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As has been widely reported by the media, hedge funds owned by a number of major financial institutions have sustained catastrophic losses due to downturn of the United States real estate market and the ensuing sub-prime crisis.  Although these hedge funds maintain most, if not all, of their assets in the U.S. and similarly operate their business in the U.S., the overwhelming majority of such funds are incorporated in the western Caribbean islands due to various regulatory and tax advantages offered in those jurisdictions.

Until recently, these offshore hedge funds were able to operate under the radar and were not subject to close scrutiny in the United States.  These hedge funds, often structured as special purpose vehicles to hold collateralized debt obligations, are typically backed by pools of mortgages, issued bonds, notes, and other types of securities.  When the U.S. real estate market began declining in 2006, many of these funds experienced significant devaluations of their assets, received margin calls for these assets, and began liquidation proceedings in the western Caribbean jurisdictions in which they were organized.  Contemporaneously, the liquidators appointed in many of these proceedings sought the assistance of the U.S. courts under chapter 15 of title 11 (“Chapter 15”) of the United States Bankruptcy Code (the “Bankruptcy Code”) to thwart creditor action against the hedge funds’ U.S. based assets (which represent most, if not all, of the hedge fund’s assets) or enjoin litigation initiated in the U.S.

While U.S. bankruptcy judges have, in many instances, recognized filings under Chapter 15 and extended the protections enumerated therein, in a number of decisions coming out of the Chapter 15 cases of various highly publicized offshore hedge funds, including In re SPhinX Ltd., In re Bear Stearns High-Grade Structured Credit Strategies Master Fund, Ltd. and In re Basis Yield Alpha Fund, U.S. bankruptcy judges have made clear that they will not simply “rubber stamp” requests for recognition under Chapter 15, even in the absence of any creditor opposition.  This has been especially true where the facts demonstrated that the hedge fund’s principal nexus or “nerve center” was the United States and where it appeared that the Chapter 15 case was commenced as part of a strategy to frustrate creditors’ rights, whom in the absence of a forum in the United States may have no real avenue for recovering anything on their lost investment.

This paper summarizes Chapter 15 and the major features available to Chapter 15 debtors, and discusses the leading Chapter 15 decisions dealing with offshore hedge funds in order to explain what may have motivated these decisions, the trend that has emanated from such decisions and what future Chapter 15 debtors can expect.

I. OVERVIEW OF CHAPTER 15 OF THE U.S. BANKRUPTCY CODE

The Bankruptcy Code was amended in 2005 pursuant to the enactment of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 and Chapter 15 was introduced.  Chapter 15, which became effective on October 17, 2005, replaced section 304 of the Bankruptcy Code.  Based on the Model Law on Cross-Border Insolvency (the “Model Law”) prepared by the United Nations Commission for International Trade Law (“UNCITRAL”), Chapter 15 enables U.S. bankruptcy judges to assist foreign courts in administering insolvency proceedings pending in those foreign jurisdictions.  As explained in greater detail below, once a foreign proceeding is recognized by a U.S. bankruptcy judge, the bankrupt company and its assets are shielded in the U.S. from lawsuits and other collection efforts, and creditors are to participate in the foreign proceeding in respect to any distributions.

A. Objectives of Chapter 15

In the 1990s, the issue of collaboration among countries in cross-border bankruptcies led to the creation of a working group by the United Nations Commission for International Trade Law based in Vienna.  The working group was comprised of delegates from approximately 30 countries and observers from U.N. member states and international organizations.  The working group drafted the Model Law which was then promulgated at UNCITRAL’s thirtieth Session in May 1997 and approved by resolution of the United Nations General Assembly in December 1997.

