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DID GATS CAUSE THE FINANCIAL CRISIS OF 2007?

NAVAJYOTI SAMANTA!

ABSTRACT

The Financial Crisis of 2007 has morphed into a global recession matching up to
financial devastations caused by the Great Depression of 1930. Many theories and
causes have been put forward to explain the crisis and theorise the prevention of such
crises in future, with most agreeing that deregulation in the financial sector,
especially the shadow banking sector, led to the financial crisis. However, most
mainstream authors tend to overlook any link between GATS-led deregulation and
the financial crisis. This article will investigate whether there was any causal link

between the GATS led deregulation and the Financial Crisis of 2007.

I. INTRODUCTION

The Financial Crisis of 2007 has ravaged the world economy on a scale comparable to

the Great Depression of 1930, scholars,? economic/political/financial institutions,® and

1 LL.M. Graduate (International Commercial Law), Kent Law School.

2 Paul Volcker, The Time We Have Is Growing Short, THE NEW YORK REVIEW OF BOOKS (2010),
www.nybooks.com/articles/archives/2010/jun/24/time-we-have-growing-short/?pagination=false; John
Authers, Lay Blame on Wall St., Main St., and Central Banks, FINANCIAL TIMES (1-2 September 2007);
Michael Mah-Hui Lim, Old Wine in a New Bottle: Subprime Mortgage Crisis—Causes and
Consequences, Working Paper No. 532, The Levy Economics Institute of Bard College (2008),
http://ssrn.com/abstract=1126274; Calomiris Charles W., Financial Innovation, Regulation, and
Reform, 29(1) CATO JOURNAL (2009), http://www.cato.org/pubs/journal/cj29n1/ ¢j29n1-7 .pdf.

3 A. Blundell-Wignall, P. Atkinson and S. Hoon Lee, The current Financial Crisis: Causes and Policy
Issues, Financial Market Trends, OECD (2008), http://www.oecd.org/datacecd/47/26/41942872.pdf; De
Larosiére Report, Brussels, (25 February 2009), Turner Review (2009) The Turner Review — A
Regulatory Response to the Global Banking Crisis, United Nations; Report of the Commission of
Experts of the President of the United Nations General Assembly on Reforms of the International
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governmental agencies* alike have tried to come up with various causes including
rapid and prolonged deregulation, high risk taking behaviour in search of higher yield
in financial institutions, financial product innovation, inaccurate credit ratings, rise of
shadow banking system, etc., and solutions to the crisis including greater regulation,
higher transparency, international monitoring, etc. Though some scholars/publicists®
and advocacy groups® blame the General Agreement on Trade in Service (GATS) and
‘Understanding on Commitments in Financial Services” (referred hereinafter as
Understanding on Financial Services) for encouraging deregulation of financial
markets of the signatory countries and hence being one of the major reasons behind
the Financial Crisis of 2007, the majority of reports tend to overlook the effect of
GATS and related agreements/commitments, if any, in precipitating the financial

crisis.®

Monetary and Financial System (more famously known as the Stiglitz Report), (September 21, 2009),
World Trade Organisation, Council for Trade in Services, Committee on Trade in Financial Services;
Financial Services: Background Note by the Secretariat S/C/W/312 (3 February 2010).

4 Financial Services Authority, United Kingdom, Financial Stability Forum, Report of the Financial
Stability Forum on Enhancing Market and Institutional Resilience (7 April 2008), Archives of Financial
Crisis Inquiry Commission, Government of United States of America, http://www.fcic.gov/.

> Ellen Gould, Financial Instability and the GATS Negotiations, 9(4) TRADE AND INVESTMENT SERIES,
CANADIAN CENTRE FOR POLICY ALTERNATIVES, BRIEFING PAPER (2008),
http://www.policyalternatives.ca/sites/default/files/uploads/publications/National Office Pubs/2008/Fi
nancial Instability and GATS.pdf; Myriam Vander Stichele, How Trade, the WTO and the Financial
Crisis Reinforce Each Other, CENTRE FOR RESEARCH ON MULTINATIONAL CORPORATIONS (2008).

¢ Public Citizen’s Global Trade Watch, To Promote Economic Stability, Nations Must Free Themselves
from WTO Financial Deregulation Dictates, (2009); Third World Network, WTO claims financial crisis
not due to GATS, (5 February 2010),
http://www.twnside.org.sg/title2/wto.info/2010/twninfo100204.htm.

7 Legal text at http://www.wto.org/ english/tratop_e /serv_e/21-fin_e.htm.

8 Most peer reviewed academic papers on the Crisis in the main stream journals C.Z. (n 1) tend to avoid
any correlation between the financial crisis and GATS, while most ‘anti-WTO’ organisations pin up
‘GATS led deregulation’ as one of the major causes of the financial crisis. C.F. (n 4, 5) for articles
relating GATS to Financial crisis of 2007.
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GATS, a constituent treaty of the World Trade Organisation (WTO), espouses
promotion of trade in services ‘through progressive liberalization’.” One of the major
obligations under GATS is the liberalisation of financial service; there is also a
separate annex in WTO agreements the Understanding on financial services for

higher standards of liberalisation in financial service than those in GATS.

This article will examine whether there is any causal link between ‘progressive
liberalisation’ as promoted by GATS, and financial market deregulation, which has
been blamed as the main reason for the Financial Crisis of 2007, and whether GATS
and Understanding on financial services limits the ability of signatory States to
regulate financial services. Part I of this article deals with deregulation as one of the
causes of the Financial Crisis of 2007, Part II examines whether GATS and the
Understanding on Financial Services limits the ability of States to regulate financial
services and Part III analyses whether GATS-fuelled liberalisation led to any specific
deregulations in the financial sector which caused the Financial Crisis of 2007, and if
GATS and the Understanding on Financial Services restrict the ability of States to

govern their financial sector.

I1. How DID THE FINANCIAL CRISIS OF 2007 ORIGINATE AND SPREAD

AROUND THE GLOBE?

The global Financial Crisis of 2007 was the culmination of various microeconomic
and macroeconomic factors. It would be hard to pin-point a single starting point of

the crisis or a unitary strand of effects. Following most experts,!° the Financial Crisis

 The General Agreement on Trade in Services (GATS): objectives, coverage and disciplines: main
purposes of GATS, http://www.wto.org/english/tratop_e/serv_e/gatsqa_ e.htm.

10 Austin Murphy, An Analysis of the Financial Crisis of 2008: Causes and Solutions,
http://ssrn.com/abstract=1295344; See generally Ben S. Bernanke, Causes of the Recent Financial and
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of 2007 can be divided into three distinct phases (Phase I and II deals with the cause
and spread while Phase III deals with the domino effects): Phase I (2001-2006) starts
with the dual bubble of easy credit and increasing house prices in the United States of
America (USA) which led to rise of higher risk subprime mortgages;!! Phase II (2002-
2007) is marked by financial innovation which transformed the subprime mortgages
into asset-backed ‘risk spreading’ securities like derivatives!? and spread them to
securities markets throughout the world!® - these securities which were highly rated
by private credit ratings authorities went into a cycle of speculative global price
escalation linked to the USA housing price bubble;* and Phase III (2007-2010) when
the housing bubble burst and the prices of houses in USA fell rapidly, simultaneously
the value of US house price linked mortgage-securities depreciated and banks,
insurance companies, private financial institutions all over the world which had

invested on subprime mortgage markets in some form or other found their assets

Economic Crisis Before the Financial Crisis Inquiry Commission, Washington, D.C. (2 September
2010), http://www .federalreserve.gov/newsevents/ testimony/bernanke20100902a.htm; Carmen M.
Reinhart and Kenneth S. Rogoff, Is the 2007 U.S. Sub-Prime Financial Crisis So Different? An
International Historical Comparison, http://www.economics.harvard.edu/files/faculty/51 Is The US_
Subprime_Crisis_So_Different.pdf; See also C.F. (n 1,2,3).

1 See generally Yuliya Demyanyk and Otto Van Hemert, Understanding the Subprime Mortgage
Crisis, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1020396; Subprime lending can be described
as loans which have less chances of being repaid these type of loans are also sarcastically called as
NINJA (No Income, No Job & No Assets) loans. When subprime loans are issued against a mortgage it is
known as subprime mortgage.

12 Group of 30 (2009). Financial Reform: A Framework for Financial Stability. Washington: Group of 30
as cited in John Goddard, Phil Molyneux John O.S. Wilson, The Financial Crisis in Europe: Evolution,
Policy Responses and Lessons for the Future,
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1414935. To see the position of economists stating
that derivatives did not precipitate the financial crisis see Financial Economists Roundtable, Statement
of the Financial Economists Roundtable Reforming the OTC Derivatives Markets, 22 JOURNAL OF
APPLIED CORPORATE FINANCE 40 (2010).

