
2020-01-28 20:33:54

Brazil
Bankruptcy Industry Update
Brazil’s Bankruptcy Law Reform Expected to Be Voted On in 2020 

Tue 01/28/2020 15:25 PM

A bankruptcy law reform is expected to be voted on in Brazil which, if passed, will have an immediate
effect on all cases going forward. The reform is the result of discussions led by Congressman Hugo
Leal aiming to increase creditor recoveries and stimulate the economy by amending the bankruptcy
law enacted in 2005. Discussions in Brazil’s Congress are expected to continue in 2020, but timing for
the reforms to be signed into law is unclear, sources told Reorg. For the past two years, the Brazilian
government's economy staff, along with lawyers, policymakers and more than 20 entities linked to
the industrial, commercial and service sectors, have drafted 70 pages aimed at reshaping judicial
reorganization - RJ - and liquidation proceedings.

“The reform is pointed in the right direction,” said Thiago Braga Junqueira, a corporate
reorganization and insolvency practice lawyer at Pinheiro Neto Advogados based in São Paulo. “While
some practitioners believe that more could be done and some proposed amendments are not helpful,
the general opinion is that the upcoming changes will bring more sophistication, innovation and
stability to the RJ process,” he added. Since its first draft, prepared in 2018, the reform went through
several rounds of edits, and as of January 2020, it is in the final stages before the nation’s House of
Representatives.

Lawyers Gabriel Garibotti and Luis Felipe Spinelli, who practice insolvency law at the Souto Correa
law firm in Porto Alegre, are also positive. "Foreign investors should see the new proposal with kind
eyes," said Garibotti. Both lawyers underlined that the reform gives creditors the possibility of
presenting their judicial reorganization plan if the debtor's plan is rejected, and it brings an
innovative DIP financing mechanism as well as changes to the Isolated Productive Units, or UPI
process, a mechanism that allows for sale of assets as part of an RJ proceeding.

In addition, the new law “brings a specific chapter regarding transnational proceedings in line with
the United Nations Commission on International Commercial Law -UNCITRAL," Spinelli added.

Lawyers acknowledge that the 2005 bankruptcy law was instrumental in enhancing creditor
recoveries and ultimately facilitated lending. However, some argue that it is outdated: There have
been a high number of Brazilian liquidations and a reduction in recoveries to creditors. According to
Brazil’s Ministry of Economy, as of August 2019, there were 7,200 companies in judicial
reorganization, accounting for 283 billion Brazilian reais (about $70 billion) of debt.

However, lawyers who spoke to Reorg have also highlighted the new law’s limitations. In their view,
there is a need to incorporate certain case law precedents since the first draft was put in place in 2018.
“When the new law was approved by Congress, it was said that it was already out of date by the time
it was born, as it was first introduced for debate in 2018,” said Julia Fernandes Guimarães, a São
Paulo-based lawyer focused on judicial reorganization at Rayes & Fagundes Advogados. “Because the
legislative process has been taking some time to conclude, a number of new issues that are being
considered in the courts have been left out of the new law.”

Creditors’ Ability to Present a Plan

Junqueira points out that there is a prevailing opinion that under Brazilian bankruptcy law, the
balance of power shifts toward the debtor and its equityholders. For example, in the U.S., under
chapter 11, any party in interest, including a creditors committee or creditor, can file a plan if the
debtor has not filed a plan that has been accepted before 180 days after the order for relief granted
under chapter 11. The debtor can request that the 180-day period be extended. However, the 180-day
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period cannot be extended beyond a date that is 20 months after the date of the order for relief.

On the other hand, currently under Brazil’s bankruptcy law, the debtor has 60 days from RJ
admission to file a reorganization plan. Creditors have 30 days (from publication of a notice
informing the courts of the filing) to object. However, creditors do not have the right to propose
competing plans but only to reject the debtor's plan.

Under the proposed amendment to Brazil’s bankruptcy law, if the plan is rejected, creditors may
present their own RJ plan within 30 days. 