The United States’ adoption of the Model Law in Chapter 15 demonstrates a strong commitment to cooperation and universalism.  In particular, Chapter 15 imposes a number of obligations on U.S. bankruptcy judges with respect to international cooperation and explicitly requires such judges to consider how foreign jurisdictions have applied the Model Law.  11 U.S.C. § 1508 (2005).  In addition, the U.S. bankruptcy judges have the obligation to “cooperate to the maximum extent possible with a foreign court or a foreign representative, either directly or through the trustee.”  11 U.S.C. § 1525 (2005).
This is a contrast to the prior Bankruptcy Code’s single section 304 which dealt with international insolvency proceedings.  Section 304 permitted the filing of ancillary cases in U.S. bankruptcy courts by foreign representatives, and the U.S. court determined relief based on “what will best assure an economical and expeditious administration of [the] estate.”  11 U.S.C. § 304(c) (2000), repealed by Bankruptcy Abuse Prevention and Consumer Protection Act § 802(d)(3) (2005).  The key change in 2005, therefore, was that the language contained in section 304 was primarily discretionary – the court “may” choose to grant the specified relief – whereas the language in Chapter 15 is mandatory if the foreign representative meets the prerequisites to recognition.

Chapter 15 has five stated objectives which embrace the intent of the Model Law:  (1) cooperation between U.S. courts and foreign courts; (2) “greater legal certainty for trade and investment”; (3) “fair and efficient administration of cross-border insolvencies that protects the interests of all creditors, and other interested entities, including the debtor”; (4) “protection and maximization of the value of the debtor’s assets”; and (5) “facilitation of the rescue of financially troubled businesses, thereby protecting investment and preserving employment.”  11 U.S.C. § 1501(a) (2005).

The Model Law has also been adopted by other countries around the world, including Eritrea, Japan, South Africa, and Mexico in 2000, Serbia and Montenegro in 2002, and Poland and Romania in 2003.

B. Applicability

Chapter 15 applies to foreign insolvency proceedings that satisfy all of the conditions to recognition by the U.S. courts as discussed in greater detail herein.  The foreign proceeding must be “a collective judicial or administrative proceeding in a foreign country, including an interim proceeding, under a law relating to insolvency or adjustment of debt in which proceeding the assets and affairs of the debtor are subject to control or supervision by a foreign court, for the purpose of reorganization or liquidation.”  11 U.S.C. § 101(23) (2005). 

Furthermore, Chapter 15 applies to a “debtor” which the Bankruptcy Code defines as “an entity that is the subject of a foreign proceeding.”  11 U.S.C. § 1502 (2005).  There is no further requirement on the debtor, allowing Chapter 15 to be applicable to both domestic and foreign hedge funds, as long as such hedge fund has commenced liquidation proceedings abroad.

C. Recognition under Chapter 15
Liquidators for hedge funds seeking to obtain recognition of a foreign proceeding will need to comply with a number of steps.  The relief granted by the U.S. bankruptcy judge will depend on how strong the hedge fund’s connection to the offshore jurisdiction is as demonstrated by the evidence introduced in favor of recognition.
1. Commencement

A Chapter 15 proceeding is commenced when the foreign representative appointed in a foreign proceeding files a “petition for recognition of a foreign proceeding under section 1515.” 11 U.S.C. §§ 1504, 1509, 1515(a) (2005).  In addition, the foreign representative is required to file with the court a notice of change of status with regard to “any substantial change in the status of [the] foreign proceeding or the status of the foreign representative’s appointment” and “any other foreign proceeding regarding the debtor that becomes known to the foreign representative.”  11 U.S.C. § 1518 (2005).

2. Interim Relief

The foreign representative may request the court to grant relief of a provisional nature where relief “is urgently needed to protect the assets of the debtor or the interests of the creditor.” 11 U.S.C. § 1519(a) (2005).  Such relief includes “staying execution against the debtor's assets”; “entrusting the administration or realization of all or part of the debtor's assets located in the United States to the foreign representative or another person authorized by the court, including an examiner, to protect and preserve the value of assets that, by their nature or because of other circumstances, are perishable, susceptible to devaluation or otherwise in jeopardy”; “suspending the right to transfer, encumber or otherwise dispose of any assets of the debtor”; “providing for the examination of witnesses, the taking of evidence or the delivery of information concerning the debtor's assets, affairs, rights, obligations or liabilities”; and “granting any additional relief that may be available to a trustee.”  11 U.S.C. § 1519(a) (2005); 11 U.S.C. §§ 1521(a)(3), (4), (7) (2005).  