13 See generally, Robin Blackburn, The Subprime Crisis,
http://www.newleftreview.org/?view=2715#_edn4.

14 B. Jameson, 7he Blunders that Led to Catastrophe, NEW SCIENTIST 8-9 (27 September 2008), as cited
in Austin Murphy (n 11) 5.
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halved within the first 2-3 months.!> This rapid reduction of value of assets led to
reduction of issuance of credit by financial institutions which led to a credit crunch.!¢
Without credit, the manufacturing sector in USA slowed resulting in growing
unemployment which in turn reduced demand for goods and services in USA,
thereby pushing the US economy towards recession.!” With the largest economy of
the world in a downturn, the secondary effects of the Financial Crisis are felt in
countries which are dependent mainly on export to US markets that suffered a

slump.'®

Now that we have looked into the origin and spread of the Financial Crisis, let us
analyse whether financial deregulation was one of the causes of the crisis. Some of the
deregulations pointed out are:

e In 1933, post the Great Depression, US congress legislated the Glass—Steagall
Act of 1933, which differentiated between investment banks and commercial
banks. By doing so there was a concerted effort to curb speculation and to
ensure that financial market crashes do not affect the common persons who
mainly use the services of commercial banks.’* However, such regulations

were slowly dismantled, first with Depository Institutions Deregulation and

15 American International Group got government bailout of US$ 150 billion, New Century Financial
Corporation, American Freedom Mortgage, American Home Mortgage, Lehman Brothers went
bankrupt. Chrysler and General Motors filed for reorganisation. See generally, David Greenlaw, Jan
Hatzius, Anil K Kashyap and Hyun Song Shin, Leveraged Losses: Lessons from the Mortgage Market
Meltdown, U.S. MONETARY POLICY FORUM REPORT NO. 2,

http://faculty.chicagobooth.edu/anil kashyap/research/MPFReport-final.pdf.

16 Finn Ostrup , Lars Oxelheim and Clas Wihlborg, Origins and Resolution of Financial Crises; Lessons
from the Current and Northern European Crises,
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1407613.

17 C.F. Greenlaw (n 16).

18 [bid.

19 See generally, James R. Barth, R. Dan Brumbaugh Jr. and James A. Wilcox, The Repeal of Glass-
Steagall and the Advent of Broad Banking, ECONOMIC AND POLICY ANALYSIS WORKING PAPER 2000-5
(2000), http://www.occ.gov/publications/publications-by-type/economics-working-papers/2008-
2000/wp2000-5.pdf.

179

Published in Articles section of www.manupatra.com



180

Monetary Control Act of 1980, and finally the Gramm-Leach-Bliley Act of
1999.%0 Senator Phil Gramm, Chairman of the Senate Banking Committee
summed up the direction of the bill as “it is a deregulatory bill. I believe that
that is the wave of the future”.?! Thus, the end result was that the regulatory
overseeing structure of banking institutions reverted back to 1930s.

The Commodity Futures Modernization Act (CFMA) of 2000, made the role of
government regulators redundant?? by advocating self regulation in the highly
volatile financial market of derivatives.?? CFMA is yet another example of the
application of the neo-liberal /aissez-faire doctrine which aims at reducing
government intervention and letting the market govern itself.

Apart from overt deregulation, the US government indulged in passive
deregulation when it did not intervene to stabilise the falling interest rates,
high housing prices and the resultant complex asset backed securities. Warren
Buffet had in 2003 warned that derivatives could be the financial “weapons of
mass destruction”,? but the US government chose to ignore such warnings and
allowed the shadow banking system to grow unregulated. Thus, the loose
monetary policy of the US Federal Reserve and the artificially induced low
interest rate contributed to continued easy availability of credit which led to

the credit bubble.?

20 Jbid.

2 Gramm’s Statement at the signing ceremony for the Gramm-Leach-Bliley Act, November 12, 1999,
http://banking.senate.gov/prel99/1112gbl.htm.

22 Joseph Karl Grant, What the Financial Services Industry Puts Together Let No Person Put Asunder:
How the Gramm-Leach-Bliley Act Contributed to the 2008-2009 American Capital Markets Crisis,
ALBANY LAW REVIEW 371 (2010), http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1525670.

2 Michael Greenberger, Is Our Economy Safe? A Proposal for Assessing the Success of Swaps
Regulation Under the Dodd-Frank Act, U. OF MARYLAND LEGAL STUDIES RESEARCH PAPER NO. 2010-50
(2010), http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1689174.

24 Buffett warns on investment 'time bomb', http://news.bbc.co.uk/1/hi/business/2817995.stm.

5 CFLim((n1)8.
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Though commentators have blamed human greed? and systemic faults in the theory
of capitalism as the cyclic origin of economic crises,” if we were to find a more
tangible, less philosophical cause, we can safely assume from the discussion above that
the Financial Crisis of 2007 originated in the USA with deregulation as one of the

major reasons.

ITI. DID GATS CAUSE DEREGULATION IN THE FINANCIAL SERVICE SECTOR?

The aim of GATS, as stated earlier, is ‘transparency and progressive liberalisation’ of
the service sector.”® Towards this goal, GATS has undertaken several steps which
freezes newer anti-service measures and urges States to make more commitments
towards greater market access. Let us look at some of those regulations with an
emphasis on Understanding on Financial Services and try to find out if it hampers the
ability of a signatory State to govern its financial market:
o Article XVI(2) of GATS - If the State has agreed to full market access it would
mean that in that particular sector the government cannot put any restriction
a) limiting the number of services suppliers in any form be it numerical quotas,
monopolies or even the economic needs test; b) limiting the total value of
service transactions or assets of the service provider in the form of quotas or
requirement of economic needs test; c) limiting the total number of service
operations or on the total quantity of service output; d) limiting the total
number of natural persons that may be employed in a particular service sector;
e) limiting measures which restrict or require specific types of legal entity or

joint venture through which a service supplier may supply a service; and

% Jbid.

27 HYMAN MINSKY, STABILIZING AN UNSTABLE ECONOMY (1986).

28 Preamble to GATS, see also, The General Agreement on Trade in Services (GATS): objectives,
coverage and disciplines, http://www.wto.org/english/tratop_e/serv_e/gatsqa_e.htm.
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f) limiting the participation of foreign capital in terms of maximum percentage
limit on foreign-shareholding or the total value of individual or aggregate
foreign investment. Thus, full market access in the financial sector takes away
the regulatory power of States to impose almost any restriction or pre-
condition on a foreign financial company pre or post entry to the domestic
market. What is even more alarming is that it takes away the requirement of
economic needs test which may have given the State the power to regulate
foreign financial service providers in times of economic need.”
Articles XVII(3) and VI(1) - Some consumer advocacy organisations like
Public Citizen’s Global Trade Watch claim® that Art. XVII(3)3! of GATS on
National Treatment would make non-discriminatory domestic regulations
GATS inconsistent if they adversely affect the foreign entrant. Similar
arguments are also raised about the interpretation of Art. VI(1)* of GATS on
domestic regulation, Public Citizen’s Global Trade Watch claims that Art. VI
is:

“an extremely broad provision, as it applies to regulations of general

application that may affect service sector operations, not only those

designed to regulate a specific service sector or the service sector

generally. The provision also provides enormous discretion to a WTO

¥ See generally, Wei Wang, National Treatment in Financial Services in the Context of the

GATS/WTO, 6 STUDIES IN INTERNATIONAL FINANCIAL, ECONOMIC, AND TECHNOLOGY LAW 149 (2003);

Erich Vranes, WTO and Regulatory Freedom: WTO Disciplines on Market Access, Non-

Discrimination and Domestic Regulation Relating to Trade in Goods and Services, 12 (4) JOURNAL OF

INTERNATIONAL ECONOMIC LAW 953 (2009).

30 Public Citizen’s Global Trade Watch, 7o Promote Economic Stability, Nations Must Free Themselves

from WTO Financial Deregulation Dictates, 7

(2009), www.citizen.org/documents/Introduction ToWTODe regulation.pdf.

31 Formally identical or formally different treatment shall be considered to be less favourable if it
modifies the conditions of competition in favour of services or service suppliers of the Member
compared to like services or service suppliers of any other Member.

