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The Asian Development Bank (ADB) is conducting a regional technical assistance to promote insolvency law reform in Asia (RETA). In the draft Interim Report (see http://adb.bdw.com) prepared by Blake Dawson Waldron, the lead international consulting firm for the RETA a regional cross-border insolvency treaty and the adoption of principles to regulate both informal workouts and secured transactions are recommended. The RETA is concerned with promoting the introduction of laws which are responsive to the needs identified in the region so far as concerns each area of law to be considered under the RETA. 

An appropriate set of laws, however, is not sufficient of itself. Institutional capacity (that is, the capacity of a jurisdiction's judicial, governmental or administrative and private enterprise bodies to give those laws practical efficacy) must also exist.

Four countries are participating in the RETA; Indonesia, Korea, the Philippines and Thailand. In the course of the RETA, aspects of the legal systems in these countries, and the institutional capacity available to support their operation, have been surveyed. 


The Country Report for the Indonesian survey puts the institutional capacity issue for that country in very stark terms (although, it is accepted that the comments do not necessarily apply to all countries in the region). Deficiencies identified in relation to institutional capacity in that Country Report include: 

· Lack of fairness in trials due to the questionable credibility of the presiding judge. It is common knowledge that corruption is rampant in the courts; judges, prosecutors, and lawyers are all involved in such 'dirty games'. 

· Many of the bankruptcy petitions submitted involve modern and sophisticated transactions of derivatives, swaps, commercial paper, etc. In many cases, the judge presiding over the hearing does not fully understand the transactions. This can lead to misinterpretation, or to a narrow interpretation of the documents provided by the parties.
· The unclear provisions of the Bankruptcy Law have led to problems in practice, particularly in relation to procedural matters. 

That Country Report goes on to suggest solutions for these problems which include:

· 
improving court procedures to provide for more transparent processes so that parties are aware of what is being done in and about the conduct of a matter, as well as being able to view the process;

· making the courts and parties more publicly accountable for their actions;

· improving the salaries of judges and other government law enforcement officials; and

· providing the judges who are in charge of the Commercial Court with more training about modern business transactions.

Other factors which have been raised in the Country Reports of other participating countries concerning institutional capacity include:

· general delays in the court system, e.g. the court system in the Philippines had a backlog at the time this Report was prepared of approximately 850,000 cases; 

· a lack of expert judges; and

· a lack of requirements for qualification of insolvency practitioners.

Set out below are measures to enhance institutional capacity that could be adopted and which are relevant to:

· effective cross-border insolvency regulation;

· the necessity of a 'credible threat' ‑ there must be readily accessible formal insolvency procedures available to creditors on an expeditious basis if debtors are to be called upon to co‑operate in the formulation of meaningful informal workout strategies; and

· support a secured transactions regime.

A case study can be used to highlight the need for improving institutional capacity in the Asian Region. The saga of the Asian Pulp and Paper Group (AP&P) exemplifies the need for cross-border insolvency law reform, the adoption of informal workout principles and the introduction of measures to strengthen institutional capacity. It also highlights the need for a more certain regime which determines the entitlements of secured creditors.

AP&P collapsed in 2001 with debts of $US13.9 billion. The Group's parent company was incorporated in Singapore but its major operations were elsewhere in the Asian region, particularly in Indonesia and China. Its shareholders and financiers were based throughout Asia and also in the United States and Europe. A unilateral debt standstill announced over 3 years ago remains in effect. That standstill involved AP&P declaring it would not make further payments of the principal or interest owing to its financial creditors until it had secured their agreement to an informal workout arrangement for the Group. No such agreement has yet been reached. Moreover, a Court application in 2003 to have judicial managers appointed in Singapore failed in part due to the circumstance that foreign insolvency administrations are not recognised in Indonesia and China with the consequential futility of making such orders in the case of the parent company in the Group. Furthermore, over the past three years, AP&P appears at least to have given preferential treatment to some of its creditors as well as to associated entities. As a result, AP&P has been able to avoid paying its finance creditors and avoid external administration (and the independent control of its affairs which that would bring) because there is simply no effective way to force its hand. A case study of AP&P is annexed.

2. Economic Factors in Relation to Institutional Capacity

There are also sound economic reasons to implement reforms to enhance the institutional capacity of jurisdictions in the region.

As a general proposition, it may be stated that trade and commerce benefit from the application of certain and predictable laws.
 If relevant laws and commercial practices are certain and predictable, it is more likely that trade, commerce and foreign investment will be encouraged and facilitated. If a jurisdiction's laws and commercial practices are unpredictable, foreign investors will either not invest at all or demand a higher return on their investments to compensate them for the greater risk that they face.

In its report entitled 'Effects of Financial Globalization on Developing Countries: Some Empirical Evidence',
 the International Monetary Fund (IMF) recorded that:

"Preliminary evidence also supports the view that, in addition to sound macroeconomic policies, improved governance and institutions have an important impact upon a jurisdiction's ability to attract less volatile capital inflows and its vulnerability to crisis."

A sound system of insolvency law, including a fair and efficient regime for recognising cross‑border insolvencies, regulating the rights of creditors and debtors in the circumstance of a debtor's financial distress as well as certainty for the rights of secured creditors, would form part of the improved governance of a jurisdiction. Moreover, as noted already, there must be effective institutional capacity which supports the operation of those laws.

The IMF investigated the correlation between the quality of various Asian countries' insolvency laws (including the four selected countries; Indonesia, Korea, the Philippines and Thailand) on the one hand and the depth and duration of the financial crisis experienced by each of them following the 1997 crash on the other. The result of that investigation was reported during 1999 in a report entitled 'Corporate Insolvency Procedures and Bank Behaviour: A Study of Selected Asian Economies'
 which concluded that there was a correlation between those matters.