Nevertheless, the court can deny relief if such relief would interfere with the administration of a foreign main proceeding (defined below).  11 U.S.C. § 1519(c) (2005).  In addition, the court can not grant relief if such relief would enjoin a police or regulatory act of a governmental unit.  11 U.S.C. § 1519(d) (2005).

3. Order Granting Recognition

The U.S. bankruptcy court can enter an order recognizing a foreign proceeding under Chapter 15 if the three following conditions are met.  The most difficult condition to meet for offshore hedge funds, and the one which the Chapter 15 decisions involving hedge funds have focused on, is the determination that the foreign proceeding is either “main” or “non-main.”

a. Foreign Main or Non-Main Proceeding

The “foreign proceeding for which recognition is sought” must be “a foreign main proceeding or foreign non-main proceeding.”  11 U.S.C. § 1517(a)(1) (2005).  

A foreign main proceeding is “a foreign proceeding pending in the country where the debtor has the center of its main interests.”  11 U.S.C. § 1502(4) (2005).  Chapter 15 does not define center of its main interests (“COMI”) but contains a presumption that “[i]n the absence of evidence to the contrary, the debtor’s registered office, or habitual residence in the case of an individual,” is its COMI.  11 U.S.C. § 1516(c) (2005).

Much of the controversy in decisions involving offshore hedge funds turns on the weight given to this presumption, in particular when interested parties have not objected.  UNCITRAL advises that the COMI “should correspond to the place where the debtor conducts the administration of his interests on a regular basis and is therefore ascertainable by third parties.”  UNCITRAL Legislative Guide on Insolvency Law, 41 ¶ 13 (United Nations 2005), quoting European Council (EC) Regulation No. 1346/2000 (Recital 13) of May 29, 2000; see also The Guide to Enactment of the UNCITRAL Model Law on Cross-Border Insolvency, U.N. Gen. Ass., UNCITRAL 30th Sess. U.N. Doc. A/CN 9/442 (1997).  Additional clarification on when an offshore hedge fund will be deemed to have its COMI abroad has been provided by the U.S. courts, through a fact-specific analysis of each hedge fund’s circumstances.

By contrast, a foreign non-main proceeding is “a foreign proceeding, other than a foreign main proceeding, pending in a country where the debtor has an establishment.”  11 U.S.C. § 1502(5) (2005).  An establishment is defined as “any place of operations where the debtor carries out a nontransitory economic activity.”  11 U.S.C. § 1502(2) (2005).

Thus, it is only if the hedge fund is found by U.S. courts to have its center of main interests or establishment offshore that the proceeding in such offshore jurisdiction will be granted recognition by the U.S. and receive the benefits in the U.S. territory that result from such recognition.  Accordingly, if neither a COMI or establishment can be found abroad, the hedge fund will be unable to benefit from recognition.

b. Foreign Representative

The “foreign representative applying for recognition” must be “a person or body.”  11 U.S.C. § 1517(a)(2) (2005).  This condition is easily satisfied and the foreign representative is usually the joint provisional liquidator appointed in the foreign proceeding.

c. Required Documents

The petition for recognition must be accompanied by a number of documents translated into English.  These include “a certified copy of the decision commencing [the] foreign proceeding and appointing the foreign representative” and “a certificate from the foreign court affirming the existence of such foreign proceeding and of the appointment of the foreign representative.”  11 U.S.C. §§ 1515(b)(1)-(2) (2005).  If these documents are unavailable, the foreign representative can submit other documents which prove the existence of the foreign proceeding and the appointment of the foreign representative.  11 U.S.C. § 1515(b)(3) (2005).  Finally, the foreign representative must submit an English “statement identifying all foreign proceedings with respect to the debtor that are known to the foreign representative.”  11 U.S.C. § 1515(c) (2005).