A recent case highlighting the leverage shareholders have in restructurings is Oi SA, whose plan to
restructure about $20 billion of claims was approved at a creditors’ meeting in December 2017, after
almost two years of negotiations. As noted by lawyer Jesse Mossier, Oi had two minority shareholders
who were deeply involved in the restructuring process. Both shareholders pressured the company’s
board to ensure that each restructuring plan proposed by the telecom company’s board would result
in existing shareholders retaining 100% of the company's shares immediately post-restructuring,
pushing creditors to take either a large haircut or equally significant maturity extensions and interest
rate cuts.

Although the rule to allow creditors to present a plan is promising, some Brazilian creditors and
debtors’ lawyers, judges and insolvency administrators view it with a dose of skepticism. They argue
that different creditors have distinct interests and question whether these differences will make it
harder for creditors to draft a plan together. On the other hand, other lawyers point out that in large
restructurings such as Oi and Odebrecht, sophisticated creditors and advisors may be able to work
together to put together a workable plan.

UNCITRAL Model Law

The reform also incorporates the UNCITRAL Model Law on Cross-Border Insolvency, created in
1997 to assist states with cases where the insolvent debtor has assets in more than one country or
where some of the creditors of the debtor are not from the country where the insolvency
proceeding is taking place. The U.S. was the ninth jurisdiction to adopt the United Nations
Commission on International Trade Law, in 2005, and now Brazilians will have the same UNCITRAL
model.

UNCITRAL respects the differences between national procedural laws and does not attempt a
substantive unification of insolvency law. The model law offers foreign assistance for an insolvency
proceeding taking place in the enacting state, foreign representatives’ access to courts of the
enacting state, recognition of international proceedings, cross-border cooperation and coordination
of concurrent transactions.

According to Junqueira, the adoption should make Brazilian cross-border bankruptcy cases easier to
navigate. The proposed amendments will also include a mechanism facilitating cooperation between
Brazilian judges and foreign judges in order to provide more predictability to foreign investors and
encourage new entrants into Brazil's corporate market.

Rio de Janeiro-based law firm Galdino & Coelho explains that the draft bill adopts the definitions
used by article 2 of the Model Law for: (i) foreign proceeding, (ii) foreign main proceeding, (iii)
foreign non-main proceeding, (iv) foreign representative, (v) foreign court and (vi) establishment.
According to the firm, the draft bill allows the foreign representative to apply for recognition of a
foreign proceeding. The Brazilian court may recognize the foreign proceeding as either a main or
non-main proceeding. The former applies if the proceeding takes place where the debtor has the
center of its main interests, or COMI, whereas a non-main proceeding would be recognized if the
debtor has an establishment in the foreign state.

DIP Loans

Investors will likely be particularly interested in changes regarding DIP financing. Under the current
law, DIP loans are extraconcursal. In a bankruptcy, DIP loans should be paid before existing prepetition
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claims. As an example of an extraconcursal credit facility, or DIP transaction, in December 2019, Oi
said that its subsidiary Oi Móvel executed a deed for the issue of nonconvertible secured in rem
debentures, with an additional personal guarantee in a private placement in a total amount of up to
BRL 2.5 billion. In its release, Oi defined extraconcursal as “a financing not subject to bankruptcy
rules.”

According to Souto Correa’s Garibotti and Spinelli, the debtor's financing now has legislative
provisions that provide investors with greater security and greater incentives.

Under the new reform, DIP loans will be granted super senior status, similar to the way they are
treated in the U.S. Lawyers have noted that this resolution is important, given the need to increase
DIP financings in Brazilian bankruptcies. The change is viewed by lawyers as an excellent
opportunity for local and foreign funds involved in a Brazilian insolvency process, as it brings
stronger legal safety and procedural speed.

UPI Asset Sales

In addition, the current bankruptcy law provides for the “free and clear” acquisition of assets in RJ,
similar to the U.S. 363 sales process, which allows buyers to purchase assets in the chapter 11 process
without assuming the obligations associated with those assets.