32 In sectors where specific commitments are undertaken, each Member shall ensure that all measures

of general application affecting trade in services are administered in a reasonable, objective and
impartial manner.
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tribunal to determine if the manner in which a country implements
its policies are ‘reasonable, objective and impartial’ — all highly
subjective measures”.?

e Standstill Arrangements - The Understanding on financial services declares
that the signatory States agree to lock their regulations to “any conditions,
limitations and qualifications to the commitments noted below shall be limited
to existing non-conforming measures.” This provision prevents signatory
States from brining in new restrictions to regulate foreign service providers.
Further, it locks the State in the deregulatory mode of 1995. Thus the
Understanding on Financial Services makes legislations go only one way, that
is, into the path of deregulation.

e New Financial Services - Under Article B(7) of the Understanding on Financial
Services, a State is bound to allow foreign financial service providers ‘to offer
in its territory any new financial service’. Thus, if the State is a party to the
Understanding on Financial Services and has committed to full market access
in the financial service sector, even if it is aware that a foreign bank is selling
risky securities to its citizens, it cannot regulate the foreign bank.

e Progressive Liberalisation through Non-Discriminatory Measures - Under Art.
B(10) of the Understanding on Financial Services, the signatory States agree to
“endeavour to remove or to limit any significant adverse effects on financial
service suppliers of any other Member”. The measures sought to be relaxed
are: “(a) non-discriminatory measures that prevent financial service suppliers
from offering in the Member’s territory, in the form determined by the
Member, all the financial services permitted by the Member; (b) non-

discriminatory measures that limit the expansion of the activities of financial

33 C.F. Public Citizen’s Global Trade Watch (n 31).
3 Understanding on Commitments in Financial Services,
http://www.wto.org/english/tratop_e/serv_e/21-fin_e.htm.
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service suppliers into the entire territory of the Member; (c) measures of a
Member, when such a Member applies the same measures to the supply of
both banking and securities services, and a financial service supplier of any
other Member concentrates its activities in the provision of securities services;
and (d) other measures that, although respecting the provisions of the
Agreement, affect adversely the ability of financial service suppliers of any
other Member to operate, compete or enter the Member's market; provided
that any action taken under this paragraph would not unfairly discriminate
against financial service suppliers of the Member taking such action.”

e WTO Jurisprudence - Apart from the regulatory regime as enshrined in the
provisions of GATS and the emphasis on the Understanding on Financial
Services, yet another worrying development is the 2005 case of United States -
Measures Affecting the Cross-Border Supply of Gambling and Betting
Services®® (hereinafter referred to as the US Gambling case) which brought
forth the problems associated with market access and its effects on domestic
regulations.’” The USA had committed to full market access in “recreational
services (except sporting)”. It had strict gambling regulations in the form of the
Wire Act of 1961, the Travel Act of 1961 and the Illegal Business Gambling
Act of 1970, which effectively prohibited “cross-border supply of gambling
and betting services”. Antigua, an island neighbour of the USA, approached
the WTO Dispute Settlement Body contending that US domestic laws

interfered with cross border gambling activities originating from Antigua. In

% Art. B(10), Understanding on Commitments in Financial Services.

3% Appellate Body Report, WT/DS285/AB/R (7 April 2005),
www.wto.org/english/tratop_e/dispu_e/285abr_e.doc.

37 See generally, Pangiotis Delimatsis, Don't Gamble with GATS - The Interaction between Articles VI,
XVI, XVII and XVIII GATS in the Light of the US - Gambling Case, 40(6) JOURNAL OF WORLD TRADE
1059 (2006); Noe Hamra Carbajales, No More Bets: The United States Rolls the Dice One More Time
regarding International Relations and Foreign Internet Gambling Services, 19 (1) TULANE JOURNAL OF
INTERNATIONAL AND COMPARATIVE LAW 397 (2010).
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2004, the WTO panel ruled in favour of Antigua. The case was then taken
before the Appellate Body which in 2005 again ruled in favour of Antigua and
held that USA had acted inconsistently with its market access obligations. The
reasons given by appellate body were that first, the exclusionary clause in the
market access schedule “recreational services (except sporting)” only ruled out
sporting activities, thus by inference gambling which is a recreational service
but not a sports should qualify to have full market access.® Secondly, as per
Article XVI, once full market access has been committed to a particular sector
without reservation, the domestic government has almost no powers to
regulate the entry and operation of foreign business in that sector and in the
US Gambling case, the Appellate Body concluded that prohibition of cross
border gambling by various US Federal and State laws limited the supply to

zero and was thus an imposition of a numeric quota.*

If we analyse the previous few points we would find that the so-called GATS-based
‘progressive liberalisation’ has taken away powers of States to differentially treat
foreign financial service providers in any meaningful manner. The US Gambling case
shows that post full market access commitments in a particular sector, regulating
foreign service providers in that sector is virtually impossible even if compelling
public issue reasons are present.”’ For States which have signed the Understanding on
Financial Services, the commitments move from the sphere of liberalisation to
outright deregulation. If we look at the commitment to new financial services, it

provides a blanket ban on any regulation on new financial products. It creates a

8 US Gambling 70-73 (n 37).

% Ibid. at 78-89.

40 See generally, Markus Krajewski, Playing by the Rules of the Game - Specific Commitments after US
- Gambling and Betting and the Current GATS Negotiations WTO Appellate Body, 32 (4) LEGAL ISSUES
OF ECONOMIC INTEGRATION 417 (2005); Donald H. Regan, Gambling Paradox: Why an Origin-Neutral
Zero-Quota is Not a Quota under GATS Article XVI, 41(6) JOURNAL OF WORLD TRADE 1297 (2007).
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paradox insofar as while a State may be able to stop domestic firms from introducing
any new financial product, the foreign financial service provider would be immune to
such regulation. Thus, we can safely conclude that GATS and the Understanding on
Financial Services have significantly limited the ability of States which have

committed to unbound market access to regulate foreign financial service providers.

IV. WAS THE FINANCIAL CRISIS OF 2007 CAUSED BY GATS DEREGULATION?

Now that we have found out that the main cause behind the Financial Crisis of 2007
was deregulation, and that GATS and the Understanding on Financial Services
promote deregulation by limiting the ability of States to regulate financial services, let
us investigate whether the deregulation caused by GATS was the source of the global

€COoNnomic Crisis.

The Gramm-Leach-Bliley Act of 1999 is cited as a major cause for reduction in
differences between commercial and investment banks, which in turn led to the
higher risk appetite of commercial banks, and subsequently the failure of such banks
which marked the lowest point of the Financial Crisis of 2007. Interestingly the WTO

website itself concedes that:

“With falling barriers to entry in the financial services industry, the
differences between financial institutions have been eroded, and an
increasing number of competitive services and products are being offered
by different types of institutions. For example, commercial banks have

been allowed to enter into investment banking, finance companies provide
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banking products, and insurance companies also provide different forms of

financing.”!

Thus, prima facie, it seems that GATS-led deregulation led directly to the Financial
Crisis of 2007. But let us have a look at the empirical data. 102 countries*’ made
varying commitments towards banking and other financial services, 33 countries*
signed the Understanding on Financial Services, and although the global economic
situation affected all the national economies, the most affected primarily are: USA and
Iceland;* Greece, Ireland, Portugal, Italy, and Spain (affected by the secondary ripple
in the form of the European Sovereign Debt Crisis) and developing countries which
depended on exports. As per the Department for International Development, UK, “By
the end of 2009, developing countries may have lost incomes of at least $750 billion —

more than $50 billion in sub-Saharan Africa”.4

4 WTO, Development in Financial Sector,
http://www.wto.org/english/tratop_e/serv_e/finance_e/finance_devel_e.htm.

42 Refer to the appendix for the complete list of countries.

4 Includes almost all the OECD members, as well as a few developing countries like Nigeria, Sri Lanka
and Turkey, http://www.networkideas.org/featart/feb2010/print/prnt080210_ WTO.htm.

4 With the collapse of 3 major domestic commercial banks of Iceland — Landsbanki, Kaupthing and
Glitnir, a partial bankrun in UK, rapid devaluation of Icelandic kréna — Iceland is thought to have
suffered most (relative to its size) in the global economic crisis of 2007. See also, Cracks in the Crust,
THE ECONOMIST (11 December 2008), http://www.economist.com/node/ 127620277 story_id=
12762027; Rok Spruk, Iceland's Financial and Economic Crisis: Causes, Consequences and Implications,
EUROPEAN ENTERPRISE INSTITUTE POLICY PAPER NO. 2010-1
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1574296.

4 DFID, Statement by Douglas Alexander, Secretary of State, Chatham House, London (2009),
http://www.dfid.gov.uk/news/files/speeches/sos-wb- speech.asp as cited in Dirk Willem te Velde, The
global financial crisis and developing countries: taking stock, taking action, OVERSEAS DEVELOPMENT
INSTITUTE BRIEFING PAPER 54 (2009), http://www.odi.org.uk/resources/download/2822.pdf.
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Similar to the USA, Iceland had also deregulated its financial sector starting in 2000,4
which allowed the banks to incur heavy debts and at the time of the credit crunch

when the banks could not refinance their debts they collapsed.*

It would be tempting to blame the deregulation of financial service in the USA and
Iceland in 1999 and 2001 to their commitments to GATS and the Understanding on
Financial Services. However, the primary °‘beneficiaries’ of these deregulatory
legislative amendments were domestic banks and financial institutions.® Although
one may argue that these deregulations would be equally applicable to foreign
institutions, empirical evidence shows that the crisis was never borne by the foreign
institutions. In the USA, the crisis was led by New Century Financial Corporation,
American Freedom Mortgage, American Home Mortgage, Lehman Brothers, Bear
Stearns, Fannie Mae and Freddie Mac, among others. All these financial institutions
were home-grown just like Landsbanki, Kaupthing and Glitnir, the failed banks of
Iceland. Deregulation by GATS should logically always benefit the foreign entrant as
it is fundamentally based on liberalisation, but evidence shows that deregulations in
the USA and Iceland did not help any foreign institution in any greater way than
domestic institutions and the crisis was largely brought about by the domestic

financial sector.

