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BHTA Note — Companies Affected by Financial Distress and Insolvency

During and after the 2020 Covid-19 pandemic, many UK companies’ business relationships have been affected by financial difficulties and insolvency. These
drastic financial circumstances can be disruptive wherever they occur in a company’s value chain, but when they befall a supplier and/or customer, it can be
especially challenging. This BHTA note, produced in association with BHTA legal advisors Addleshaw Goddard LLP, provides an overview of common types of
insolvency and a checklist of actions to consider if you become aware of a supplier/customer insolvency or financial distress.

What is Insolvency?
Insolvency arises when a business faces financial distress and is unable to pay its creditors. There are two principal tests for insolvency:

1. The 'cash flow test', whereby a company may be deemed insolvent if it is unable to pay its debts as they fall due; and
2. The 'balance sheet test, whereby the value of a company's liabilities exceeds that of its assets.

Administration Administration is a formal insolvency procedure where a company is placed under the control of an insolvency
practitioner, known as an Administrator. Administration grants the company a 'moratorium' which prevents any legal
action or process against a company from proceeding, giving it breathing space, during which time the Administrator can
seek to reorganise the company's affairs or conduct an orderly realisation of the company's assets, without pressure from
creditors.
The three statutory objectives of administration are to:

1. Rescue the company as a going concern;

2. Achieve a better result for the company’s creditors as a whole than would be likely if the company was put into

liquidation; or

3. Sellthe company’s property to make a distribution to one or more secured or preferential creditors.
Administrators must look to fulfil each objective in order before deciding to pursue a "lower-ranking" objective.
Administrators take over the control of the company's business and assets from the company's directors, in order to
achieve one of the purposes of administration. They will review the company’s position and assess whether there is
enough support (from employees, suppliers, etc.) to continue to trade. Administrators can act as they feel necessary to
manage the company and its property and are given the same statutory powers as a regular director. An administration
can often (though by no means always) result in a 'pre-pack’ sale, whereby a company's assets are sold free from all
liabilities, with the proceeds of the sale being used to pay the company's creditors in the prescribed order of priority.
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o ) In a liquidation, a company ceases to trade and its assets are sold to pay its creditors. As with an administration, the
Liquidation liquidation process is overseen by a licensed insolvency practitioner known as a Liquidator.
There are three main types of liquidation:

e Compulsory liquidation/winding up: a company is forcibly placed into liquidation by the court. Generally, a creditor
will issue a statutory demand for an unpaid debt of over £750 - failure to pay and presentation by the company of a
winding up petition gives the court leave to 'wind-up' the company and appoint a liquidator (typically the Official
Receiver) who will realise the company's assets for the benefit of its creditors.

e Creditors' voluntary liquidation (CVL): this is an insolvent liquidation initiated by a company's shareholders. The
shareholders may nominate an insolvency practitioner to be liquidator but the company's creditors can nominate
their own liquidator and, if different from the company's nominee, the creditors' choice of liquidator will prevail.

e Members' voluntary liquidation (MVL): this is a solvent liquidation and all of the company's creditors should be
paid in full within 12 months.

A CVA s a binding contractual agreement between a company and any non-preferential, unsecured creditors and typically

Company include a rescheduling or reducing of the company's debts. A CVA binds all unsecured creditors of a company if the
Volunta ry necessary majority of creditors vote in favour of the company's proposals.
Arrangements o _ . _ _

RPs are similar but may be used to compromise secured, preferential and unsecured creditors. Meetings of classes of
(CVAS) and creditors and/or members are convened by the court who will then vote to approve the RP. An RP must also be approved by a
Restructuring 75% maijority by value in each group. However, the RP may be sanctioned by the Court even if one or more classes of creditor
Plans (RPs) does not approve the RP with the RP then being forced upon the dissenting creditors if the Court is prepared to exercise its

powers to do so.