Under the proposed amendment, the protection against liability assumptions is extended in a way
that additional liabilities are also expressly mentioned as encompassed under the protection,
including environmental, regulatory, administrative, criminal and anti-corruption liabilities. The
last item is very relevant in regard to companies involved with Brazil’s Lavo Jato fraud scandal. In
January 2020, consulting firm Alvarez & Marsal released a study, published by the Valor Economico
newspaper, in which the consulting firm analyzed the 20 most prominent Brazilian companies in RJ.
The study points out that at least 80% of bankruptcy cases involved companies and/or relevant
shareholders ensnared in Lavo Jato investigations.

Further, the law provides more flexibility by allowing a wider variety of assets to be sold under the
UPI mechanism, which could result in more legal safeguards to asset sales.

The UPI process facilitates the sale of assets ranging from patents to airport slots, allowing a debtor
to use proceeds to pay down debt.

Consolidação Substancial

Julia Fernandes Guimarães points out that in her opinion the new law is not totally clear when it
comes to having a proceeding in which individual and single restructuring plans are issued for each
unit, under a “consolidação processual,” compared with having a single restructuring plan in which
the assets and liabilities for all entities are restructured as a unit under “consolidação substancial.”
Similarly, the law is unclear on the parallel judicial reorganization proceedings for companies that
belong to the same economic group, she said, as is the case with Odebrecht. “With regards to
Odebrecht, [there are] two parallel recuperação judicial proceedings for two group companies and
those processes are not linked. The new law may need to be altered to incorporate these changes that
are being decided in the courts," added Guimarães.

Garibotti and Spinelli at Souto Correa agree that certain issues related to consolidação substancial and
processual could have been made clearer as part of the reforms. For example, in defining issues related
to quorums for voting purposes, there is a question of whether approval of an RJ plan that provides
for the consolidação substancial of the debtors would require separate votes by creditors of each
individual group entity or whether all creditors would need to be brought together into a single block
for voting purposes.

The issue has been the subject of a dispute in the Rio de Janeiro courts between Brazilian oil services
company QGOG Constellation and bondholder Pimco.The U.S.-based fund firm objected to the
consolidation of its claims for voting purposes and the use of a single bankruptcy proceeding
encompassing all 18 of the Constellation entities as part of a consolidação substancial proceeding.
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In the case of Odebrecht, the issue has also been mentioned in court disputes between the
construction conglomerate and its lenders, some of which have objected to the use of a consolidação
substancial.

Conclusion 

Since Brazil’s bankruptcy law was promulgated in 2005, lawyers generally agree that there has been a
need for reform, exacerbated by the increasing number of companies filing for RJ.

Alvarez & Marsal’s analysis shows that the number of companies that filed for RJ between May and
October 2019 increased18% from the same period in 2018 and that most operate in the energy and
construction sectors.

Brazil’s special secretary at the Economy Ministry, Waldery Rodrigues, said in October last year that
“economically impractical” companies should be rapidly liquidated, and the ones that survive should
find a fast solution that works for all parties involved. The World Bank's “Doing Business” report,
which ranks 190 economies, shows that in Latin America, creditors’ recoveries on loans are about
30.9%, compared with 14.9% in Brazil. The country currently ranks 124th on the World Bank’s list, a
drop from its 116th position in the previous year.

Central Bank of Brazil President Roberto Campos Neto notes the gap of companies' recovery between
Brazil and other nations, adding that it takes a Brazilian company three to four years to get back on
its feet. In other emergent economies, the time frame is one to two years.

The new amendments seek to address some issues that have been flagged over the years. Specifically
and among other relevant aspects, the amendments i) allow creditors to present, and more
importantly vote on, their own plan, ii) incorporate UNCITRAL model law and iii) help clarify laws
regarding DIP lending and UPIs.

--Tania Menai, Kyle Owusu, Roberto Barros
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