Furthermore, in order to effectively tackle the Financial Crisis of 2007, the USA

brought in a number of legislations like the Banking (Special Provisions) Act of 2008,

4 Robert Jackson, The big chill, FINANCIAL TIMES (15 November 2008), http://www.ft.com/cms/s/
0/8641d080-b2b4-11dd-bbc9-0000779fd18c.html?ftcamp = rss#axzz190cNFIMw; Gudrun
Gunnarsdottir and Maria Strémgqvist Sveriges, Vol. 2010:2 Money Market Funds and Financial
Stability, RIKSBANK ECONOMIC REVIEW (2010),
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1632474; See also, Spruk (n 32) for an alternative
view that deregulation did not cause/lead the Icelandic banks to fail.

47 Glitnir bank was nationalised. Landsbanki and Kaupthing were placed into receivership and
reorganised

48 See Gould (n 4).

188

Published in Articles section of www.manupatra.com



189

the Economic Stimulus Act of 2008, the Emergency Economic Stabilization Act of
2008, and the Housing and Economic Recovery Act of 2008. The common thread
running through all these legislations was regulation of the respective markets and
offsetting any prior deregulation. If the prior deregulation which brought about the
Financial Crisis was because of GATS commitments, then, arguably, the regulatory
measures imposed post crisis would be GATS incompatible. However there is little
argument in the public domain that any action taken by the governments, including
bailouts, is in any way contrary to GATS. On the contrary, the Background Note by
the WTO Secretariat in fact indirectly suppots regulation when claiming that the
cause of the Financial Crisis of 2007 was “excesses in monetary policy or the build-up
of a bubble in real estate markets, and the policies that could potentially curb the
detrimental effects arising from those situations, are in no way connected to
liberalization commitments undertaken by Members. On the other hand,
malfunctions of the financial services sector in recent years seem to be more related
to idiosyncrasies of the sector (e.g. search for yield, absence of due diligence, lowering
of lending standards) and regulatory loopholes (e.g. regulatory arbitrage, inadequate
capital and liquidity regulation, unregulated suppliers). Even though a large exposure
to foreign financial institutions and markets may exacerbate the transmission of
shocks (IMF 2007), the crisis cannot be attributed to the involvement of foreign

financial institutions per se.”*

V. CONCLUSION

Thus we have three apparently conflicting findings: first, GATS and the
Understanding on Financial Services promote deregulation “of financial institutions

and instruments of capital flow”; second, deregulation was the main cause of the

4 C.F. WTO secretariat (n 2) 25.
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Financial Crisis of 2007; and third, the measures to offset the Financial Crisis of 2007
are not GATS incompatible. The only way to harmonise the seemingly
insurmountable disagreement is to conclude that though by making specific
commitments under GATS and signing the Understanding on Financial Services,
States have significantly limited their ability to regulate financial services, such a
‘GATS specific deregulation’, this did not lead to the spread of the global economic

Crisis.

However the Financial Crisis of 2007 does call into question the neo-liberal economic
policies of laissez faire. It may have been that the present crisis was not borne by
foreign financial institutions, but the ascendancy of neo-liberalism was definitely one
of the root causes of deregulation of domestic financial services which culminated in
the financial crisis. Thus, the deregulation caused by GATS may as well lead to the
next economic crisis and such a danger can never be ignored as pointed out by the
United Nations in the following words, “The framework for financial market
liberalization under the Financial Services Agreement of the General Agreement on
Trade in Services (GATS) under the WTO and, even more, similar provisions in
bilateral trade agreements may restrict the ability of governments to change the
regulatory structure in ways which support financial stability, economic growth, and

the welfare of vulnerable consumers and investors.”>°

The Financial Crisis of 2007 has shown that there are systemic failures in the
argument of neo-liberalism and thus the need of the hour is “an inclusive and
comprehensive international regulatory framework” which can pre-empt and
effectively tackle crisis. To sustain and stimulate financial growth it is imperative that

attention and efforts are diverted towards promoting real growth through

0 Stiglitz Report (n 2) 82.
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manufacturing and service sectors rather than encouraging shadow banking practices
and financial innovations. While financial liberalisation may be beneficial to
developed economies and a select few large developing countries, there has to be a
critical review of the ‘assured benefits’ of financial service liberalisation, in a
multilateral trade framework, to developing and least developed countries.>® Until
then the developed countries should refrain from asking for greater liberalisation in

the financial sector from such countries.

51 See generally, Stiglitz Report (n 2) 104.
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THE CHANGING TREND OF SCHEMES OF ARRANGEMENT AND APPROACHES

TOWARDS ITS EFFICACY

NEETI SHIKHA'

ABSTRACT

This article is an attempt to look into the distinct approach adopted by the Australian and
English courts in light of the observations made by the Singapore Court of Appeal in the
Oriental Insurance case on the issue of whether Scheme of arrangement derives its
efficacy from statute or from an order of the court. It briefly outlines the latest
developments in the use of Scheme and the reasons that added to growth of its use. The
author compares the approaches using the case of extension of time and concludes by
suggesting that the Australian approach can favour the growth in use of Scheme.

|. INTRODUCTION

A Scheme of Arrangement (‘Scheme’) is an arrangement between a company and either
the holders of its securities or its creditors. This arrangement has to be approved by the
court. Schemes of arrangement can achieve almost any required change and may be used
when a re-organisation cannot be easily (or at all) achieved using other mechanisms;* an
example being the acquisition of Corus Group by Tata Steel which was done by way of a

scheme of arrangement in April, 2007.

Scheme of arrangement is of wide import and it can be used for restructuring a company

when in debt or for restructuring a company’s finance during solvency. But since the

! Neeti Shikha is an Assistant Professor at National Law University Jodhpur, Executive Director Centre
for Corporate and Commercial Law, NLU Jodhpur. Some part of this paper has been inspired from her
dissertation titled “Takeover and Scheme of Arrangement: the Changing Trend” which was undertaken
during her LLM at University College London.

2 G. EABORN, TAKEOVER LAW AND PRACTICE 474 (15" EDN, 2005).
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procedure requires Court approval and has to withstand the test of fairness and
reasonableness in a Court of law, it has been regarded as ‘unsafe’ and ‘tedious’ in
practice. Hence, despite being of wide import, in theory, the parties feared using it in

commercial practice.

Traditionally, schemes have been viewed as inflexible, time-consuming and costly
structures, relative to contractual offers, and on smaller deals the stamp duty saving may
be outweighed by the extra cost associated with preparing the necessary documentation
(which will be more extensive as compared to a contractual offer) and engaging counsel
to assist with court procedures.® In recent years schemes of arrangement (as opposed to a
more traditional takeover offer) have become the structure of choice for recommended
bids.* Six of the last seven largest takeovers of UK targets, Scottish Power (11.6 billion),
Alliance Boots (110.6 billion), Reuters Group (18.6 billion), Gallaher (17.5 billion),
Corus (16.2 billion) and Hanson (16 billion)® have been carried out through Scheme.® The
reason for this popularity depends in part on tax considerations, and also on the fact that a

successful scheme assures the bidder of 100 per cent of the target’s shares.’

The main impetus for use of Scheme has come from a shift in the attitude of the Courts.
Courts have demonstrated a liberal view on many occasions having welcomed the market
innovation in form of “hybrid” schemes. A hybrid scheme is one that contains both
transfer, in respect of loan note elected shares, and reduction elements.® In the past, on a

securities exchange offer, a scheme involving cash and non-cash consideration would be

3P. Myners ‘Smart Capital” European Edition Current Legal Issues for Investors in Furopean
Businesses, No. 13, First Quarter (2008) at 2

*]. Payne, Schemes of Arrangement, Takeovers and Minority Shareholder Protection, LEGAL RESEARCH
PAPER SERIES PAPER No 42/2010, May 2010.

> See ‘London Scheming’ 26 INT'L FINANCE LAW REVIEW 46-49 (2007). For more details available at

http://www.iflr.com/article/1977098/londons-scheming.html (accessed 15 August., 2009) [hereinafter
‘London Scheming’].

6 Ibid.
7 P. Myners, supra note 4
8 ]. Payne, supranote 3
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designed as a combination of a cancellation scheme and a transfer scheme.® This could be
helpful to achieve a tax-neutral transaction for UK-tax paying target shareholders whilst
structuring the acquisition of the remaining interest in the target as a cancellation scheme
to benefit from the stamp duty saving.*

Another factor which has significantly contributed to this changing trend is the
introduction of greater clarity within the UK legal regime relating to Schemes. In the UK,
the development in the market practice was very informal until the Takeover Panel issued
its consultation paper in the year 2007' further in year 2011, the Panel published
“Guidance Regarding the Publication and Implementation of Code Amendments’.** One
of the purposes served by the Code is to bring a degree of certainty in the conduct of bids
for the benefit of all shareholders.® In the spirit of this principle, the Panel has time and
again made the provisions clearer and exhibited flexibility in interpreting provisions of
the Code that are applicable to Scheme. In addition to the changes to the Takeover Code,
new practice directions came into force on 1 October, 2007 and later in March 2011 with
the aim of streamlining the court-based procedures applicable to Schemes.*

However, the tension between the Australian approach and the English approach and the
recent observation by Singapore Court of Appeal in the case of Oriental Insurance Co
Ltd v Reliance National Asia Re Pte Ltd"™ has spread a cloud of uncertainty on the future
of Scheme. On the question whether Scheme derives its efficacy from statute or from an

order of the court, both the countries have adopted a divergent approach. Australian

9 See http://www.cliffordchance.com/content/dam/cliffordchance/PDF/takeover guide.pdf. (accessed
28 April, 2012).
10 /d. However, it seems that the Hybrid Scheme is no longer used as it is now possible to use a

cancellation scheme and obtain the related stamp duty saving, whilst still securing capital gains
rollover relief for shareholders provided certain conditions are satisfied. For Further discussion, please
see Takeover Guide, supra note 9.

