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We refer to the [draft] memorandum of the Global Documentation Steering Committee on "Adequate Assurances as an Event of Default for Financial Market Transactions".  

We set out below our summary of issues related to adequate assurances from an English law perspective.

1.
Adequate Assurances

1.1
While English law does not go so far as United States law as to recognise an actual doctrine of adequate assurances, subject to our comments below on preferences and transactions at undervalue, English law would not constrain contracting parties from agreeing a provision with the effect that an insecure party could request some kind of "adequate assurance" from the other party.  For this purpose, the suggested provision set out in Annex A would be acceptable.  Such a provision could be invoked, for example, in circumstances where an anticipatory breach has or may have occurred.  An anticipatory breach occurs where a party bound to perform a contract expresses an intention to break it, or acts in a manner which would lead a reasonable person to conclude that it does not intend to fulfil its obligations under the contract.

1.2
In practice, where an anticipatory breach has or may have occurred, the insecure party will often contact the "defaulting" party seeking assurance that the defaulting party will in fact perform its obligations in the manner contracted for.  Equally, the insecure party may use the threat of anticipatory breach as a means of extracting some commercial benefit from the defaulting party.  However, as mentioned above, it is not possible to identify these practical steps as constituting the basis of a doctrine of adequate assurances under English law; nor, of course, do they constrain the freedom of parties to agree a contractual adequate assurances provision.

2.
Preferences and Transactions at Undervalue

If, in response to a request for an "adequate assurance" pursuant to a specific term of a contract a party ("Party A") gave to another party a prepayment or additional security or the like (an "Adequate Assurance Transaction"), there is a risk that the anti-avoidance provisions of the Insolvency Act 1986 (the "Act") could be invoked if Party A became insolvent within the "relevant time" (discussed below).  Of particular concern is that a subsequent liquidator or administrator could seek to challenge the validity of an Adequate Assurance Transaction on the basis that it was either a preference or a transaction at undervalue.  In principle, if an Adequate Assurance Transaction were subsequently found to amount to either a transaction at undervalue or a preference, the court could set aside or simply unwind the Adequate Assurance Transaction under the powers given to the court under Section 241 of the Act.

(a)
Preference
Under section 239 of the Act, a company gives a preference to another person if, at the time of the alleged preference:

(i)
the person receiving the preference is a creditor of the company or a surety or guarantor of any of the company's debts or other liabilities; 

(ii)
the company giving the preference allows anything or suffers anything to be done which has the effect of putting that person into a position which, in the event of the company's insolvent liquidation, will place that person in a better position than they would otherwise have been if the company had not entered into the transaction or taken the action which it has;

(iii)
the company giving the preference was influenced in doing so by a "desire" to produce the preferred effect resulting from the relevant transaction; and

(iv)
the transaction giving rise to the alleged preference occurred at a "relevant time".

Relevant time

A "relevant time" for the purposes of section 239 of the Act is the period of six months (in respect of parties who are not connected) or the period of two years (in respect of parties who are connected) prior to:

(i)
the making of an administration order over the company giving the preference;

(ii)
where a company goes into liquidation immediately upon the discharge of an administration order, the date on which the presentation of the petition for the administration order was made; or

(iii)
the date of the commencement of the winding-up of the company if no administration order has previously been made.  

Any transaction outside of this six month period may not subsequently be attacked as a preference.

In addition to the time limit of six months, a company will not enter into a preference at a "relevant time" unless, at the time that the preference is entered into, the company is unable to pay its debts within the meaning of section 123 of the Act or becomes unable to do so as a consequence of the preferential transaction.  A company is deemed unable to pay its debts under section 123 of the Act if:

(i)
the court is satisfied that the company is unable to pay its debts as they fall due; 

(ii)
the court is satisfied that the value of the company's assets is less than the amount of its liabilities (including all contingent and prospective liabilities).

(iii)
there is a statutory demand against the company which is unsatisfied for three weeks; or

(iv)
if execution or other enforcement process of a judgement or other court order in favour of a creditor remains unsatisfied after such execution or other process;

In effect, where the company is solvent at the time of the transaction, it will not be possible for a subsequently appointed liquidator or administrator successfully to attack the transaction as a preference.

Desire to prefer

It is a further requirement for the company giving the preference to be "influenced by a desire" to produce the preferential treatment received by the person to whom the preference is given. It has been held that for the company to "desire" that the effect of its actions is to provide preferential treatment to another person a subsequent liquidator or administrator would need to show that the company "positively wished to improve that creditor's position in the event of its own insolvent liquidation"
.  It is not enough that the effect of the company's actions is to provide preferential treatment to one creditor over another if that is merely the consequence of a proper commercial decision taken by the company while in financial difficulty (for example a company providing security to its bank to secure existing borrowing where the only alternative is that the bank would withdraw its support, or its liquidation).  

Conclusion

Consequently, where the actions of the company in entering into an Adequate Assurance Transaction are undertaken for good commercial reasons and not merely for the purposes of improving one creditor's position with no genuine commercial basis for entering the relevant transaction, it is unlikely that the court will find that there was any desire on the part of the company to provide a preference even if that is the consequential effect of its actions.  Whether there is the relevant "desire" on the part of the company giving the alleged preference will be a matter of fact in each case.  In any event, if the Adequate Assurance Transaction must be entered into pursuant to the terms of the original agreement in order to avoid default under the original agreement, it is unlikely that the court would find the arrangement preferential, even if the other criteria are satisfied.

