonable ground is needed in order to deviate from
the WHOA-PR, whereas a compelling reason is required in order to not apply the 20%-rule.*> However, the
wording of Article 11 of the Directive clearly reflects that following the rules of priority is the default, with
only limited options for deviations. This should be observed by judges applying the 20%-rule as well. Thus,
a cautious approach to applying the 20%-rule should be taken, which ensures that the minimum level of
protection for larger creditors is guaranteed.

This should also prevent creditors who restructure through the WHOA from being treated less favourably
than they should be under Union law. While some larger enterprises might still prefer to opt for restructuring
proceedings in other Member States, that are possibly more beneficial for large creditors, the problem of
reverse discrimination does not occur. This will reduce incentives for forum shopping on the European
level. Also, a nuanced approach to the application of the 20%-rule should reduce the strategic incentive to
evade restructuring proceedings in favour of insolvency proceedings on the national level. Stalemates are no
longer to be expected and parties to the agreement will be ensured that their rights will not be unreasonably
infringed upon.

6. Conclusion

In this article I focussed on the protection of SME-creditors in pre-insolvency proceedings. An effective
system of corporate rescue can help to mitigate the negative effects of the Covid-crisis, and adequate
protection of SME-creditors is crucial to this end. Accordingly, I assessed whether the WHOA's 20%-rule,
intended to protect SME-creditors in the event of a cross-class cramdown, is in accordance with Directive
(EU) 2019/1023. In the first two sections I described the system of pre-insolvency restructuring as adopted by
the Directive and implemented in the Netherlands through the WHOA. This descriptive framework allowed
me to assess whether the 20%-rule meets the requirements to deviate from the standard rules for a cross-
class cramdown, as laid down in the Directive. This resulted in a twofold evaluation, namely whether 1) the
Netherlands has adequately implemented an unfair prejudice test and 2) whether the 20%-rule is necessary
to attain the goals of the restructuring plan. I argued that the 20%-rule meets these requirements, but that
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the 20%-rule is often incompatible with the WHOA-PR due to an overly strict system of judicial review. In
overcoming this problem the Dutch legislator should be cautious, as a too strict protection of SME-creditors
could lead to forum shopping both on the national and European level.

I then argued that it would be wise if the Dutch legislator adjusted the current system of judicial review
by introducing more open norms, in order to better align the 20%-rule with the Directive. This can be done
by changing the non-infringement test of Article 384 sub 4 b to a substantial infringement test. In this way
courts have the possibility for a more nuanced review of the justification of a deviation to the WHOA-PR.
When conducting this review judges then should be aware that the rules of priority are default, and thus
be careful in having the 20%-rule trumping the rules of priority. In the end, if these changes are made the
20%-rule can be a tool to enhance the protection of SME-creditors, fitting within the European restructuring
framework.

Competing Interests
The author has no competing interests to declare.

How to cite this article: Hidde Volberda, ‘Crises, Creditors and Cramdowns: An evaluation of the protection of
minority creditors under the WHOA in light of Directive (EU) 2019/1023" (2021) 17(3) Utrecht Law Review pp.
65-79. DOI: https://doi.org/10.36633/ulr.638

Published: 12 Otober 2021
Copyright: © 2021 The Author(s). This is an open-access article distributed under the terms of the Creative Commons
Attribution 4.0 International License (CC-BY 4.0), which permits unrestricted use, distribution, and reproduction in any

medium, provided the original author and source are credited. See http://creativecommons.org/licenses/by/4.0/.

A, Utrecht Law Review is a peer-reviewed open access journal published by Utrecht
w> University School of Law. OPEN ACCESS a

Utrecht Law Review, 2021, Volume 17(3), Special Issue: Covid-19 and EU law


https://doi.org/10.36633/ulr.638
http://creativecommons.org/licenses/by/4.0/

	1. Introduction 
	1.1. Covid-19 and the need for rescue-oriented bankruptcy law 
	1.1.1. The economic fallout of the Covid-19 pandemic 
	1.1.2. The role and use of corporate restructuring in times of crisis 
	1.1.3. Bankruptcy reforms in Europe and the Netherlands  

	1.2. Protection of SME-creditors in restructuring proceedings.  

	2. Directive (EU) 2019/1023 
	2.1. The influence of the financial crisis on European insolvency law 
	2.2. Pre-insolvency restructuring under the Directive 
	2.2.1. Key features of the restructuring agreement 
	2.2.2. Voting and classes  
	2.2.3. Conditions for confirmation 

	2.3. The cross-class cramdown  
	2.3.1. General outline of the cross-class cramdown 


	3. The WHOA  
	3.1. Restructuring through the WHOA: core principles 
	3.1.1. The reorganisation agreement  
	3.1.2. Voting on the agreement  
	3.1.3. Confirmation by the court in case of a cramdown 

	3.2. The cross-class cramdown 
	3.3. Protection of dissenting creditors under the WHOA 
	3.3.1. The WHOA priority rule  
	3.3.2. The 20%-rule  


	4. The 20%-rule in the light of the restructuring Directive 
	4.1. The 20%-rule is a derogation from article 11(1) Directive 
	4.2. Does the WHOA satisfy the requirement of an unfair prejudice test 
	4.2.1. Definition of the unfair prejudice test  
	4.2.2. Does the WHOA implement an unfair prejudice test 

	4.3. Is the 20%-rule necessary to achieve the goals of the restructuring plan 
	4.3.1. Necessity  
	4.3.2. Achieving the goals of the restructuring plan - forum shopping on the national level 
	4.3.3. Achieving the goals of the restructuring plan - forum shopping on the European level 

	4.4. Concluding remarks 

	5. Further aligning the 20%-rule with the Restructuring Directive 
	5.1. Ensuring minimum protection  
	5.2. Introducing a substantial infringement test 
	5.3. Carefully applying the 20%-rule  

	6. Conclusion 
	Competing Interests 