Warning Signs of Insolvency

Although it is not always possible to detect when a company is on the verge of insolvency, there are often a number of warning signs, such as
suppliers not being paid on time or failure to supply goods/services. It can be difficult to observe early warning signs of insolvency from outside an
organisation. For any unpaid of debt of £750, a statutory demand for payment may be issued; such an action is usually better as a means of last
resort, however, and agreeing alternative commercial arrangements is usually preferable.
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What to do if you spot warning signs or there is an insolvency

Checklist of Actions

1. Check Contract Terms and Commercial Insurance

Check your contract documentation — including framework agreements, contracts, invoices —and commercial insurance for any rights to bolster your position and
increase chances of a positive outcome, including:

e Retention of title clauses, to press for return of goods supplied but which have not yet been paid for
e Contractual right of set-off, to deduct monies owed from any monies insolvent partners owe you

e Right to terminate your contract with immediate effect, which may negate continuing obligations

e Commercialinsurance protections, which may give some protection from insolvency situations

2. ldentify the Process

If the supplier/customer has entered an insolvency process, confirm what sort of insolvency process it has entered. The different processes outlined above -
Administration, Liquidation, CVAs, and RPs — have different objectives, and therefore your approach will need to vary based on the circumstances.

3. Evaluate Options

Once you have identified (1) the insolvency procedure and (2) your contractual rights, you will then be in a better position to evaluate your options.

For a company in administration or liquidation, the ultimate objective of the appointed Administrator or Liquidator will be to make distributions to the company's
creditors in line with the statutory order of priority. Your focus as an affected business is likely to be on proving the debt you are owed, maximizing the value of your
claim (e.g. by adding on interest and costs where possible), and deploying contractual arguments to improve your eventual recovery. It is important to understand
that full recovery of debts is not always possible and is generally highly unlikely for unsecured creditors.

You should be aware that if you are a debtor to a company in administration or liquidation, any debts will still be due and the insolvency practitioner will expect
payment to be made and will often vigorously pursue outstanding debts. A debtor should nonetheless take legal and financial advice to assess its options and
consider any legitimate reasons why payment of the debt could be withheld or set off.

Where a CVA or RP has been proposed, the principal objective will be to try to save the underlying business by implementing a rescue plan. If the company intends
for you to be affected by the rescue plan then it and its advisors should be in contact with you to explain the rescue plan and invite you to vote on their proposal. In
this situation, your points of focus as an affected business should be to understand what the proposal is, how it is intended to affect you and accordingly, whether
you wish to vote for or against the proposal.
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In all cases you should take specialist insolvency legal advice to balance your short- and long-term goals. For CVAs & RPs, advisors can help assert your rights as a
creditor, set out grounds of support or objection, negotiate favourable onward trading terms and determine the value of a continued relationship with the company.
For supply-chain emergencies, advisors can build links with new suppliers and communicate with Administrators, such as to negotiate bulk purchase of certain
stock.

4. Open Dialogue

Once through the three steps above, contact the relevant party (company/advisors/insolvency practitioner) — either directly or via a legal advisor - to clarify:

e Your company’s position and forward plan;

e Time limits, if applicable, in respect of creditor votes and claims;

e Where applicable, how and when to file your Proof of Debt form in which you set out monies owed, interest and costs; and

e Any policies and practices your company must comply with; for instance, you will need a Letter of Supply from the Administrator if you agree to continue to
supply a company in administration.

Directors Duties

It is important to note that directors of insolvent companies, or those verging on insolvency, owe duties to the company's creditors, most importantly to actin the
creditors' best interests. A failure to do so in the lead-up to insolvency may have adverse consequences for the directors including potential personal liability for the
Company's debts.

If the failure of a customer or supplier has a significant impact on your own financial stability then you should seek professional assistance at the earliest possible
opportunity in order to mitigate your own potential liability and consider the range of options available to you.

Procurement Regulations

Commercially, there may be other avenues to consider. Where the supply chain leads to a customer that is a public body (for example an NHS trust or local authority) the
contract may be caught by the procurement regulations, which allow a change of supplier where the original supplier is replaced by virtue of insolvency or other corporate
restructuring and/or where a change of supplier is provided for in the original contract. Alternatively, the public body may choose to reprocure the contract by running
another competition or awarding to the next highest-scoring tenderer if the contract has not yet been signed. Whilst these rules are predominantly concerned with the
award of the primary contract (as opposed to sub-contracts that flow from it), members may wish to engage with both the public authority and potential replacement
suppliers to ensure/lobby for continuity of service, which is likely to be a key concern for both the authority and incoming supplier(s).
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