3. 
Cross-border Insolvency – Necessary Measures to Enforce Laws

Cross-border insolvency is concerned with an insolvency case that has been commenced in one jurisdiction but which involves a company with interests or assets in more than one jurisdiction. In the absence of a law or legal process that enables the insolvency administration of that company (which is usually initiated in the jurisdiction in which it was incorporated) to be recognised in those other jurisdictions, it may be difficult or impossible to ensure that its affairs are dealt with as a whole and in a coordinated way. The focus of the RETA in the area of cross‑border insolvency is the development and promotion of appropriate legislation, or other means of facilitating that recognition, in as many countries as possible. 

The Interim Report for the RETA recommends that a regional treaty or some similar arrangement, providing for an appropriate and expeditious basis upon which recognition and assistance in respect of cases of cross-border insolvency, may be adopted by the selected countries and by the members, say, of ASEAN or APEC. 

It is also pertinent to observe, as has been noted, that a basis upon which the High Court of Singapore declined to appoint judicial managers to AP&P, was that such an appointment would have been futile. That conclusion was based upon evidence that the courts of Indonesia and China would not recognise the order with the result that the proposed judicial managers would not have been able to assume control of AP&P's assets in those countries. Such a conclusion might likewise have been supported by reference to evidence of lack of institutional capacity of the kind identified in the Country Report of Indonesia.

In considering the adequacy of a country's institutional capacity, in the context of a cross‑border insolvency regime, there are a number of factors to be considered:-

Ease of access to the courts

This factor involves at least the following issues:

· who can obtain access to the relevant court;

· the ease with which a foreign insolvency representative may obtain direct access to that court; and

· the cost, time and formalities which would be required.
 

There are differences amongst the selected countries as to how long it typically takes to obtain an order or other direction establishing a formal insolvency administration. The period of time ranges from 30 days in the case of Indonesia (although the local consultant for the RETA from Indonesia reported that this may prove overly optimistic when regard is had to the nature and complexity of the issues involved),
 to as long as one year in the Philippines in the case of involuntary insolvency proceedings.
 

To be effective, at least in the majority of cases, applications for recognition of foreign administrations will be required to be heard within a matter of days rather than weeks or months.

Evidence Required of Commencement of Insolvency Administration

The evidence required for the commencement of an insolvency case in a foreign jurisdiction draws upon the differences in substantive law between the selected countries. 

Well-defined and straightforward procedures for establishing that a foreign representative has been appointed and is authorised to make an application are necessary.

The Effect of Recognition

Any regional treaty or other regional arrangement will need to give consideration to the effect of recognition of foreign insolvency procedures on the corporate debtor, its constituent parts and its business relationships, as well as to how the initiation of a second procedure in another jurisdiction involving the same corporate debtor, will affect the first procedure. 

Cooperation Between Courts

Involving, as it usually does, proceedings in the courts of a number of countries, the treaty or arrangement should address how those courts might co-operate with and support each other. This raises for consideration issues including:

· Communications between the courts: A set of rules should be developed which address the means of communication; the level of communication; and the circumstances in which such communication should and should not occur.

· Language and interpretation difficulties: The difficulties associated with this issue can be overcome by the employment of skilled and reliable translators. 

· A common understanding of concepts: There is an inherent need for the courts of different countries, and the participants involved, to have a common or mutual understanding of the pertinent concepts that apply. The RETA goes some way towards facilitating such understanding. However, judicial conferences and a continuing exchange of information are needed to develop an understanding of relevant legal principles of other countries that are party to a regional treaty or other regional arrangement.

· Time differences: Time differences need to be addressed in the context of facilitating communication and cooperation between the courts involved in the relevant procedures. 

· Practice and procedure generally: Any regional treaty or other regional arrangement will need to account for the differences in practice and procedure between the courts of the relevant countries. 

· Use of 'protocols': The overall administration of cross-border insolvency cases would be assisted and advanced by the development of a 'protocol' dealing with both administrative and substantive matters of concern to the relevant countries. 

4. 
Informal Workouts

Formal insolvency processes are not the only way to deal with the financial problems of a debtor. 

Many creditors (particularly banks and other financial institutions) and other stakeholders will prefer, in certain circumstances, to have the opportunity of dealing with the financial difficulties of the debtor outside of formal processes. The banking and finance sector has been responsible for the development and promotion of informal workouts and the principles and methodology that support them are now widely accepted and practised in many countries. Because of the significant growth in the global nature of lending and financing, it is highly desirable that informal workout techniques be promoted and developed on a regional and global basis, such that the principles and methodology become accepted and applied internationally. An informal workout process provides a quick, less costly, more flexible and non-litigious alternative to a formal rehabilitation proceeding. The focus of the RETA in the area of informal workout practices is on the regional development of those practices.

The RETA proposes that a set of principles be adopted by members of the financial community as the basis for their collaboration in respect of any proposed informal workout. A number of possible means of promulgating those principles is identified in the Interim Report. One of those means is their adoption on a 'country‑by‑country' basis with encouragement and support from the relevant regulatory authorities. An example of that approach is to be found in Korea. More ambitiously, the principles could be agreed to be applied on a regional basis by, for example, members of the Asian Banking Association. (A summary of those principles is attached.)

A proposition which is developed in the Interim Report is to the effect that a pre‑condition for the operation of informal workout principles is the existence of a 'credible threat'. That is to say, there must be readily accessible formal insolvency procedures available to creditors on an expeditious basis if debtors are to be prevailed upon to co‑operate in the formulation of meaningful informal workout strategies. Absent such a credible threat, an informal workout regime cannot operate effectively.

The existence of a credible threat can be relevant both to the posture of a debtor's financial creditors, or some of them, and the debtor. So, the prospective threat of the initiation of a formal process can underpin the promotion of an informal workout if a significant majority of a debtor’s creditors are prepared to agree to that proposal but a few of the creditors are resistant to it. An example of the necessity for such 'encouragement' is the attitude of some of the finance creditors of AP&P. The High Court of Singapore found that, given the attitude of each of IBRA and of the Chinese banks, the judicial managers who it was proposed be appointed would make little headway in the discharge of their duties. A means to 'encourage' such participation by finance creditors in the informal workout process would need to be developed to deal with dissident creditors amongst that group as part of the informal workout process. 