4. Effect of Recognition

The effect of recognition of the foreign proceeding depends on whether the court finds that the proceeding is pending in a foreign jurisdiction where the hedge fund has the “center of its main interests” – a “main” proceeding – or where the hedge fund simply has an “establishment” – a “non-main” proceeding.

If the court recognizes a foreign proceeding as a foreign “main” proceeding, the foreign representative is entitled to automatic relief in the following respects: (1) automatic stay of actions against the hedge fund, (2) restriction of ability to transfer property absent court approval, and (3) ability to operate the U.S. portion of the hedge fund’s business.  11 U.S.C. § 1520(a) (2005).

In addition, upon recognition of a foreign main proceeding, the effects of a case under another chapter of the Bankruptcy Code are “restricted to the assets of the [hedge fund located] within the territorial jurisdiction of the United States and, to the extent necessary to implement cooperation and coordination [with the foreign court], to other assets of the debtor that are within” the bankruptcy court’s extraterritorial jurisdiction, to the extent not within the jurisdiction of a previously recognized foreign proceeding.  11 U.S.C. § 1528 (2005). 

A “non-main” proceeding is not entitled to automatic relief in the manner described above for foreign “main” proceedings.  Nevertheless, foreign representatives can request, and the court may grant, specific relief, including (1) a suspension by the court of the right to dispose of any assets of the hedge fund; (2) allowing the foreign representative to examine witnesses and assemble information concerning the hedge fund’s “assets, affairs, rights, obligations or liabilities”; and (3) “entrusting the administration or realization of all or part of the [hedge fund’s] assets within the territorial jurisdiction of the United States to the foreign representative.”  11 U.S.C. § 1521 (2005).  To the extent such relief has not already been granted in a foreign main proceeding, such additional relief is also available in a foreign main proceeding upon request.  Id.  Thus, the key difference between foreign “main” and “non-main” proceedings is that foreign “main” proceedings receive automatic relief and benefits while foreign “non-main” proceedings are granted relief by the bankruptcy court on a discretionary basis.  11 U.S.C. §§ 1520-1521 (2005).

In addition, once a court has granted recognition, whether as a “main” or “non-main” proceeding, the foreign representative “has the capacity to sue and be sued in a court in the United States”; “may apply directly to a court in the United States for appropriate relief in that courts”; and can be granted “comity or cooperation” by a court in the United States.  11 U.S.C. § 1509(b) (2005).  

In any event, whether or not the U.S. court grants recognition of the foreign proceeding, the foreign representative is always “subject to applicable nonbankruptcy law.”  11 U.S.C. § 1509(e) (2005).

5. Public Policy Exception

Chapter 15 contains a public policy exception.  This exception allows a U.S. bankruptcy judge to refuse to act in accordance with Chapter 15 if such action “would be manifestly contrary to the public policy of the United States.”  11 U.S.C. § 1506 (2005).  Critics of the universalism contained in Chapter 15 applaud this public policy exception and hope the courts will use it to ensure that U.S. interests are not undermined in solvency proceedings.  

In addition, the U.S. bankruptcy court may modify or terminate recognition if “it is shown that the grounds for granting it were fully or partially lacking or have ceased to exist.”  11 U.S.C. § 1517(d) (2005).  An interested party or the court can raise this exception.  If the exception is not raised, the foreign representative is not required to make a showing that public policy will not be violated. 

6. In Practice

In practice, Chapter 15 applies to an offshore hedge fund in the following manner.  If a hedge fund maintains its headquarters in the Cayman Islands, the hedge fund would commence bankruptcy proceedings in the Cayman Islands.  The appointed liquidator in the Cayman Islands proceeding would then apply for recognition of the foreign proceeding in the United States under Chapter 15.  To determine whether recognition should be granted, the U.S. bankruptcy judge will follow the test for recognition laid out in Chapter 15.  The liquidator in the foreign proceeding will be faced with three different scenarios which will have a significantly diverging impact on the hedge fund’s bankruptcy proceedings.
First, if the bankruptcy court finds that the hedge funds has its COMI in the Cayman Islands, the foreign proceeding will be recognized as a “main” proceeding.  As a result, all litigation and creditor actions in the United States will be automatically stayed and the representative will be granted many of the powers of a U.S. bankruptcy trustee.  All creditors would then be required to pursue their claims in the Cayman Islands proceeding.