11 Please refer PCP2007/1

12 Please refer PCP2011/1

13 In Re Expro International Group plc, [2008] 11 EWHC (Ch) 1543 (Eng.), [hereinafter “In Re
Expro”).

14" See Practice Statement No.18, UK Takeover Code UK.

15 QOriental Insurance Co Ltd v. Reliance National Asia Re Pte Ltd., [2008] 3 S.L.R. 121, [hereinafter
“Oriental Insurance”].
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courts favour the latter view. English courts, in contrast, take the position that a Scheme
of arrangement which has been approved by the requisite majority of the company’s
creditors derives its efficacy from statute and therefore operates as a statutory contract.*
This controversy as to whether a scheme of arrangement derives its efficacy from an
order of court or from the statute has important ramifications for creditors. In particular,
the issue is whether the court has the authority to grant a creditor an extension of time,
after it has approved a scheme of arrangement, to file its proof of debt.”” Hence, the
distinction between the approaches adopted by the two legal systems becomes an
important one as it hits the very premise of Schemes of arrangement which is to give

flexibility to the creditors.

This article is an attempt to look into the distinct approach adopted by the Australian and
English courts. Further, it will highlight the observation made by the Court of Appeal in
Oriental Insurance Co Ltd v Reliance National Asia Re Pte Ltd."”® The first part of this
article will revisit the conventional view about the Scheme and list out reasons why it
was not widely used until late. Further, it will briefly touch upon the latest developments
in use of Scheme and the reasons that added to growth of its use. The second part of the
article will focus on the distinct approach adopted by English and Australian Courts. It
will also discuss briefly the approach adopted by Singapore Courts in the case of Oriental
Insurance where the Singapore Court of Appeal favours the Australian approach. In the
end, the article suggests why the Australian approach can favour growth in the use of
Scheme. Commercial transactions require certainty and it will be in the interest of
commerce that law bridges this gap to give efficacy to trans-border mergers and
acquisitions that are happening using Schemes of arrangement.

Il. CONVENTIONAL VIEW REGARDING SCHEME AND THE CHANGES

THEREIN

6 A. Hargovan, The source of efficacy for creditors’ schemes of arrangements in England, Australia and
Singapore, 31(7) CoMPANY LAW 199-206 (2010).
17 [d

18 Oriental Insurance, supra note 15
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The development of Schemes of arrangements can be attributed to the “ingenuity of
lawyers in adapting a procedure designed for a specific purpose to attain other
purposes”.® This observation, and the subsequent growth and adaptation of Schemes of
arrangements to suit a multitude of purposes, is reinforced by Davies:*

“The scheme of arrangement is thus an immensely flexible instrument. However,
because it is as much an instrument of insolvency law as of corporate law ... the
scheme of arrangement has a rather uncertain image. There can be almost as
many types of schemes of arrangement as there are inventive corporate and
insolvency lawyers, which indicates both the significance of the scheme
procedure and the impossibility of identifying such a thing as a typical scheme of

arrangement.

The Scheme in its traditional sense was characterised by a lack of familiarity and
understanding which gave rise to certain negative perceptions such as it is more
favourable to targets than to bidders because the target controls the process. In a merger
where parties are equal, this provides a more favourable condition. This was perhaps the
main reason that schemes of arrangement were not more widely used in corporate
restructuring. Another concern about the Scheme was that irrevocable undertakings
cannot be used on schemes* and hence Schemes were used only in highly leveraged
deals. However, Scheme did not aid in cases there was a possibility of hostile takeover. In
the case of a hostile bid, a bidder will opt for an offer rather than a scheme. In contrast to
a takeover offer, there can therefore be no such thing as a hostile scheme of
arrangement.”® A scheme of arrangement requires a friendly target board in order to

succeed.

R. AUSTIN & |. RAMSEY, FORD’S PRINCIPLES OF CORPORATIONS LAW 1207 (2005)

20 P. DAVIES, GOWER AND DAVIES’ PRINCIPLES OF MODERN COMPANY LAW 1082 (2008)
21 [d

22 [d

2 P. Myners, supra note 4, at 5.
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Despite the common origins for Schemes in the countries under discussion, UK, Australia
and Singapore, the modern insolvency laws in each of these countries cast a different
shadow on the commercial landscape.* Significant differences have emerged in law and
practice which have led to a marked departure from the traditional view of the concept.

Companies in Singapore are reliant on Schemes of arrangements as a primary tool to
rescue and rehabilitate financially distressed companies and favour this option over other

alternatives, such as judicial management, for reasons discussed below.

In contrast to the current approach in Singapore and Hong Kong, creditors’ schemes in
Australia are generally less common since the introduction of voluntary administration as
the primary corporate rescue vehicle a decade ago. Hence although Schemes of
arrangement still exist in Australian corporate insolvency law, they are rarely used for
corporate insolvencies® Notwithstanding the benefits® and successes of voluntary
administration as a corporate rescue regime and the drawbacks of Schemes of
arrangements,”” Schemes still offer some advantages - the insolvency threshold is lower
for schemes than for voluntary administration, they offer flexibility in design and a

Scheme of arrangement is binding on all creditors once it is approved.?

2% Companies in Hong Kong, for example, use either schemes of arrangement or informal out-of-court
corporate workout practices similar to the well-established “London Rules” pioneered by the Bank of
England as an alternative to formal court-based corporate rescue.

5 Schemes are still popular, though, for mergers and share capital reorganizations.

% CORPORATIONS AND MARKETS ADVISORY COMMITTEE, Report on Issues in External Administration
2008 at para.2.2.2, available at http://www.camac.gov.au (accessed 20 April, 2010). For a summary of
some of the main differences between a creditors’ Scheme of arrangement and a deed of a company
arrangement under the voluntary administration provisions in Pt 5.3A of the Corporations Act 2001 (Cth),
see Re Pasminco Ltd, [2002] 41 A.C.S.R. 511; City of Swan v. Lehman Brothers Australia Ltd., [2009]
FCAFC 130. Also see AUSTRALIAN LAW REFORM COMMISSION, General insolvency Inquiry Report No. 45,
1988 [hereinafter “the Harmer Report™]. The Report stressed that voluntary administration should be a fast
and efficient means to rescue a company or, alternatively, to maximise the value of the debtor company and
thereby deliver greater benefits than an immediate liquidation. These goals are now reflected in the statute,
section 435 A of the Corporations Act 2001 (Cth). For example, compared to schemes, voluntary
administration has the advantage of not requiring court approval, which saves money and time.

% Schemes of arrangements are generally viewed as cumbersome, lengthy and expensive owing to statutory
compliance obligations. See further, the Harmer Report, supra note 27 at 46.

%8 For a fuller discussion on a comparison between schemes and voluntary administration, see R. Langley,
The future role of creditors’ schemes of arrangement in Australia after the rise of voluntary
administrations 27 COMPANY AND SECURITIES LAW JOURNAL 70 (2009).
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In the UK, the City Code on Takeovers and Mergers has generally been lauded, by
experts, as a system of self-regulation that offers the advantages of speed, flexibility and
low cost administration.” It has answered the growing need of the commercial market
with its flexibility towards interpreting provisions of the Code in case of Schemes.
Andrew Watkins, a partner at the law firm Trowers & Hamlins, is of opinion that
schemes had soared in popularity because their main disadvantage of having to wait for a
court hearing had become less of a problem. He further opined that
“keen for the City of London to maintain its competitive advantage, the courts
have become much better at fitting in scheme of arrangement hearings at short
notice. Bidders, especially private equity buyers, may embrace schemes even
more enthusiastically because the security of securing 100 per cent of the target
should make banks more willing to lend.”
It is seen that banks are reluctant to lend on a standard takeover offer if it risks acquiring
only an 85 per cent holding. The certainty that Scheme offers in a corporate acquisition
also allays a bank that otherwise may be hesitant to lend in case of takeover through
contractual bid where exposure to risk is higher. In transactions where a colossal amount
of money is involved, a takeover scheme helps in saving stamp duty which may be

miniscule in terms of percentage but adds up to a huge amount in a large transaction.

Hence, the traditional opinion relating to Schemes of arrangement is, to a large extent,
changing and it is gaining soaring popularity among the commercial parties across the
aforementioned nations. The reasons for the same are, simply, that Scheme offers more
certainty for effecting an acquisition, it also helps saving stamp duty which may be a
colossal in cases of big transaction, and it grants lending banks, who are not very
concerned about the process of control, the guarantee that the target security will be

granted.®

2 For example, see B. HANNIGAN, COMPANY LAwW 874 (2003); P. DAVIES, GOWER AND DAVIES’
COMPANY LAw 750 (2003).; G. Morse, Controlling Takeovers: The Self-Regulation Option in the United
Kingdom, JOURNAL OF BUSINESS LAW 58, 61 (1998); On the advantages offered by self-regulation in
terms of expertise and cost, see A. Ogus, Rethinking Self-Regulation, 15(1) OXFORD JOURNAL OF LEGAL
STUDIES 97, 97-8 (1995).

