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SECURED TRANSACTIONS

Bail-Out Turns to Bail-In: Europe
Anticipates Next Financial Crisis

he term “bail-out” became ubig-

uitous during the recent financial

crisis. Its counterpart, “bail-in,” is

now rapidly becoming equally well-

recognized and, at least in some
circles, just as controversial.

Bail-out is, of course, when outsiders, be it
government or private, rescue a distressed
institution by injecting capital or providing
other financial support. By contrast, in a
“bail-in” it is the creditors to the distressed
institution that bear the risk of its failure
through a forced reduction or conversion to
equity of debt.! The term bail-in has recently
become closely associated with the EU Bank
Recovery and Resolution Directive (BRRD).?

The BRRD became effective in most
EU countries in January 2015 as part of
a broader series of reforms intended to
avoid, or at least minimize, the disruption
to the financial system experienced dur-
ing the recent economic meltdown. Given
that it is a directive, it must be implemented
separately by individual member states.?
The BRRD applies to EU member states,
as well as members of the European Eco-
nomic Area (EEA).* Its objective is to enact
laws designed to permit the restructuring
of debts of distressed financial institutions
through “resolution proceedings.” Howev-
er, the BRRD is also seeking to assure full
cross-border recognition of these resolution
proceedings. Article 55 of the BRRD is its
means to effect this recognition.
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Article 55 provides for the contractual
recognition of “bail-in” provisions. These
provisions are already appearing in U.S.
credit agreements and, in so doing, are gen-
erating some controversy and uncertainty.
Today we will examine the BRRD and how
Article 55 fits within that framework. We
will then discuss how the “bail-in” affects
secured transactions, as well as highlight
some relevant issues for legal counsel.

The BRRD

The BRRD grants broad powers to regula-
tors to take “resolution” action, including to
convert into equity, cancel or write-down
liabilities of a covered financial institution.”
Ultimately, through the BRRD, resolution

Any agreement or provision under an
agreement governed by the law of an EEA
member country is automatically subject
to the "bail-in” powers of the resolution
authority, regardless of its terms.

authorities of individual member states have
the discretion to decide whether a “bail-in”
is required by examining the following three
questions. Is the institution failing or likely to
fail? Are there any feasible alternative private
sector measures other than bail-in? Is action
necessary to further the public interest?®

If a resolution is necessary, the BRRD
provides a range of tools to facilitate the
bail-in. One such tool is Article 43, which
establishes the “bail-in” powers.

The precise scope of covered entities
is complex and beyond the reach of this

Barbara M.

.
Goodstein

article. Broadly defined, however, covered
entities subject to bail-in include (x) any
EEA credit institution or investment firm
subject to supervision of an EEA resolution
authority or any EEA parent of any such
institution or firm or (y) a subsidiary of any
of the foregoing established in the EEA and
subject to consolidated supervision with
its parent.” In other words, bail-in (and so
Article 55) applies to U.S. branches of EEA
banks and to EEA subsidiaries of U.S. credit
institutions and investment firms, but not
to EEA branches of U.S. banks nor to U.S.
subsidiaries of EEA firms.

Article 44 of the BRRD provides that all
liabilities that are not expressly excluded
are covered. Certain types of liabilities
are in fact specifically carved out from
the bail-in powers, including liabilities to
employees and to certain suppliers, EU
insured deposits, deposits under 100,000
Euros by small and medium sized com-
panies, liabilities with a maturity of less
than seven days to unaffiliated banks,
and secured liabilities (but only to the
extent they remain fully secured).® Nota-
bly, although secured obligations are not
subject to bail-in, unsecured liabilities
that form part of a secured transaction
would be covered: including lending com-
mitments, indemnities typically provided
to the facility and security agent and the
letter of credit bank, confidentiality obliga-
tions, intercreditor agreement restrictions,
requirements to notify the borrower under
certain circumstances, and administrative
obligations, such as tax status, information
and notifications.
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Any agreement or provision under an
agreement governed by the law of an EEA
member country is automatically subject
to the “bail-in” powers of the resolution
authority, regardless of its terms. Article
55 provides the mechanism through which
the bail-in powers can be exercised over
liabilities of covered entities governed by
non-EEA law.? More specifically, Article 55
requires a covered entity to include a con-
tractual term in its agreements whereby any
counterparty entitled to enforce contractual
claims against such covered entity recog-
nizes and agrees to be bound by the reduc-
tion or conversion to equity of such claims
by the applicable resolution authority.!?