Second, if the hedge fund has an establishment but no COMI in the Cayman Islands, it may receive certain powers under Chapter 15, but only if specifically granted by the court.  

Third, if the hedge fund is determined neither to have its COMI nor an establishment in the Cayman Islands, then the bankruptcy judge will not recognize the foreign proceeding, and the liquidator of the hedge fund is only left with the option of commencing a case under chapters 7 or 11 of the Bankruptcy Code, to the extent that the hedge fund is otherwise eligible for relief under chapters 7 or 11.

The following U.S. decisions addressing Chapter 15 recognition of offshore hedge fund bankruptcy proceedings demonstrate which criteria the U.S. courts look at to assess whether or not to grant recognition.

II. SPHINX

In re SPhinX Ltd., et al, 351 B.R. 103 (2006), aff’d 371 B.R. 10 (S.D.N.Y. 2007) (“SPhinX”), which was decided by Judge Drain of the U.S. Bankruptcy Court for the Southern District of New York on August 16, 2006, was one of the first U.S. decisions to discuss recognition of hedge funds’ bankruptcy proceedings abroad.  The decision in SPhinX signaled that offshore hedge funds would not be recognized by U.S. courts if such hedge funds were using Chapter 15 in an improper manner, such as using it to try to avoid a U.S. settlement entered against the hedge fund. 

A. Facts

SPhinX concerned two hedge funds which bought and sold securities and commodities in a manner that tracked certain Standard & Poor’s Hedge Fund Indexes.  Id. at 108.  The SPhinX funds were established as Cayman Islands entities.  However, their hedge fund business was managed by a Delaware corporation located in New York (PlusFunds Group Inc., “PlusFunds”), their trades were executed in New York (through Refco Capital Markets, Ltd., “Refco”), and their corporate administration was conducted by an entity located in New Jersey.  Id. 

Refco paid $312 million to PlusFunds on behalf of SPhinX and, shortly after, entered into chapter 11 proceedings.  Refco obtained a settlement against the SPhinX funds which led investors of SPhinX to commence involuntary winding-up proceedings in the Cayman Islands.  The joint provisional liquidators which were appointed in the proceedings filed Chapter 15 cases in the U.S. and requested that the Refco bankruptcy court postpone the hearing on the settlement.  The Refco bankruptcy court, however, refused the delay and approved the settlement.  This led to the dismissal of the involuntary winding-up proceedings and the withdrawal of the Chapter 15 cases.  Subsequently, another group of SPhinX investors appealed the approval of the settlement and placed the SPhinX funds into a voluntary liquidation in the Cayman Islands.  A second round of petitions for recognition was filed under Chapter 15 seeking recognition of the Cayman Islands winding-up proceeding as a foreign main proceeding, which would allow the application of the automatic stay under section 362.  

The main dispute in SPhinX was whether the proceedings in the Cayman Islands should be recognized as foreign main proceedings or foreign non-main proceedings.  Id. at 117.

B. Decision

Judge Drain of the U.S. bankruptcy court refused to recognize the liquidation proceedings of the SPhinX funds in the Cayman Islands as a foreign “main proceeding.”  In analyzing whether the SPhinX funds had their COMI in the Cayman Islands, the court cited to the legislative history of Chapter 15 to emphasize that “[t]he ultimate burden as to each element [of recognition] is on the foreign representative, although the court is entitled to shift the burden” under section 1516(c) concerning the presumption that the COMI is where SPhinX has its registered office.  Id. at 117 (citing to H.R. Rep. 109-31, pt. 1, 109th Cong. 1st Sess. at 112-113 (2005)).  Accordingly, the court found that the statutory presumption of section 1516(c) can be rebutted “in the event of a serious dispute.”  SPhinX, 351 B.R. at 117.  