As regards a debtor, a chamber of commerce or a trade association might be able to encourage participation in informal workouts. However, in reality, the 'encouragement' that is required for a debtor will usually be found in the 'credible threat' notion such as the prospect of enforcement of secured property interests or the application of the formal insolvency processes. 

The lack of a credible threat in the case of AP&P has resulted in there still being no agreed work-out proposal three years after the unilateral standstill announcement. AP&P demonstrates numerous breaches of informal workout principles. For example:

· a unilateral standstill was announced by the debtor with no agreement from creditors;

· there was a lack of a viable business plan; 

· there was an alleged unwillingness to give access to financial and other information; and

· selective payments were made to creditors in China and Indonesia after the unilateral debt standstill.
The case of AP&P provides a good example of a circumstance where a debtor is, in effect, immune from the need to progress discussions heading to an informal workout agreement because of the absence of a 'credible threat' of a formal appointment. The uncertainty regarding the recognition of a judicial manager in Indonesia and China, was one of the reasons why the High Court of Singapore refused to make such an appointment to the Group's parent company. 

Without a credible threat, it is possible for debtors to delay and circumvent an informal work-out process.

A 'credible threat' need not only involve readily accessible, transparent and expeditious court processes. The option of a secured creditor with a charge over all or substantially all of a debtor's property, or a group of such creditors being able to appoint an administrator or manager able to take plenary control of the debtor's affairs may represent a further example of a 'credible threat'.
5. Intersection Between Secured Transactions and Insolvency Law Regimes. 

Secured transaction law and insolvency law are allied to one another. If both regimes are reasonably strong and effective, they combine to promote credit discipline and debt responsibility. If either regime is weak, much of that discipline is lost. Morever it results in an environment which does not encourage, provide the incentive or impose the need for positive action by a debtor that is in financial difficulty. Such weaknesses also act as a disincentive to lending and investment in a particular country. If common ground can be reached on these areas and countries develop a common approach to them, the region may benefit from a relatively certain and predictable credit environment and the extent of credit availability may be expanded, through, for example, the lowering of borrowing costs.

The Adoption of a set of principles by ASEAN or APEC economies would help ensure balance and consistency between secured transactions and insolvency law regimes. In summary, these principles are:

· adequate regulation to ensure the protection of interests of creditors and third parties when secured transactions are created after the opening of an insolvency case;

· clear rules regarding the creation of secured property interests;

· clarity of the insolvency law with respect to the property and rights forming part of the estate of the insolvent debtor, restraints on the enforcement and exercise of power of sale and the manner for treating proceeds from the sale;

· application of avoidance provisions of insolvency law to secured transactions;

· provision for participation of secured creditors in insolvency cases;

· provision for the requirement of post-commencement finance for insolvent debtors in cases of reorganization, and for the preservation and protection of interests of secured creditors in such cases;

· conditions to ensure protection of secured creditors’ rights when bound by a plan of reorganization;

· maintenance of a registration system for secured transactions;

· efficient, centralised and computerised registration systems;

· sanctions for non-registration of secured transactions;

· rules protecting the interests of a secured creditor when insolvency laws provide for a stay or suspension against enforcement action by the creditor with respect to the secured property of a debtor;

· clear rules governing possession, use and dealings with secured property during a stay; and

· minimising the number and amounts of claims given priority over claims of secured creditors.

Secured transaction regimes require institutional capacity to support the creation, registration and enforcement of security interests. Indeed many of the principles set out above require a proper degree of institutional capacity to exist in order to be effective. For example, registration systems are essential to the operation of a secured transaction regime and many countries in the region have either no such systems or inadequate systems for registration of security interests. 

In 2003, APEC commissioned a study on debt collection and litigation or arbitration in member economies. The consultants surveyed Japanese affiliated companies and also conducted field surveys. The study found that foreign investors are still hesitant to extend credit with security interests, and tend to rely on cash payment on delivery, because of the difficulties of acquiring and enforcing security interests. Thus, the lack of adequate institutional capacity directly impacts upon the provision of debt capital. 

6. Conclusion

The absence of adequate institutional capacity means that major collapses cannot be effectively dealt with on either a formal or an informal basis. This has a detrimental affect on creditors and discourages capital inflows into the Asia Pacific region. Substantial measures are necessary to strengthen institutions in the Asian region. As set out above, a 'shopping list' of necessary reforms would include:

· improving court procedures to provide for more transparent processes;

· making the courts and governmnet bodies more publicly accountable for their actions;
· requiring that insolvency practitioners be qualified;

· improving the salaries of judges and other government law enforcement officials;

· providing the judges with more training about modern business transactions; 

· providing funding to alleviate general delays in the court systems;

· enhancing the regulatory system which underpins the operation of a country's insolvency laws; and

· supporting the development and naming of a body of suitably qualfied insolvency practitioners.

Case study –Asia Pulp and 
Paper Group

Many of the issues with which the technical assistance is concerned can be exemplified by reference to the continuing saga of the Asia Pulp & Paper Group.

For a description of that group and its activities as well as its dealings with some of its creditors reliance has been placed on:

· the judgment of Lai Siu Chiu J in Deutsche Bank AG v Asia Pulp & Paper Company Limited delivered in the High Court of Singapore on 31 October 2002;

· the judgment of Tan Lee Meng J in Deutsche Bank AG v Asia Pulp & Paper Company Limited in the Singaporean Court of Appeal delivered on 29 April 2003; and

· "Paper Tiger, Hidden Dragons" by Ed Matthew and Jan Willem van Gelder, published by Friends of the Earth – England, Wales and Northern Ireland.

No further attribution is given to citations from those judgments. However, where material is extracted from"Paper Tiger, Hidden Dragons" the reference is given.