30" Supra note 29.

198

Published in Articles section of www.manupatra.com



199

In light of this renewed Scheme and the reasons for the same, the breadth of discretion
enjoyed by the Court as to whether or not it should sanction a Scheme is important
especially since, once the scheme has been sanctioned, it binds all parties, even the
dissentients.** Drawing from this it is important to understand where Scheme derives its
strength from. Is it the order of the Court or the Statute that gives the Scheme a binding
effect? The question is pertinent as goes to the root of Scheme and determines whether a

Scheme can be amended once court approves it.

I1l. THE ENGLISH APPROACH

In the case of Kempe v. Ambassador and Co,* the precise question before the court
was whether the Scheme derives efficacy from the will of the Parliament or from order
of the Court. The case involved a question of extension of time for filing a claim under
a proposed scheme. The Privy Council rested its opinion in favour of the former view.
This decision reversed the order of the Court of Appeal of Bermuda wherein the latter

court had extended the time for filing the claim.*

The Privy Council adopted the position that a scheme of arrangement which has been
approved by the requisite majority of the company’s creditors derives its efficacy
purely from statute and therefore operates as a statutory contract. Lord Hoffmann, on
behalf of the Privy Council in Kempe, while assessing the nature of a scheme, reiterated
that the requirement that the application should be “in the manner provided by the
Rules” means only that the form of application should be in accordance with the Rules,
it cannot mean that the application should be treated as if it was, for all purposes, an

application to vary or reverse the decision of a liquidator.”*

Disagreeing with the Australian approach, in the decision of the Supreme Court of

31 Buckley Vol 2 at para 425.53.
32 [1998] 1 W.L.R. 27.

33 [d

34 Supranote 29, at 276.
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Western Australia in Caratti v. Hillman,* where the Court could extend any period
prescribed by the Scheme under its power to extend periods fixed by its orders,* the
English Court observed that though it is true that the sanction of the Court is necessary
for the Scheme to become binding and that it takes effect when the order expressing
that sanction is delivered, it is not enough to enable one to say that the Court has by its
order made the Scheme. Further, the Court held that “It is rather like saying that
because royal assent is required for an Act of Parliament, a statute is an expression of

the royal will.”*

As per the view of the court, it is the Statute which gives binding force to the Scheme,
just as the rules of the Constitution give validity to Acts duly passed by the Queen in

Parliament.®®

This brings us to another important question on the role of the Court. Does the Court act
as mere rubber stamp while sanctioning a scheme? The observation made by the English
courts suggests that though the sanction of the Court is by no means a formality and that
while giving its sanction, the Court has an inherent jurisdiction to correct any obvious
mistakes in the document which sets out the scheme, it is beyond the powers of the Court
to alter the substance of the Scheme and impose upon the creditors an arrangement to
which they did not agree.*

% [1974] W.A.R. 92. at 94 (Jackson C.].). In this case, the scheme was “ ... an integral part of the court’s
order’ and Burt |. said that “ the rights [under the scheme] are ... in my opinion created by the order
and the procedure whereby those rights are to be established or ascertained is a procedure whereby
those rights are to be established or ascertained is a procedure which is also created by the order.”

% The case has since been followed at first instance in Australia and in Bond Corporation Holdings Ltd.
v. State of Western Australia (No. 2), [1992] 7 W.A.R. 61, 68 at 95 (Anderson J.). The reasoning was
said to be, that “once the order is made, it is the order, ‘speaking in terms of the scheme”, per Caratti
v. Hillman at 95 (Burt J.), “that has effect, not the resolution of the creditors and not the statute”.

37 Supra note 33.

% In Re Garner’s Motors Ltd., [1937] Ch. 594, 598-599 and Devi v. People’s Bank of Northern India
Ltd. [1938] 4 All E.R. 337, 343.

% Supranote 38.
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In Kemp, reliance was placed on the cases of In re Garner’s Motors, Limited® (“Re
Garner’s Motors”) and Devi* in support of the holding that a Scheme of arrangement
derives its efficacy from Statute. In Re Garner’s Motors, the question before the Court
was whether a Scheme of arrangement entered into between a creditor and one of its joint
and several debtors would discharge the liability of the other joint and several debtor. In
answering the question in the negative, CrossmanJ considered “that the effect of
section 153 of the Companies Act, 1929 (c 23) (UK) is to give to a scheme when
sanctioned by the Court under the section a statutory operation.”? In the case of Devi,*
the directors of an Indian bank (“the bank™) purported to forfeit the appellants’ shares in
the bank by reason of the appellants’ non-payment upon the bank’s calls on these shares.
The calls on the shares had been made via a resolution that was passed in complete
ignorance of the terms of an amended Scheme of arrangement that had been approved by
the court. The bank contended on appeal that the forfeitures had subsequently been
ratified by the whole body of its creditors and shareholders. The Privy Council held that
such forfeitures were ultra vires as a Court-approved scheme could not be amended or
departed from by the mere acquiescence of the company’s shareholders and creditors.
“Upon confirmation by the court of the amended scheme of arrangement,
that scheme becomes binding upon the creditors, the shareholders and the
bank alike and Its terms could thereafter only be varied by order of the
court after the variation had been approved at meetings of the creditors and

shareholders’” *

In contrast to Crossman J’s judgment in Re Garner’s Motors it would appear that the
obiter in Devi does not quite support Lord Hoffmann’s holding in Kempe that a Scheme
of arrangement derives its efficacy from the Statute, although it emphasises the corollary

that a court-approved Scheme is binding on all parties to the Scheme. However, English

40 [1937] Ch 594.

4. Devi v. People’s Bank of Northern India Ltd. [1938] 4 All E.R. 337, 343.

42 Supra note 27 at 598-599. Please note that it was subsequently cited by Lord Hoffmann in Kempe at
276.

4 Supranote 28.

4 As per Lord Romer at 343, in a passage which was subsequently relied upon by Lord Hoffmann in
Kempe at 276.
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work published before the decision of the Privy Council in Kempe,® cites the two cases
of Re Garner’s Motors and Devi as authority for the proposition that the effect of the
Court’s approval of a scheme of arrangement founded originally in contract, becomes
statutory and thus cannot be altered by contractual agreement, other than by a

supplementary Scheme sanctioned by the Court.

It is submitted that it appears that, to date, the question of the Court’s jurisdiction to
extend the time for filing proofs of debt in respect of a court-approved Scheme has not
directly arisen for consideration in England either before or after the Privy Council’s
decision in Kempe. Kempe has been followed by the Hong Kong courts in two cases, viz,
Re Universal Dockyard Ltd “and Re UDL Holdings Ltd* . In both the cases, the Hong
Kong High Court simply unquestioningly accepted the holding in Kempe as correct, and
no (or little) comments were made in relation to Lord Hoffmann’s judgment.”® Kempe is
also cited by the learned authors of Buckley® to the effect that a scheme does not operate
as an agreement between the parties affected but it has binding force by virtue of statute
once an application to the court has been made and the consent of the relevant parties and
the sanction of the court [have] been obtained.®® It comes into effect as a result of the
application to the court by the appropriate persons, approval by the court and the court

order. It is not proper to say that it is solely the order that makes the scheme.

To conclude, in England, once a Scheme of arrangement has been approved and
sanctioned by the court, it means that the court ordinarily has no jurisdiction to make any
substantive alterations to the Scheme, save in limited circumstances and hence the
Scheme is said to derive its legitimacy from Statute. The English position has far-
reaching implications in commercial practice for creditors. The practical effect of the

decision in Kempe is to preclude the court’s jurisdiction to extend the time for creditors to

4 D. Brown, CORPORATE RESCUE: INSOLVENCY LAW IN PRACTICE (1996) at para 18.54.

4 [2003] 3 HKEC 893.

47 12006] 3 HKLRD 84.

4 See Re Universal Dockyard Ltd., supra note 46 at 20 and Re UDL Holdings Ltd., supra note 47 at 58.
¥ Buckley Vol 2, para 425.64

0 Gore-Browne has reiterated a similar proposition in his treatise on company law. See GORE BROWNE
ON COMPANIES VOLUME 2 (2005) at para 46.
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file their proofs of debt pursuant to the Scheme. This will be discussed in later part of the

article.

V. THE AUSTRALIAN APPROACH

Contrary to the approach taken by the Privy Council in Kempe, the Australian Courts
have consistently taken the position that once a Scheme of arrangement is approved by
the Court, it becomes an order of Court, and thus, the statutory provisions on civil
procedure (the Rules of Court, in our local context) permit the court to grant an extension
of time for, inter alia, a creditor to file its proof of debt.

