Pre-pack Administration

Control over pre-packs looks set

to tighten further

As we stand looking into the abyss of
another financial crisis, the UK government
looks set to further tighten the screw to
control pre-packaged sales to connected
parties. The writing has been on the wall
since Theresa Graham'’s 2014 report on
sales to connected parties — although the
government hoped it might do enough
with the introduction of the pre-pack pool,
it reserved the right to take further steps if
deemed necessary. With very low uptake
on the pre-pack pool and continuing
concern over the secrecy of pre-pack sales
(and whether they deliver the best returns
for creditors), the government has indeed
deemed it necessary to take further action.
Regulations were laid before Parliament on
24 February 2021 (the Regulations) which

" https://www.legislation.gov.uk/ukdsi/2021/9780348220421

are similar though not identical to draft
regulations published in October 2020".

If implemented, the Regulations would
either require creditor consent for pre-pack
sales to connected parties (which for the
reasons we set out below, we consider
unlikely to be utilised much in practice) or
that connected parties get an independent
opinion in relation to such sales to justify
the terms of the sale — most crucially,

the price. We expect the Regulations

(if approved) to take effect with respect

to any administrations starting on or after
30 April 2021. These measures look set to
increase the cost to connected purchasers
but perhaps it will, finally, put to rest the
long-running criticism of pre-packs.
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The proposed measures will be mandatory not voluntary. This is a
gear shift from the government and may be the price to pay to ensure
pre-packs to connected parties remain a useful rescue tool and are not
completely prohibited.

The definition of “connected person” means that secured lenders could
be subject to the new Regulations even though they were previously excused
from SIP 16 requirements.

The necessary qualifications for the evaluator are unclear. Is the evaluator
the Pre-pack Pool in disguise? To give confidence to the market the evaluator
should be suitably qualified and the Regulations are very “light” in this regard.
In addition, it is not clear how much input the administrator may have on the
choice of evaluator when their input and experience may be very valuable.

It is not obvious transparency will be achieved. The evaluator must ask
the connected party whether any previous reports have been obtained but the
evaluator is then entitled to take the connected party at their word and there
is no obligation on the connected party to provide previous reports nor any
sanction for failure to do so.

Further guidance is expected, along with a revised SIP 16. \We hope to
have the opportunity to input on this guidance and the revised SIP 16 at the
drafting stage. We expect insolvency professionals to be interested in the
interplay between the legislative and non-legislative measures.

Timing. We expect these measures to apply to any administrations
commencing on or after 30 April 2021, this does not leave much time for a
revised SIP 16 and guidance to be issued and may take parties by surprise.




Quick recap on pre-pack scrutiny to date

The independent Theresa Graham 2014 report was part of the (then) government’s wider “Trust and Transparency” agenda. Issued in June 2014, the recommendations
in the report led to the implementation in November 2015 of a package of voluntary measures for so-called “pre-packaged” sales to connected persons — voluntary
being the key word here. These measures included the establishment of the Pre-pack Pool and a new Statement of Insolvency Practice 16 (SIP 16) which enhanced the
marketing, valuation and information requirements in its guidelines for insolvency practitioners undertaking pre-pack sales. The government also gave itself the back-up
power to regulate further, presumably if it deemed the voluntary measures were not sufficient to address the issues identified by the Graham report (see section 129 of the
Small Business Enterprise and Employment Act 2015). It seems, by the government’s standards, that these voluntary measures have not had the desired effect.

The back-up power to legislate further lasted for 5 years, expiring in May 2020. However, according to the government’s “Pre-pack sales in administration report”
(published October 2020) (the Report), concerns surrounding the transparency of pre-pack sales to connected persons were, once again, raised during the recent
Parliamentary debates on the Corporate Insolvency and Governance Act 2020. This resulted in the “revival” of the government’s power to legislate on pre-packs,