These judgments were delivered in the course of an application for the appointment to Asia Pulp & Paper Company Limited (AP&P), being the parent company in the Asia Pulp & Paper Group, of a judicial manager. Such appointments are regulated by s227A and s227B of the Singaporean Companies Act which read:

'227A
Where a company or where a creditor or creditors of a company consider that:

(a)
the company is or will be unable to pay its debts; and

(b)
there is a reasonable probability of rehabilitating the company or of preserving all or part of its business as a going concern or that otherwise the interests of creditors would be better served than by resorting to a winding up,

an application may be made to the Court under section 227B for an order that the company should be placed under the judicial management of a judicial manager.'

'227B
Where a company or its directors (pursuant to a resolution of its members or the board of directors) or a creditor or creditors (including any contingent or prospective creditor or creditors or all or any of those parties, together or separately), pursuant to section 227A, make an application by way of Petition, for an order that the company should be placed under the judicial management of a judicial manager, the Court may make a judicial management order in relation to the company if, and only if:

(a)
it is satisfied that the company is or will be unable to pay its debts; and

(b)
it considers that the making of the order would be likely to achieve one or more of the following purposes, namely:

(i)
the survival of the company, or the whole or part of its undertaking as a going concern;

(ii)
the approval under s210 of a compromise or arrangement between the company and any such persons as are mentioned in that section;

(iii)
a more advantageous realisation of the company's assets would be effected than on a winding up.'

Whilst the application was made in respect of AP&P alone, it was justified on the basis of:

"the belief that there was a reasonable possibility of rehabilitating the company and the APP group as a whole, of preserving its business as a going concern, by placing the company under judicial management instead of winding it up."

As will be seen in more detail below, the "APP group as a whole" is a conglomerate comprised of many subsidiaries and operating in a number of jurisdictions. Be that as it may, it appears an assumption which underpinned the application was to the effect that if AP&P together with its Indonesian and Chinese subsidiaries it could be brought under the control of a judicial manager, and the essential commercial integrity of the "AP&P group as a whole" could be maintained.

AP&P is a public company which was incorporated in Singapore on 12 October 1994. Through its subsidiaries it operates mills (in Indonesia and China), which manufacture the group's products. The group is one of the largest producers of paper in the world and is the largest in Asia, outside Japan. AP&P has under its umbrella, more than 150 companies incorporated in Indonesia, China, Malaysia, Mauritius, the United States and Singapore. The company derives its income (in part) from the management fees it charges its operating subsidiaries.

In "Paper Tiger, Hidden Dragons" one further aspect of the structure of the AP&P Group is described in these terms (at p38):

"Aggravating the situation [so far as concerned AP&P] is the fact that virtually all of APP's capital expenditure in China had been funded through the holding company. Profits, on the other hand, are derived from operating subsidiaries, mainly Indonesian‑listed vehicles Indah Kiat and Tjiwi Kimia, and these companies are legally constrained from upstreaming enough dividends to pay down the debt coming due for the parent."

In Indonesia, AP&P has a holding company called PT Purinusa Ekapesada (Purinusa) which has four major Indonesian subsidiaries; PT Indah Kiat (Indah Kiat), PT Pabrik Kertas Tjiwi Kimia Tbk (Tjiwi Kimia), PT Pindo Deli Pulp & Paper Mills (Pindo Deli) and PT Lontar Papyrus Pulp & Paper Industry. Indah Kiat and Tjiwi Kimia are quoted on the stock exchanges of Surabaya and Jakarta respectively. Purinusa, however, does not own any timber concessions or subsidiaries that supply the wood to those four subsidiaries. The timber concessions in Sumatra and Riau Island instead belong essentially to two companies; PT Arara Abadi (Abadi) and PT Wirakarya Sakti (Sakti).

AP&P and its subsidiaries are part of a larger group of companies known as the Sinar Mas group, which is one of Indonesia's largest conglomerates, controlled by the Widjaja family. Abadi and Sakti (wood companies) belong to the Sinar Mas group.

Although it is a public company, AP&P is not listed on Singapore's stock exchange (SGX). However, it does have one subsidiary; Nippercraft Limited which is listed on the SGX, and it has 15 other Singapore incorporated subsidiaries. AP&P 's American Depository Shares (ADS) were listed on the New York Stock Exchange until about 10 August 2001, when the shares were delisted after the price fell for 30 consecutive days below the minimum of US $1.00 required by the exchange; trading in the ADS had been suspended since 4 April 2001.

On 12 March 2001, AP&P issued a press release through its Chief Financial Officer, Hendrik Tee, announcing a debt repayment standstill. Amongst other things, the announcement said:

"On the advice of our financial advisors, Credit Suisse First Boston (CSFB), we intend to immediately cease payment of interest and principal on all holding company debt and on debt issued by our subsidiaries and affiliates, the obligations of which are funded by such subsidiaries. In order to allow our operating subsidiaries to continue normal operation, we will be giving priority to servicing our suppliers and trade creditors.

... we believe it is in the best long-term interest of the Company and its creditors and we plan to seek a consensual arrangement with our creditors. We understand that a number of our creditors have initiated efforts to organize themselves globally and also separately for the China operations. We welcome these efforts. We intend to discuss the standstill and the way forward separately with each of our China operating entities and non-China creditor groups. Appropriate approaches will need to be developed for the various creditor groups based upon the particulars of their respective situations. The Company and its financial advisor will be meeting with creditor representatives to discuss the restructuring process and means for conveying information to creditors."

Creditors of AP&P, including the applicants to the High Court of Singapore for the appointment of a judicial manager, complained of its unilateral declaration of a debt standstill. Indeed, the press release was one of the reasons given for the application . Her Honour, Justice Lai in her judgment, noted that AP&P then had the dubious honour of being the largest debtor (of about US $13.9 billion) in the emerging markets as well as being the biggest debt defaulter in Asia.