The judicial reasoning in Kempe was rejected in Australia, countered by Justice Santow
of the Supreme Court of New South Wales in Matine Ltd, Re** where he vehemently held
that the reasoning in Kempe would produce incongruous consequences. Drawing an
analogy from the logical conclusions, he observed that the fact that the Court’s
jurisdiction being conferred by statute does not make the decisions of the court under the
statutory jurisdiction any less ‘orders of the court’ that others as they deriving their
efficacy from being made by court in the first place.*® He observed that even if the statute
is regarded as an indispensable prerequisite to determine the jurisdiction of court, it is, in
causative terms, merely a ‘background’ fact behind that efficacy. He further went on to
note that a contrary view will be

“like saying that the birth of Lee Harvey Oswald ‘caused’ the death of

President Kennedy.”

It is submitted that if a Court loses all jurisdiction in respect of a Scheme of arrangement
once it has sanctioned the Scheme (subject to limited exceptions), it will raise doubts on
the appellate jurisdiction exercised by the Court as suggested in Kempe. Justice Santow

viewed the reasoning of the Privy Council in Kempe as “attackable” and, in his Honour’s

51 Re Matine Ltd, (1998) 28 A.C.S.R. 268; this passage was cited with approval by Santow J. in Re AGL
Gas Networks Ltd (2001) 37 A.C.S.R. 441 at 446.

52 [d

33 Supra note 51.
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opinion, “vulnerable” due to the reason that the Court in Kempe proceeded on the
assumption that a Scheme does not derive its efficacy from the order of a Court and did

not indicate where the Court obtains jurisdiction to exercise the function conferred.*

There is a line of Australian authorities that consistently establish that an approved
Scheme derives its force from the Court order, not from the antecedent resolutions of
members and creditors.®® In Re AGL Gas Networks Ltd*" (hereinafter “Re AGL Gas
Networks”) Santow J*® elaborated further on the Australian approach and carefully
explained why the approach in Kempe should not be followed. He submitted that in
Australia, the authorities such as Hill v Anderson Meat Industries Ltd,> Caratti®® and
Bond Corp Holdings Ltd v Western Australia® establish that an approved Scheme does
indeed derive its force from the court order and not from the antecedent resolutions of
members and creditors®. Further, Street J observed in relation to a creditor’s Scheme that

“the approval by the court of the scheme amounts to a discharge of the

debtor company’s liability by operation of law which is effected by the

court order and not by the events antecedent thereto though these

antecedent events are indispensable statutory prerequisites of the

court’s jurisdiction to make an order approving a scheme and thus

rendering it binding on the company and on the creditors.”®

The effect of the Australian authorities is that, once approved, there is no Scheme

separate from the order of the Court. Rather, any Scheme in the sense of a proposal

> Supra note 51.

> Supra note 49.

% Western Australia (No.2), [1992] 7 W.A.R. 61; AGL Gasworks, [2001] 37 A.C.S.R. 441; cf. dicta of
Austin J. in Ray Brooks Pty Ltd. v. New South Wales Grain Board (No.2) [2002] 43 A.C.S.R. 657 where
his Honour expressed preference for the English approach in Kempe but felt constrained by the weight of
the Australian authorities to the contrary.

37 [2001] 37 ACSR 441. Caratti was subsequently followed by the Supreme Court of New South Wales’
decision in Re AGL Gas Networks.

58 See Re AGL Gas Networks, ibid. at 46—47.

% [1971] 1 NSWLR 868.

€ Supranote 56.

61 [1992] 7 ACSR 472.

62 Supranote 50.

8 Hill, supranote 59 at 877.
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decided at the relevant meeting is subsumed into and by the order of the Court.*fn44 It

follows therefore that a Scheme, and its consequential steps, can be saved in Australia
from the consequences of an accidental non-fulfilment of a condition precedent with the
aid of the Rules of Court.

V. APPROACH FOLLOWED BY THE SINGAPORE COURTS- ORIENTAL

INSURANCE CASE

In Oriental Insurance,® the central issue that fell for determination was whether a
company that failed to file its proof of debt in time under a Scheme of arrangement could
be granted an extension of time for filing. In this part, the focus will be upon approach
taken by the Singapore Court of Appeal on the question of whether scheme derives
efficacy from the crown or the court. In resolving this issue, it was imperative for the
Court of Appeal to examine the nature of Schemes of arrangement and, more relevantly,
its source of efficacy. The Singapore High Court considered the legal controversy in
Australia and England as to the nature of Schemes of arrangement and, upon evaluation
of the conflicting legal principles in this area as discussed earlier, relied upon the English

approach in Kempe and dismissed the application by Oriental Insurance.

The Court of Appeal in Oriental Insurance reversed the decision of the High Court and
favoured the Australian position that views Schemes as essentially orders of Court and
held:
“We are of the view that the Australian approach is also consistent with
these established principles [relating to the purpose of schemes of
arrangement and legal principles surrounding their operation.”®
Further, the Court of Appeal held that adopting the Australian approach does not
necessarily mean that clarity, certainty and finality would be sacrificed at the altar of

expediency or that the objectives of section 210 can no longer be properly achieved.

% AGL Gas Networks, supranote 57 at 46.
8 Oriental Insurance, supra note 15.
% Oriental Insurance, supra note 15 at 61.
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Between the English and Australian approaches, the former approach appeared to be
unnecessarily strict and mechanical, leading perhaps to potentially unjust consequences

in some instances.

The Court placed reliance on the critique of the judicial reasoning in Kempe expressed by
Justice Santow in Matine Ltd, Re,* and reinforced in AGL Gas Networks, Re,® that it
would produce “incongruous consequences” should the precedent in Kempe be followed.
Delivering a judgment on behalf of the Court of Appeal while drawing support from the
judicial criticism directed to Kempe in the Australian authorities,* Justice Rajah held that
the analogy of royal assent given by the Privy Council in Kempe (to support its holding
that a scheme derived its efficacy from statute) was unmeritorious for the reasons™ that
such analogy is apt only if the Court’s sanction of a Scheme is regarded as a mere

formality like the royal assent required for UK Acts.

It is submitted that both English cases as well as precedent in Singapore have established
that the court’s sanction is not just a formality and that the court, in fact, has a crucial role
to play in deciding whether a scheme is to be approved. It is worth noting that even in the
UK, the Courts have increasingly sought to facilitate changes to Schemes where they

reflect or assist offers clearly in the interests of shareholders.™

V1. COMPARING APPROACHES - THE CASE OF EXTENSION OF TIME

In light of the above, we will examine the issue of whether extension of time is
permissible once the Scheme is approved. Considering the character of Scheme as a
flexible tool of corporate restructuring, and its recent growth as discussed, it will be
logical as well as in interest of commerce that the flexibility of Scheme must be
maintained and Courts should not adopt a hyper technical approach.

67 (1998) 28 A.C.S.R. 268.

8 AGL Gas Networks, supra note 15 at 46.

% See Hill, supra note 59; Caratti, supra note 60; Bond, supra note 61; Re AGL Gas Networks, supra note
57; Ray Brooks, supra note 56.

% Oriental Insurance, supra note 15 at 63

71 Re Allied Domecq, [2000] 1 BCLC 134.
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It is submitted that if we adopt the English approach that Scheme derives efficacy from
Statute, any such extension will not be permissible. The Australian approach which
purports that Scheme derives efficacy from the Court order can allow extension of time

where the facts of the case so warrant.

On the precise question of whether the time limits in the Scheme are fixed or flexible, the
English Court opined that it is one of substance. The argument was that if the Court has
the jurisdiction to enlarge the period for filing an appeal against the rejection of a claim,
it must also have the jurisdiction to extend the final filing deadline for the original claims.
Having held that a Scheme of arrangement derived its efficacy from the Statute and not
from the Court order sanctioning the Scheme, Lord Hoffmann went on to hold™ that it
was not open to a Court to extend the time limits laid down in a Scheme as this would be
a material alteration that would detract from certainty and expedition, which were the
chief objects of any scheme:”

“It is of course true that the sanction of the court is by no means a

formality. Furthermore, in giving its sanction, the court has an inherent

jurisdiction to correct any obvious mistakes in the document which sets

out the scheme. But it cannot alter the substance of the scheme and

impose upon the creditors an arrangement to which they did not agree.

The question of whether the time limits in the scheme are fixed or flexible

is in their Lordship’s opinion one of substance”.

However, in Caratti v Hillman,” the Full Court of the Supreme Court of Western
Australia took the view that the procedure leading to the extinguishment of rights of
creditors through a Scheme under companies’ legislation was a procedure created by an
order of the Court. The Court order approving the Scheme fixed the period within which
a creditor was authorised to lodge a claim. Consequently, the Court held that the Rule of

2 Kempe, supra note 32 at 296.
3 Kempe, supra note 32 at 297.
74 See Caratti, supra note 60.
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Court was available to allow the Court to extend the period for lodgement of claims by

creditors.

The Trial Judge™ in the case of Oriental Insurance, in Singapore, held that there would
be serious repercussions if creditors’ were allowed the extension of time. According to
him, such an approach would be detrimental for future Schemes of arrangement as
certainty, efficacy and finality of Schemes would be severely compromised. However the
Singapore Court of Appeal™ rejected the view that an extension of time in respect of a
Court approved Scheme is a matter of substance or materiality of the commercial
decision of the Scheme.” Having determined the threshold question, it followed that the
Court was empowered by the relevant Rule of Court to grant an extension to a creditor to
file its proof of debt.