Judge Drain emphasized that the Bankruptcy Code did not set forth the type of evidence required to rebut the presumption of COMI but indicated that the following four factors could be relevant to the determination of a debtor’s COMI: the location of (1) “the debtor’s headquarters,” (2) “of those who actually manage the debtor,” (3) “of the debtor’s primary assets,” and (4) “of the majority of the debtor’s creditors” and/or “the jurisdiction whose law would apply to most disputes.”  Id.  In addition, Judge Drain emphasized the need in applying Chapter 15 to protect “the reasonable interests of parties in interest pursuant to fair procedures and the maximization of the debtor’s value.”  Id. at 22.

The court found no U.S. cases involving a dispute over COMI and, therefore, looked to foreign decisions as recommended by Chapter 15.  In particular, the court cited a ruling by the European Court of Justice stating that the presumption of COMI “can be rebutted only if factors which are both objective and ascertainable by third parties enable it to be established that an actual situation exists which is different from that which locating it at that registered office is deemed to reflect.”  Id. at 118 (citing Case C-341/04, Bondi v. Bank of America (In re Eurofood IFSC Ltd.), 2006 E.C.R. I-03813, p. I9, para. 35.) 

Judge Drain held that “important objective factors point to the SPhinX [f]unds’ COMI being located outside of the Cayman Islands.”  SPhinX, 351 B.R. at 119.  In particular, the hedge funds’ business were conducted outside of the Cayman Islands, there were no employees or managers in the Cayman Islands, the hedge funds’ boards did not contain any Cayman Islands residents and never met in the Cayman Islands, and the majority of the hedge funds’ assets, creditors and investors were located outside of the Cayman Islands.  Id. at 119-20.  In addition, the only business done in the Cayman Islands, such as maintaining the corporate minute books in the Cayman Islands, was done to maintain the hedge funds as Cayman Islands companies.  Id. at 119.  

Judge Drain explained that because this was a liquidation (and not a reorganization) and that no parties had filed any objection to such recognition, he would have granted foreign main recognition.  However, Judge Drain held that the primary purpose for the request of recognition of a foreign main proceeding was “improper” because its purpose was to frustrate the Refco legal settlement against the SPhinX hedge funds.  Id. at 121.  Indeed, the consequent automatic stay as a result of recognition of a foreign main proceeding would have frustrated the Refco settlement.

Accordingly, Judge Drain held that the SPhinX hedge funds were involved in a foreign non-main proceeding in the Cayman Islands and not a foreign main proceeding.  In reaching this conclusion, he also noted that another pending proceeding was not needed for a foreign proceeding to be non-main.  Id. at 122.

Finally, Judge Drain held that whether a foreign proceeding is “main” or “non-main” has “limited specified consequences under Chapter 15 (particularly since the chapter gives the bankruptcy court the ability to grant substantially the same types of relief in assistance of foreign non-main proceedings as main proceedings and to condition the foreign representative’s ability to operate the business and dispose of the debtor’s assets under section 1520(a)(3)), and, moreover, recognition itself is subject to review and modification under Bankruptcy Code section 1517(d).”  Id. at 116.

This decision was affirmed on appeal by the Southern District of New York.  Krys v. Official Comm. of Unsecured Creditors of Refco Inc. (In re SPhinX, Ltd.), 371 B.R. 10 (S.D.N.Y. 2007).
C. Implications
The SPhinX decision indicates to hedge funds that recognition under Chapter 15 will not automatically be granted and that U.S. bankruptcy judges will engage in a fact-specific analysis to determine links with the offshore jurisdiction.  The reasoning of the SPhinX court, however, should not be too closely analyzed because the court’s reasoning has been refined in subsequent decisions.