In addition to the unilateral declaration of the standstill on payments, another basis upon which the application was made were the delays in the formulation of the restructuring proposal. The applicants for the appointment of a judicial manager said that, although the press release indicated that AP&P would draw up a debt restructuring proposal with one month of the announcement, the deadline was not met. Indeed, they complained that, as at the date of the application (23 June 2003), AP&P had failed to come up with a proposal which merited serious consideration by the company's creditors – the company's debt restructuring plan dated 1 February 2002 had been rejected outright, and the creditors' counter-proposals dated 2 May 2002 were not accepted by AP&P save for four items. Beyond that, there was not even agreement between AP&P and its creditors on the basic principles of restructuring. AP&P denied these claims saying that, over and above the appointment of professional and legal advisers, 24 or more meetings had taken place with creditors up to 8 May 2002, starting with one on 6 March 2001, which was even before the press release.

It was not necessary for the Court to resolve these disputed claims. However, it is interesting to note the following observation of the Court on the impact of the application to appoint judicial managers:

"I would add that [the] perception of APP's more vigorous approach to restructuring since the filing of the Petition, was corroborated by none other than one of the Petitioners [which had been complaining of a lack of activity]. In his third affidavit filed for [Deutsche Bank] Topp stated (in paras 4 and 5):

'In the six weeks since the Petition was filed, the following events have taken place:

(i)
the long-awaited KPMG Phase 1 due diligence report (the KPMG report) on the company and its subsidiaries has been released (a copy of which is annexed hereto and marked as WHT-9);

(ii)
the company had apparently 'committed' to 'finalising' a restructuring plan (of the Indonesian operations) by September 30, 2002 and that IBRA has agreed to take leading role in the process;

(iii)
the company has apparently agreed to opening an escrow account(s) to set aside cash for the benefit of the creditors and to make regular contributions to the account(s), but the 'details are being worked out' and the company is still haggling about the amount; and

(iv)
the company has apparently agreed to augmentation of management but again the details are being worked out.'

The Petitioners are gratified at these developments, but suspect that the company's newly stated willingness to accede (partially) to creditors' requests is due, the Petitioners' believe to some extent at least to their attempt to resist the appointment of judicial managers."

Whatever the level of co-operation between AP&P and its creditors may have been, when it came to the formulation of an overall strategy for the restructuring of the AP&P Group, the Group continued to need the support of its creditors as in April 2001:

"APP asked its creditors for additional working capital of US $200 million for its Indonesian operating subsidiaries 'to stabilize our operations'. The request irked creditors: 'That's a bit much to ask and nobody in that room is going to give them that money' said one banker who attended the meeting, according to Reuters. There's no sense of urgency and no plan in place."

Whilst it may be that the application to appoint judicial managers encouraged the AP&P Group to pursue its restructuring proposal with more vigour, it is also the case that those associated with the Group were prepared to threaten use of their commercial influence to promote their own position. The applicants accused AP&P of using veiled threats to garner support from creditors to oppose the application. Support for that accusation was said to be found in a memorandum dated 26 June 2002 from one of AP&P's legal advisors which contained the following paragraphs:

"Attached to this memorandum is a form of support letter which APP expects to receive from each entity or person participating in the Umbrella Steering Committee. APP asks that you send this memorandum and the form of support letter to those committee members whom you represent and ask that a support letter, in the suggested format, be delivered as soon as possible and, in any event, by no later than July 5, 2002. APP asks for your assistance in ensuring that committee members whom you represent be made aware of the contents of this memorandum, and the request that support letters be issued, as a matter of urgency.

Please note that APP is of the view that the judicial management Petition is not consistent with the consensual, out-of-court restructuring concept which has been under discussion between APP and the Umbrella Steering Committee for more than one year. The fact that one of the Petitioners is an Umbrella Steering Committee member is also a cause of concern. In the circumstances, APP expects those committee members which support the consensual restructuring concept to issue the requested letter, thereby providing tangible evidence of its support for the consensual process. The refusal or other failure by an Umbrella Steering Committee member to issue a support letter will be viewed by APP as indicating that such member does not support the consensual, out-of-court restructuring process. Should it transpire that a material number of committee members fail to issue a support letter, APP is of the view that may be material adverse consequences for the consensual debt restructuring process."

As Justice Lai noted, this was "a threat by AP&P and not a subtle one at that".

The applicants for the appointment of judicial managers alleged that creditors had appointed KPMG to conduct an independent audit of the AP&P Group. However, KPMG's progress had been hampered by AP&P 's unwillingness to give the accountants access to information relating to the company's operations in China, inter-company debt analysis, inter-related company transactions and accounts receivable. Consequently, KPMG missed the deadline of July 2001 for the submission of their report, as well as the revised deadlines of January and April 2002. Without the report of KPMG, it was claimed that the creditors had not been able to assess the viability of the debt restructuring proposals put forward by the AP&P Group.

This was also denied by the AP&P Group which said:

"The group had spent considerable time working with KPMG in reviewing the group's financial positions for its Indonesian operations. Contrary to the Petitioners' claims, the company had not been uncooperative with KPMG. In fact, it had given easy access to all documentation, made staff/accounting staff available to answer queries and, assigned in excess of 100 staff to work with the accountants. ... a data room [had been created] for the benefit of KPMG and creditors. ... the Petitioners' claim that the company deliberately wanted to delay the release of KPMG's report [was rejected as unfounded]. Indeed, the creditors' steering committee was at fault in not monitoring the activities of KPMG and, because KPMG had to respond to a variety of creditor demands from within the creditors' steering committee, the scope of the accountants' audit had expanded beyond that of a due diligence report, resulting in considerable delay. Further, there was a genuine dispute on the fees chargeable by KPMG (which was however resolved subsequently) which delayed the issuance of their report. I should point out that phase 1 of KPMG's report was finally released on our 26 July 2002 (after the first part hearing)."

Notwithstanding the allegations surrounding the audit by KPMG, at the time of the hearing of the application to appoint judicial managers the court had before it a report from that firm. In commenting on that report, the Judge said:

"It would be fair to say that some findings in the KPMG report were a cause for concern."