On the question of whether judicial discretion should be exercised in favour of the
creditor,” the Singapore Court of Appeal was satisfied that the extended timeline would
not cause prejudice to Reliance, the defendants, or the other creditors. The fact that it was
a solvent Scheme aided this conclusion. On the contrary, it was held that failure to grant
Oriental Insurance an extended deadline would severely prejudice the creditor.” Turning
attention to the reason for the application, the court was satisfied that the present case was
not one of patent oversight. Rather, the delay was viewed to have been “a slip between
the cup and the lip”® on Oriental’s part which was viewed with a degree of leniency.

Accordingly, Oriental Insurance was granted an extension of time.*

> Oriental Insurance, supranote 15 at 25.

76 Oriental Insurance, supranote 15 at 25.

7" Oriental Insurance, supra note 15 at 65.

78 Determination of this question was dependent on two main factors identified by the court--namely,
whether any prejudice would be caused to other parties to the scheme; and the reason behind the party
seeking an extension of time.

7?9 Oriental Insurance, supranote 15 at 84.

8 Oriental Insurance, supra note 15 at 91.

81 The Court of Appeal also held that section 392(4)(d) of the Companies Act (Cap 50, 2006, Singapore)
was available to extend the time to submit a proof of debt if it could be shown that there was no
“substantial injustice” to the parties.
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Thus it can be safely submitted that the Singapore Court of Appeal had reasoned that the
English approach will invariably mean that once the Court has approved a Scheme of
arrangement, it no longer has jurisdiction to grant an extension of time for a creditor to
file its proof of debts in respect of that Scheme regardless of the circumstances, save in
cases of “obvious mistakes in the document which sets out the scheme”? or where

consent to the Scheme was obtained by fraud.®

It is submitted that the English approach is intuitively restrictive as even in a situation
where the failure to file a claim in time is not in any way attributable to the fault of the
creditor and where allowing the creditor an extension of time to file its claim does not
prejudice any of the parties, an extension of time cannot be granted unless there is an
obvious mistake in the documents setting out the scheme or no fraud.

In my submission, the facts of Kemp warranted the application of a strict approach as the
Privy Council had found, as a fact, that it was a “principal feature” of the Scheme in
question to impose a strict deadline for filing claims, after which creditors would be
altogether barred from participating in the liquidation. However, the same cannot be said
for all other Schemes of arrangement without such a feature. Hence a blanket method of
adopting the English approach as a general principle will lead to incongruous results.
Further, courts should not be reluctant to abdicate the powers given to them by Statute
(Companies Act) vis-a-vis Schemes of arrangement, especially when doing so would

allow an injustice to stand.

The court in Oriental in its obiter noted that the Privy Council in Kempe did not consider
this point carefully, but merely accepted it as a valid assumption. In contrast to cases like
Devi , British and Commonwealth Holdings plc , Eltraco and Chew Eu Hock, all of which
support the English approach, where the creditors in question (or, on the facts of Devi, the
directors of the debtor company) sought to amend or object to the substantive terms of a

Court-approved Scheme such that they were, in fact, trying to resile from the original

82 Kempe, supra note 32 at 276.
8 Fletcherv. Royal Automobile Club Ltd., [2000] 1 BCLC 331 (CA)
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scheme which had been agreed to by the requisite majority of supporting creditors and
sanctioned by the court, the applicant in an extension of time case is usually not trying to
substantially amend or resile from the scheme that it has entered into. It must be noted
that the purpose of seeking extension of time laid down in the scheme is in tune with the
purpose of participating in the Scheme. It appears that the significance of this distinction
was also, at least partially, appreciated by the High Court Judge in the Oriental case,
where she noted that:

“While the applicant in the Oriental did not seek to amend the scheme, in

my view, the principles governing this issue are important as they form

another part of the framework in which the issue should be analysed.”?

A better view, perhaps, is to treat an extension of time in respect of a Court-approved
Scheme simply as a matter of procedure, rather than as a matter going to the substance or
materiality of the commercial dimension of the Scheme (an amendment of the latter
nature would entail seeking the views of all the parties bound by the scheme).®* If the
view that an extension of time is usually a matter of procedure is accepted, then the grant
of an extension of time will not be seen as detracting from the established principle that a

Court-approved Scheme should not be altered in substance.

Thus we see that The Rules of Court in Australia® and Singapore® enable the Court, by
order, to extend any time fixed by any judgment or order. The Rules of Court impact the
operation of a Scheme of arrangement in the following way - if a Scheme of arrangement
is said to derive its efficacy from the order of the Court approving the Scheme, then it

stands to reason that a court has inherent jurisdiction to vary its own orders.

Viewed in this light, the Australian approach is in no way inconsistent with the
established principles relating to Schemes of arrangement, and also gives due
consideration to the overarching need for clarity, certainty and finality in this area of

8 Re Reliance National Asia Re Pte Ltd, [2008] 1 SLR 569.

8 Oriental Insurance, supra note 15.
8 pt. 2.3, Supreme Court Rules
8 Ord.3 r.4, Rules of Court (Cap 322, R 5, 2006 Rev Ed).
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law.® Further, a Court order is in no way less binding than a statutory contract on the
parties to a Scheme of arrangement, and it is trite law as well as common sense that a

Court order cannot be altered at will by the parties who are subject to it.*

V1. CONCLUSION

Considering the increased use of Scheme in corporate restructuring and growth of
financial markets, it is submitted that a hypertechnical approach should not be adopted.
Such an approach will be prejudicial to the interest of commerce as well as contrary to
the essence of Schemes of arrangement. Scheme has been considered as an immensely

flexible tool and the word ‘arrangement’ is of wide import.

On the question whether Scheme derives its efficacy from Stature or Court order it may
be noted that, if a Scheme of arrangement is said to derive its efficacy purely from
Statute, then it stands to reason that it operates as a statutory contract and this effectively
restricts the court’s ability to order rectification to a very limited set of circumstances
which precludes an extension of time for a creditor to file a proof of debt after the court
has approved a scheme of arrangement. Thus answer to this question has given rise to
judicial tension in England and Australia and lacks a uniform approach.

The English approach in Kempe, wherein Lord Hoffmann referred to Caratti and
expressly disagreed with it, is clearly at odds with the Australian approach. The
competing points of view on the nature of Schemes of arrangement was addressed by the
Court of Appeal in Singapore recently in Oriental Insurance and resolved in favour of the
Australian view. It is submitted that the Singapore Court of Appeal did not take the view
that the English approach was wrong; rather, decided that “the Australian position was

more persuasive.”

The question of whether the court has jurisdiction to extend time in respect of a Court-

8 Oriental Insurance, supra note 15 at para 66.
8  Oriental Insurance, supra note 15 at para 66.
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approved Scheme is essentially a question of discretion, and invariably requires a judge
to take a considered view on what best accords commercial certainty and fairness in this
area of the law. There are real practical conundrums with the strict English approach, and
the reasoning in Kempe poses a perennial threat.

Adopting the Australian approach does not necessarily entail sacrificing clarity, certainty
and finality. In fact, the Australian approach mitigates some of the injustice that may
potentially result under the English approach. It also gives due consideration to the
established principles relating to Schemes of arrangement while meeting, at the same
time, the objectives of the legislative framework governing such Schemes. The
Australian approach meets the underlying legislative intent and the policy and the
objectives of section 210 of the Companies Act. If the Australian approach is adopted, the
question of commercial uncertainty is ruled out as any Court order, once finalised, can
only be amended in very limited circumstances, and any application to amend a court
order would be subject to due process. It follows from the binding nature of a Court order
that the Australian approach can also achieve the legislative intent that Schemes of
arrangement should function as machinery to overcome the impossibility of attaining
absolute consensus from all the company’s creditors or members on a proposed scheme

and to bind minority dissentients to the scheme.

Further, the Australian approach will have the added advantages of avoiding a strained
construction of the plain wording of section 210(3) of the Companies Act, which,
suggests that a scheme of arrangement is made binding only upon its approval by the
Court.® It will also avoid the unfairness or injustice which may potentially be caused to

an innocent creditor who is not to be blamed for its failure to file its proof of debt in time.

There is also no reason why the Australian approach cannot embrace the legal concept
that a Scheme of arrangement which is approved by all the creditors of a company “is

wholly a contractual scheme”.®* The Court order sanctioning such a scheme can be seen,

% Oriental Insurance, supra note 15 at para 68.
%! Oriental Insurance, supra note 15 at para 77.
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in essence, as a consensual order. The sanctity of contract which lies at the heart of a
Scheme that has been duly approved by the company’s creditors or members is preserved

if the Australian approach is followed.

The increase in use of Scheme is a reflection of the market’s acceptance that the
advantages now outweigh the disadvantages due to Court practice in recent years.
However, it remains uncertain whether the distinction in approach stated above will
jeopardise the future of Scheme of arrangement or whether this can be resolved without

much ado. It remains to be seen if Scheme is here to stay.
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