such power will expire (again) at the end of June 2021, hence the urgency to implement these measures.
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What is the concern around pre-packs? Because the sale usually happens very quickly, there is not time to consult with creditors before it completes. Businesses are often not
openly marketed due to concerns that this would have a negative impact on the business operations, given the stigma of impending
insolvency proceedings. This leads to a concern that perhaps the business is not being sold for the best possible price. These concerns
are particularly present where the sale is to an individual or organisation who is connected to the seller (for example a new company
owned by the same shareholders or governed by the same directors) — which is the case in around half of all pre-packs.
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What is the government now proposing? Regulations have been laid before Parliament, which, if implemented, would become mandatory rather than voluntary (as in the case of
the pre-pack pool) in relation to sales to connected parties. An administrator would not be permitted to effect a pre-pack sale of all or
substantially all of a company’s business or assets to a connected party within the first eight weeks of administration unless they had
either received creditor approval or a report on the proposed sale meeting certain requirements (the Pre-pack Report).

What level of creditor support would If an administrator wants to go down the creditor consent route then they would need to seek a decision from the company’s creditors

be required? on their proposed course of action. They are likely to do so initially using the deemed consent route — whereby the proposals would
be deemed to be approved by creditors unless 10% of the creditors object. Creditors who are fully secured do not get to vote and
where they are partially secured they will only be able to vote in the amount that is not covered by security. If 10% of creditors object to
the proposals under a deemed consent procedure then the administrator would need to seek a decision from creditors using another
method, under which a majority in value would need to approve the proposals.

Given that one of the main drivers for effecting a pre-pack is the desire to complete the sale immediately once the company has gone
into administration, we consider it rather unlikely that the creditor consent route will be pursued in practice.
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Does a “case made” opinion
completely protect the administrator
in implementing a sale?

What qualifications must the
evaluator have?

No. An administrator is still an officer of the court and still needs to ensure that they comply with their duties to act in the best interests of
the company’s creditors. Therefore, even where a proposed purchaser provides the administrator with a “case made” opinion in respect
of their proposed transaction, if a better, deliverable offer emerges from another prospective purchaser then the administrator would be
obliged to accept that better offer and cannot simply rely on the “case made” opinion as justifying a sale at a lower price.

Somewhat unexpectedly, the draft regulations are not prescriptive about the qualifications an evaluator must have. Instead, they leave it
up to the evaluator themselves to assess whether they have the requisite knowledge and experience to provide the report, though the
administrator also needs to consider whether there is any reason to believe the evaluator does not meet the requirements.

The evaluator will also need to be independent of the selling company, the connected person and the administrator or any company with
which the administrator is connected. The evaluator must also be free of any conflict of interest with respect to the proposed sale and
must not, in the preceding 12 months, have provided advice in respect of the company or a company connected with the company in
connection with or in anticipation of the commencement of an insolvency procedure or any corporate rescue or restructuring. In other
words, they must be truly independent of the company, the purchaser, the administrator and the proposed transaction.

A number of people, including those convicted of any offence involving dishonesty or deception, anyone subject to an undischarged
bankruptcy order or other debt relief proceedings and anyone disqualified from being a company director, are prohibited from being
eligible to provide the Pre-pack Report.
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Must the evaluator be an individual or It appears from the draft regulations that the Pre-pack Report would need to be given by an individual rather than a company. This is
can it be a company? somewhat curious. One might have expected that the proposed purchaser would have sought the opinion from a firm of accountants,
for instance, but it seems that instead they will need to find an individual who is prepared to give the opinion in their own name.
A provider of a Pre-pack Report will need to ensure their or their firm’s professional indemnity insurance will cover their making the
report in their own name.

Who will see the Pre-pack Report and The Pre-pack Report will be commissioned by the connected party to whom the sale is to be made. Where there is more than one

what will it cost? connected party involved, only one will need to obtain a Pre-pack Report. It will need to be provided to the administrator, who must in
turn provide it (or a redacted version) to all creditors of the company unless they are opted out. This is a potentially extremely wide pool
of recipients, including those who may be unhappy about the sale and who wish to challenge it, which begs the questions as to who will
be prepared to provide the Pre-pack Report and what they will charge for doing so. We suspect that it will be substantially more than the
GBP950 +VAT that is the current cost of referring the sale to the pre-pack pool.
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