As described by the Judge, those findings included:

"(a)
Questions had arisen surrounding a purchase of a huge tract of land (1,759 hectares) for US $170m by APP's subsidiary Pindo Deli from a Sinar Mas company. In actual fact, the KPMG report stated that Pindo Deli as well as PT Lontar Papyrus had paid US $181.6m (of which US $110.5m was in cash) to the controlling shareholders to purchase additional land (between January and September 2001), at a time when both subsidiaries were facing a cash crunch. Further, Pindo Deli already owned approximately 495 hectares of land of which only about 30% had been developed. There was therefore no reason to, nor had APP provided any plan which necessitated, acquiring such a large piece of land. Further, APP did not disclose the purchase until August 2001, after the debt standstill.

(b)
Yet another transaction which caused disquiet were the advances totalling US $504m [from AP&P's Indonesian subsidiaries] to the wood companies, made mainly in the fourth quarter of 2000.

(c)
Other transactions which made no commercial sense and which were clearly disadvantageous to APP's subsidiaries were, fresh pulpwood purchase agreements entered into in January 2001 by Indah Kiat with Abadi and by PT Lontar Papyrus with Sakti, even though the original agreements made on 23 May 1994 and 27 January 1995 respectively between the parties, were valid for 15 years. The onerous terms in Indah Kiat's agreement included being charged for wood at agreed prices, instead of the pricing being pegged to the actual cost of production. Further, Indah Kiat could not offset the advances it had made to Abadi, against the price of wood supplied by the latter. Far worse, both agreements provided for a penalty of US $1 billion and waiver of all outstanding balances, if either Indah Kiat or PT Lontar Papyrus obtained wood from sources other than Abadi and Sakit respectively.

(d)
One other questionable transaction was the debts of US $1 billion owed to the company's Indonesian subsidiaries by the five BVI companies. Although the company told the Asian Wall Street Journal that the 5 BVI companies were not related to APP, officers and agents of those companies which the journal spoke to, turned out to be APP employees.

The Indonesian subsidiaries filed 10 suits against the 5 BVI companies in the Jakarta Central Courts for claims in excess of US $1 billion. In April 2002, Indah Kiat obtained judgments against a number of debtors for about US $242m. However, five of the suits were discontinued subsequently. What was even more disturbing was the company's response to these events, as can be seen from the following paragraphs in [its] affidavit [filed on its behalf]:


'315
The Indonesian Operating Subsidiaries chose to discontinue claims against five of the BVI companies because it was decided that, given the drain on management and manpower resources of the subsidiaries, it was better to focus our efforts on the more substantial claims.'


'316
There is simply no basis for the Petitioners to allege that these claims are not genuine transactions.'

Both explanations were highly unsatisfactory and were no answer to the creditors'/Petitioners' concerns which were well founded; the questionable nature of the 5 BVI companies and their apparent connection with the Widjaja family cried out for explanations which were not at all forthcoming. I found it hard to believe that the cost of manpower and other resources to be expended by APP were not commensurate with the huge sums to be recovered from the 5 BVI companies. What is even more puzzling was, why the company's subsidiaries chose to commence proceedings in the Jakarta courts instead of in the companies' place of incorporation. What is the use if the judgments obtained cannot be enforced in the British Virgin Islands and the monies thereunder recovered? Obtaining paper judgments without more, is not enough.

(e)
Other questionable transactions included APP's selective payments to creditors in Indonesia and China after the debt standstill."

In addition to the payments made to creditors in Indonesia:

"On 5 February 2001 [the month before AP&P announced the debt standstill], the Indonesian Bank Restructuring Agency (IBRA) struck a new deal with the Sinar Mas Group on loans totalling US $1.3 billion which the Group owed to its former subsidiary, Bank International Indonesia (BII)." ("Paper Tiger, Hidden Dragons", p40)

and

"On 2 May 2001, APP clarified the settlement reached between the IBRA and the shareholders of the Sinar Mas Group regarding the debt of US $1.3 billion owed by the Sinar Mas Group to Bank International Indonesia (BII). APP's principal subsidiaries in Indonesia each granted liens on all of their fixed assets (land, buildings and machinery), other than those fixed assets on which liens had been previously granted, to IBRA to secure the government guarantee in respect of the BII obligations. APP also granted liens on the shares of its Indonesian subsidiaries. For international creditors this means it has become much more difficult now to seize shares in those Indonesian assets as part of any legal settlement.

The Sinar Mas Group also has pledged stakes in Sinar Mas‑controlled holding companies that hold majority stakes in PT Arara Abadi and PT Wirakarya Sakti; [being the wood companies] These two timber firms supply wood to APP's major operating companies PT Indah Kiat Pulp and Paper and PT Lontar Papyrus, but are not part of the APP Group itself. Through the subholding companies, the government gets 96% of Arara and 80% of Wirakarya. But ... As part of the settlement, APP‑subsidiary Purinusa Ekapersada has agreed to acquire 51% of the shares of Bank Internsional Ningbo, a Chinese bank previously majority‑owned by BII." ("Paper Tiger, Hidden Dragons", pp 44-45)

In June 2002, IBRA came to an agreement with some other creditors of the AP&P Group, one stipulation of which was to the effect that:

"... IBRA shall share the benefits of all fiduciary transfers, security rights, pledges and guarantees that IBRA may have or may have the right to have, under the Settlement Agreement (collectively called 'the Security') with the other unaffiliated creditors of the APP group. In sharing such benefits, IBRA may retain the Security, but may enforce such security only for the benefit of creditors generally as shall be provided under the restructuring plan."

Without traversing the allegations made in the KMPG report, the bases upon which the AP&P Group resisted the application to appoint a judicial manager were principally that:

· creditors whose support was critical to the success of any undertaking by a judicial manager were opposed to the appointment; and

· judicial managers would not be able to take effective control of the AP&P Group.