When did, or does, Article 55 become
effective? The BRRD required each EU
member state to implement Article 55 by
no later than Jan. 1, 2016,!! although some
states implemented the provision earlier
than this,!? and some have missed the dead-
line.!® Moreover, the non-EU EEA member
states have yet to implement Article 55.14
Once effective, Article 55 applies to liabili-
ties issued or entered into (including those
acquired through loan transfers) after the
effective date (regardless of when the under-
lying agreement was entered into), liabili-
ties under debt instruments issued after
the effective date, as well as liabilities that
were created, either directly or through a
debt instrument, under an agreement that
is “materially amended” after the effective
date.’ In somewhat tortured fashion, cur-
rent draft implementing regulations define a
material amendment in the negative, namely
as an amendment that is not a non-material
amendment, and then go on to define a “non-
material amendment” as an amendment that
does not affect the substantive rights and
obligations of a party.'®

Bail-In and U.S. Credit Agreements

Because EEA-based financial institutions
are a major part of the U.S. primary and
secondary syndicated loan markets, Article
55 has quickly become a focus of attention
here. For example, in December 2015 (just
in advance of the mandated effective date
for Article 55), the Loan Syndications and
Trading Association (LSTA) in the United

States, and its counterpart organization
in Europe, the Loan Market Association
(LMA), concurrently issued model recom-
mended bail-in recognition clauses to be
used in EEA (in the case of the LMA) and
New York (in the case of the LSTA) governed
loan documents. However, the provisions,
while generally consistent, are not identical
and reflect, among other things, differences
in loan market practices, terminology, struc-
ture and governing law, as well as differing
perspectives regarding potential future use
of these forms.!”

So what are the mandatory features of an
Article 55 bail-in recognition clause? The
draft implementing regulations for Article 55
did not contain model provisions, but rather
require that each bail-in recognition provi-
sion contains a description of the regulatory
write-down and conversion powers, as well
as an acknowledgement and acceptance by

Because EEA-based financial institutions
are a major part of the U.S. primary and
secondary syndicated loan markets,
Article 55 has quickly become a focus
of attention here.

the financial institution counterparty that (a)
its claims may be subject to those powers,
(b) it is bound by the effect of such powers,
(c) the terms of the relevant documents may
be varied in connection with the exercise of
such powers, (d) covered liabilities can be
written down or converted into equity as
aresult of the exercise of such powers and
(e) the bail-in recognition provision super-
sedes any other contractual term between
the parties.!8

In addition, and importantly for U.S.
counsel, the BRRD specifies that, depend-
ing on the national implementing legislation,
covered entities with liabilities governed by
a non-EEA agreement may be required to
provide resolution authorities with a local
law opinion relating to the enforceability
of the bail-in recognition clause." Specifi-
cally, counsel would be required to opine
as to whether the write-down or conversion
powers of the relevant resolution authority
would be given effect under local law.

While Article 55 of the BRRD directs EEA
countries to provide resolution authorities
with the discretion to require legal opinions
on enforceability,?’ implementation of this
directive has not been uniform. The major-
ity of member states however, have imple-
mented the enforceability opinion require-
ment along with the rest of Article 55.2! For
example, the United Kingdom, in connection
with certain liabilities, requires covered insti-
tutions to provide the resolution authori-
ties with “a properly reasoned independent
legal opinion from an individual appropri-
ately qualified in the relevant third country
on the enforceability and effectiveness” of
bail-in recognition provisions required by
Article 55.%2 That said, it is still unclear at
this point whether other resolution authori-
ties will make such requests and, if so, what
the scope and the circumstances of those
requests will be.

Moreover, whether such clauses are
enforceable under New York and other
state laws is also an open question. Cur-
rently there is no indication of forthcoming
harmonization between the EEA countries
and other jurisdictions to give prospective
assurance that bail-in clauses satisfying
Article 55 will be enforceable in non-EEA
jurisdictions. Absent any such indication of
cooperation or other notice from regulators,
and given that Article 55 specifically targets
provisions and agreements not governed
under EEA law, this may well be a question
decided by courts pursuant to the local law
governing the provision at issue and may
be decided taking into account principles
of international comity.

It also remains to be seen what market
practice will emerge in regard to whether
bail-in clauses will be covered by transac-
tion opinions issued by external counsel.
The market is still in its early stages and
current market practice for these opinions
seems inconsistent, although the many
opinions exclude bail-in clauses and include
qualifications as to the effect of resolution
powers.

The general presumption is that agree-
ments freely entered into by parties are
enforceable, absent some reason that
renders them void. Article 55 certainly
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affects the rights of creditors that have
no connection with the EEA other than
lending to entities covered by the scope
of Article 55. Indeed, because it derogates
from a lender’s rights under the local law
governing the agreement in question, it
arguably seeks to affect procedural and
statutory rights provided under local law
through foreign regulatory intervention.
This accordingly raises public policy ques-
tions, which should be considered in the
context of these opinions.

Conclusion

Perhaps comity considerations and the
hope that EEA institutions would recip-
rocally cooperate with U.S. resolution
authorities in the event of crisis would
dissuade U.S. courts from entertaining
public policy challenges against enforce-
ment. But perhaps the only certainty at
this point is uncertainty. Ultimately, the
extent to which New York or other non-EEA
courts will enforce Article 55’s required
bail-in provisions can only be known with
certainty upon the resolution of a covered
entity with liabilities covered by a bail-in
recognition provision.
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