(b)
Transaction at Undervalue
(i)
Under section 238 of the Act, a company enters into a transaction with a person at an undervalue if:

(A)
the company makes a gift to that person or otherwise enters into a transaction with that person on terms that provide for the company to receive no consideration;

(B)
the company enters into a transaction with that person for a consideration the value of which, in money or money's worth, is significantly less than the value, in money or money's worth, of the consideration provided by the company;

(C)
the court is satisfied that:

(1)
the company which entered into the transaction did not do so in good faith for the purpose of carrying on its business; and

(2)
at the time the company entered into the transaction there were not reasonable grounds for believing that the transaction would benefit the company; and

(D)
the alleged transaction at undervalue occurred at a "relevant time".

Relevant time

Our analysis of the term "relevant time" under the heading "Preference" above applies equally to a transaction at undervalue, except that:

(A)
the period for a transaction at an undervalue is two years, rather than six months (whether the parties are connected or not); and

(B)
references to preferences should be construed as references to transactions at undervalue.

Consideration
It is a requirement for the company to enter into a transaction at an undervalue to give significantly more consideration than it receives.  It is clearly difficult to quantify this where the benefit to the company is that its counterparty refrains from terminating the arrangement.  It has been held that mere creation of security over the company's assets in respect of an existing liability does not deplete them or diminish the value of those assets, since the liability remains the same
.  A prepayment of a liability is also unlikely to constitute a transaction at an undervalue since it would presumably reduce the liability by the amount of the prepayment - the consideration would therefore exactly match the value of the transaction so that it would not be at an undervalue.

Conclusion

Consequently, where, in entering into an Adequate Assurance Transaction, (a) the company is not giving more consideration than it is receiving in relation to a transaction or (b) it has entered into the transaction for the purposes of carrying on its business or (c) at the time of entry into the transaction the company believed the transaction would benefit it, it is unlikely that the court will find that the transaction was a transaction at undervalue.  Whether or not the above criteria are satisfied will be a matter of fact in each case.  However, given that the provision of security has been held not to deplete or diminish the secured assets (see above), it is unlikely that an Adequate Assurance Transaction would be found to be a transaction at undervalue.

(ii)
Under section 423 (and related provisions) of the Act, a transaction may be set aside or unwound if it is a gift or a transaction at undervalue entered into for the purpose of putting assets beyond the reach of another claimant or of otherwise prejudicing the interests of such a person.  We consider that it is unlikely that this section would apply to an Adequate Assurance Transaction.

(iii)
Section 244 of the Act makes provision for the avoidance of certain transactions that are extortionate, and entered into within a period of three years prior to an administration order being made against the company or its going into liquidation.  We consider that it is unlikely that this section would apply to a reasonable Adequate Assurance Transaction.

3.
Floating Charges
3.1
A charge over assets which the chargor can deal with free of the charge is described as a "floating charge" under English law.  It is a question of fact, principally turning on the extent of the chargee's control over those dealings, whether a charge is a floating charge.  Generally, a floating charge is converted into a fixed charge (a) by notice from the chargee (in relation to all or some of the assets) if an event of default or a potential default has occurred or the assets are in jeopardy or (b) automatically (i) on presentation of a petition for any insolvency or reorganisation proceedings or the calling of a meeting to resolve to wind up the chargor, (ii) if any person takes any step to attach or seize any floating charge asset, (iii) if any person takes any step to have any non-permitted security, lien or encumbrance over any floating charge asset, or (iv) if any person takes any step to expropriate or compulsorily acquire any floating charge asset.  A collateral arrangement over an asset which is fixed or where dealings in that asset by the party granting the arrangement are constrained (eg security over real estate, blocked cash deposits or investment portfolios (unless there is an unfettered right to substitute etc)) will usually not be a floating charge, though each such arrangement should be reviewed by counsel prior to creation of the charge.

3.2
Under section 245 of the Act, where the assurance provided by the company is the creation of a floating charge over its assets from time to time, that charge would be invalid if created in favour of an unconnected person within the 12 months period (or, in the case of a connected person, two year period) ending with the onset of insolvency and if created at a time when the company is unable to pay its debts as they fall due within the meaning of section 123 of the Act (see above) or becomes unable to do so as a consequence of creating the charge.  

3.3
Section 245 will not invalidate a floating charge to the extent it secures newly-incurred liabilities (ie "new money").  For the purposes of section 245, this means moneys paid or goods and services supplied to the company, or moneys used to discharge a debt of the company, (plus, in either case, interest on the same) where the payment, supply or discharge is made at the same time as or after the creation of the charge. 

Conclusion

If any security created pursuant to an Adequate Assurance Transaction were to be construed as a floating charge by an English court, section 244 of the Act provides that a floating charge is invalid if (i) the chargor is insolvent at the time of creation of the charge or becomes insolvent as a result of that transaction (although insolvency at the time of the creation of the charge is not a requirement for charges to connected persons), and (ii) a winding-up or administration commences within a suspect period of 12 months (two years for a person who is connected with the chargor), except that the charge is valid for money paid, the value of goods and services supplied or the discharge or reduction of the debt at or after the creation, and in consideration, of the floating charge, plus contractual interest..

The above memorandum is general in its nature and should not be relied upon as legal advice in relation to any specific circumstances.
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� 	Re M C Bacon Ltd [1990] BCC 78, 87


� 	Re M C Bacon Ltd, supra


� 	In some situations there may be a time value concept involved that a court might consider.