In essence, it was these two issues which determined the fate of the application as the Judge found:

"Counsel for the Petitioners had repeatedly stressed that, the judicial managers to be appointed fully intended to work in tandem with IBRA and with the Chinese creditors to rehabilitate APP and to better realise its assets, that the appointees would not adopt a confrontational attitude. That may well be the noble intention but the more pertinent question to ask is, would IBRA and the Chinese creditors want to work/co-operate with the judicial managers? I think not, judging from the indications given so far by both IBRA and by the Chinese creditor banks, .... Without the co-operation of IBRA and the [Chinese creditor banks], the judicial managers would not be able to make any headway in the discharge of their duties outside Singapore. It bears remembering that apart from being headquartered in Singapore, APP has no or valuable assets here; its subsidiary Nippecraft Limited cannot be considered as it is a public listed company while no information was forthcoming from either party on the company's other Singapore subsidiaries. I noted further that the Petitioners' claims (and the debt instruments of other creditors whether supporting or opposing) did not provide for Singapore as the forum conveniens. The transgressions complained of by the Petitioners took place outside Singapore.

Counsel had indicated that the Petitioners intended to assume control of the APP's Indonesian and Chinese subsidiaries by exercising the company's rights as a shareholder in the subsidiaries. With respect, I am not at all optimistic that the task can be so easily achieved by such a route. That may well be the case under our system of law but may not be so under Chinese and Indonesian law, given the anticipated opposition from creditors of those subsidiaries to the judicial management order in the first place, as well as the conflict in opinions from the parties' Indonesian and Chinese legal advisers [as to whether the courts and administrative authorities in those countries would recognize the judgment of the Singaporean court and the appointment of the judicial management]."

By way of post script, The Jakarta Post on 30 March 2004 reported as follows:

"APP seeks support for restructuring plan Dadan Wijaksana, The Jakarta Post, Jakarta 

Asia Pulp & Paper Co. (APP), the world's leading pulp and paper producer, said on Monday it would not be able to obtain enough support from creditors for a debt work-out scheme by the March 31 deadline.

The company is now seeking creditors' consent to extend the deadline to May 30, according to G. Sulistyo, deputy chairman of the APP's debt restructuring team. 

In October last year, APP signed an initial restructuring agreement for its huge US $6.7 billion debts with a number of creditors, including the largest one -- the Indonesian Bank Restructuring Agency (IBRA) -- with around $1 billion owed. 

The Master of Restructuring Agreement (MRA) stipulates that creditors who hold at least 90 percent of the debts have to give approval to the deal before it becomes effective. The deadline to obtain this approval is the end of this month. 

'By then (May 30), we're optimistic we'll be able to secure the required approvals', Sulistyo told The Jakarta Post on Monday. 

He claimed that most creditors had in principle showed no objections to the plan. 
'But the problem is, it requires a lot of legal and administrative work, which is not only difficult, but also time consuming', he said, adding that the creditors who had yet to give their approval to the deal were mostly US-based. 

He did not elaborate on what the consequences would be if the extended deadline was not met. 

The debt workout plan was initially signed by only 40 percent of the creditors. 

Three years ago, the Singapore-based APP defaulted on its $13.9 billion of debts, and restructuring talks have been underway ever since. 

The MRA's signing was part of those restructuring efforts, but only covers debts owed by APP's four Indonesian units: PT Indah Kiat Pulp & Paper, PT Tjiwi Kimia, PT Pindodeli Pulp & Paper and PT Lontar Papyrus Pulp & Paper Industries. 

Despite the signing, however, it is doubtful that APP can obtain enough support from creditors as many have previously objected to the deal ‑ which they claim is in favour of the company's founder, the Widjaja family, rather than the creditors. 

Critics point out, for instance, that the Widjaja family will continue to run the daily operations of the four firms, while the payment of the first tranche of the debts ‑ amounting to $1.2 billion ‑ would only be payable after 10 years."




Informal Workout Principles

Principle 1: 

All finance creditors (other than those whose exposure is negligible, such as trade creditors with relatively small or inconsequential claims) should be eligible to participate in an informal workout process.

Principle 2: 

An informal workout should only involve a debtor corporation when the circumstances are such that it appears possible to resolve the financial difficulties of the debtor and to achieve long-term viability.

Principle 3: 

A restructure should be based upon an achievable business plan that should address operational as well as financial issues. A business plan should contain forecasts, prepared upon documented and reasonable assumptions as to future events, which evidence that the business of the debtor corporation can generate sufficient cash flow and profit to meet its obligations existing after the restructure.

Principle 4:

Where a debtor is found to be in financial difficulties, all relevant creditors should be prepared to co-operate with each other to give sufficient time (a 'Standstill Period') to enable information about the debtor to be obtained and evaluated and for proposals for resolving the debtor’s financial difficulties to be formulated and assessed, unless such a course of action is inappropriate in a particular case. The length of such standstill period should be limited to the time that is reasonably required to fulfil the above objectives.

Principle 5:

During the Standstill Period, all relevant creditors should agree to refrain from taking any steps to enforce their claims or (otherwise than by disposal of their debt to a third party) to reduce their exposure to the debtor but are entitled to expect that during the Standstill Period their position relative to other creditors and each other will not be prejudiced.

Principle 6: 

During the Standstill Period, the debtor should not take any action which might adversely affect the prospective return to relevant creditors (either collectively or individually) as compared with the position at the commencement of the Standstill Period.

Principle 7: 

The interests of relevant creditors are best served by co-ordinating their response to a debtor in financial difficulty. Such co-ordination will be facilitated by the selection of one or more representative co-ordination committees and by the appointment of professional advisers to advise and assist such committees and, where appropriate, the relevant creditors participating in the process as a whole.

Principle 8: 

Creditors should agree to appoint one creditor (usually one of the creditors with largest exposure to the debtor, or with particular expertise in managing workout negotiations) or an independent party to act as chairperson of the co-ordination committee, to lead negotiations with the debtor and to ensure the expeditious progress of the workout negotiations.

Principle 9:

Creditors participating in an informal workout should ensure that they take an active role by appointing an experienced and competent representative. That representative should ensure that appropriate levels of management within the creditor organisation are informed of the progress of the workout at all important stages and that the prospective and likely outcome of the workout is expected to be acceptable to the decision makers within the creditor organisation.

Principle 10: 

During the Standstill Period, the debtor should provide, and allow relevant creditors and/or their professional advisers reasonable and timely access to all relevant information relating to its assets, liabilities, business and prospects, to enable proper evaluation to be made of its financial position and any proposals to be made to relevant creditors.

Principle 11: 

The debtor should meet all reasonable costs of creditors in considering restructuring proposals. This would include the costs of professional advisers, and any costs necessarily incurred by the co-ordinating committee.

Principle 12: 

Proposals for resolving the financial difficulties of the debtor and, so far as practicable, arrangements between relevant creditors relating to any standstill should reflect applicable law and the relative positions of relevant creditors at the commencement of the Standstill Period.

Principle 13: 

Information obtained for the purposes of the process concerning the assets, liabilities, business and prospects of the debtor and any proposals for resolving its difficulties should be made available to all relevant creditors and should, unless already publicly available, be treated as confidential, and only used by creditors for the purpose of determining and ascertaining a workout proposal.

Principle 14: 

If additional funding is provided during the Standstill Period or under any rescue or restructuring proposals, the repayment of such additional funding should, so far as practicable, be accorded priority status as compared to other indebtedness or claims of relevant creditors.
Intersection Between Secured Transaction and Insolvency Laws Regimes Principles

Principle 1: 

An insolvency law may modify the rules relating to the creation of a secured transaction as regards property of a debtor in respect of whom an insolvency case has been commenced or opened. 

Such modification may take the form of, for example, prohibiting or limiting the power to create such an interest or invalidating any such creation unless it is done with the authority or sanction of a relevant authority (for example, a court, the creditors or an insolvency representative). 

It might also be necessary to subject such a prohibition or invalidation to an exception to protect an innocent third party.

Principle 2:

Clear rules regarding the creation of a secured property interest would benefit an insolvency representative because it would assist in determining whether a secured property interest had been validly created.

Principle 3: 

In relation to property that is subject to a security, an insolvency law should clearly state the effect of the law (and any relevant insolvency process) regarding:

· the property itself and, in particular, whether the property or a bundle of contractual rights in relation to the property is included in the estate of the insolvent debtor (including, where relevant, the treatment of the entitlement of a secured creditor to the fruits of secured property and after acquired property);

· any restraints on enforcement to which a secured creditor might be subject; and

· dealings with the property, in particular who has the power of sale, when the power may be exercised and the manner in which the proceeds are to be treated. 

Principle 4: 

A secured transaction should be subject to the possible application of the pre-bankruptcy transaction avoidance provisions of an insolvency law, in just the same way as any other transaction. 

Principle 5: 

An insolvency law should provide for the participation of a secured creditor in an insolvency case, particularly a case of reorganization, including the following:

· establishing a mechanism by which a secured creditor may be able to claim and then participate in the case as an unsecured creditor; and

· in a case of reorganization, enabling a secured creditor to participate in any decision making process and, for that purpose, establishing a class of secured creditors, regulating their participation and the circumstances under which a secured creditor may be bound to a reorganization plan.

Principle 6:

An insolvency law should provide for the possible requirement of post-commencement finance for an insolvent debtor, particularly in a case of reorganization. If the provision of such finance would impact upon existing secured property interests of secured creditors, the law must clearly state the conditions under which such finance may be approved and provide for the preservation and protection of the economic and commercial interests of existing secured creditors. 

Principle 7: 

If an insolvency law provides that a secured creditor may be bound by a plan of reorganization, the law should provide conditions that ensure that the economic value of the secured creditor’s rights are not impaired and should also permit a secured creditor to object to being bound unless such conditions are met.

Principle 8: 

To assist in the efficient identification of secured property interests, a registration system for secured transactions is desirable.

Principle 9:

If registration is a requirement for the validity or perfection of a security interest in property, that system should be:

· efficient as regards both registration and searching;

· centralized; and

· computerized.

Principle 10: 

If a secured transactions law provides for the registration of secured transactions, that law should provide for the avoidance of a non-registered secured transaction if an insolvency case is opened in respect of the debtor. 

Principle 11: 

An insolvency law may provide for a stay or suspension against enforcement action by a secured creditor in respect of the secured property. Such a stay should be limited in time, particularly in the case of the liquidation of the debtor; provide for limited exceptions to the stay; and should permit a secured creditor to apply for the lifting of the stay in defined circumstances. 

Principle 12: 

An insolvency law may permit secured property to be used or otherwise dealt with during the administration of an insolvency case but such use or dealing should be subject to the same terms and conditions that apply between the debtor and the secured creditor. 

Principle 13: 

An insolvency law should limit any claims of privilege or priority as they may affect secured creditors. Any such claims to which the proceeds of secured property are subject should be stated in a transparent and predictable way. 
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� This argument is developed by extension of the New Zealand Law Commission Report 52, Note 12 at paragraph 101, where it is stated: "Predictability of outcome on any given factual base is an important policy objective in commercial law."


� International Monetary Fund (2003), 'Effects of Financial Globalization on Developing Countries: Some Empirical Evidence', at p 5.


� International Monetary Fund (1999), 'Corporate Insolvency Procedures and Bank Behaviour: A Study of Selected Asian Economies' at pp 32-35, located on the RETA website. See also New York Life Insurance presentation by Stanley Tai at the 2004 APEC Conference on issues in Developing Regional Bond Markets where it is stated that institutional investors perceive inadequate legal rights and overly cumbersome or unpredictable legal frameworks as a barrier to investment.


� See generally the Country Report for Cross-Border Insolvency for each of the selected countries at Sections F3 to F8, located on the RETA website. See also Supplementary Section F1 for Korea and the Philippines located on the RETA website.


� See Country Report for Cross-Border Insolvency for Indonesia at Section F4, located on the RETA website.


� See Country Report for Cross-Border Insolvency for the Philippines at Section F4, located on the RETA website.
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