In particular, in SPhinX, the court looked to subjective matters to determine whether a foreign proceeding ought to be recognized as “main” or “non-main” and declined to grant recognition because the underlying purpose of the application had been improper.  In doing so, the court emphasized the flexibility of Chapter 15 in allowing recognition of foreign proceedings.  SPhinX, 351 B.R. at 13-17.  This reasoning has subsequently been modified by the U.S. courts, and it is now clear that under Chapter 15, only objective standards are used to determine whether a foreign proceeding is “main” or “non-main.”  This is in contrast to the subjective standards which were relevant under the former section 304.  Therefore, whether the hedge fund’s foreign proceeding is intended to frustrate a legal settlement in the U.S. or has a similar questionable objective will not be considered by the courts in determining recognition, unless the public policy exception is deemed to be met.

In addition, the SPhinX court found a legislative intent to separate the determination of “recognition” from the determination of eligibility as a foreign main or foreign non-main proceeding.  Indeed, the SPhinX court separated recognition of the SPhinX foreign proceeding from determination of a main or non-main status.  The SPhinX court found that the Cayman Islands proceedings were entitled to recognition without considering whether such proceedings met the requirements of a “non-main” proceeding.  The court rejected recognition as a “main” proceeding, and then granted “non-main” recognition by default, without analyzing whether the funds carried out nontransitory economic activity in the Cayman Islands.  This reasoning too has been clarified by subsequent bankruptcy decisions and hedge funds’ foreign proceedings will not be granted recognition unless main or non-main status is determined.

Judge Drain based his decision in SPhinX on the fact that the hedge fund was trying to avoid a U.S. settlement by using Chapter 15.  This is a contrast to subsequent decisions where bankruptcy judges analyzed in detail whether the hedge fund’s COMI or establishment was in the foreign jurisdiction and if not, recognition was not granted.  One of the reasons for this subsequent shift in thinking after SPhinX can be explained by the increased focus on defaulting hedge funds since 2007 due to the credit crisis.

III. AMERINDO

In re Amerindo Internet Growth Fund Limited, No. 07-10327 (Bankr. S.D.N.Y. March 6, 2007) (“Amerindo”), demonstrated that the presence of certain facts would allow recognition of a liquidation proceeding in the Cayman Islands for offshore hedge funds.

A. Facts

Amerindo was a Cayman Islands hedge fund managed by Amerindo Investment Advisors, Inc., based in San Francisco, California.  In 2005, the U.S. Securities and Exchange Commission filed a complaint against Amerindo alleging securities fraud.  Subsequent to this investigation, Amerindo was placed into foreign insolvency proceedings in the Cayman Islands, and the liquidators for Amerindo filed a Chapter 15 petition seeking recognition of the Cayman Islands insolvency proceeding as a foreign main proceeding.

The foreign liquidators put forth numerous facts in the Chapter 15 petition indicating that Amerindo’s COMI was truly located in the Cayman Islands.  For example, the administrator of the hedge fund, responsible for the day-to-day operations of the hedge fund, was a Cayman Islands company.  The books and records of the hedge fund were maintained and stored in the Cayman Islands, and were audited by a Cayman Islands-based auditing firm.  The only evidence that could lead to a finding that Amerindo’s COMI was not in the Cayman Islands was the fact that the assets of Amerindo, approximately $14 million, were held by Bear Stearns Securities Corporation in New York.

B. Decision

Judge Drain held that Amerindo had its COMI in the Cayman Islands and accordingly recognized the Cayman liquidation of Amerindo as a foreign main proceeding within the meaning of Chapter 15.  Although Judge Drain did not publish written reasons for the decision, there were several factual distinctions between the SPhinX funds and Amerindo.  In particular, the judge must have considered important the following factors:  (1) at all times, the administrator of Amerindo was a Cayman Islands company, (2) Amerindo’s books and records were maintained and stored in the Cayman Islands by the administrator, and (3) Amerindo’s books and records were audited by a Cayman Islands-based auditing firm.  The liquidators were, therefore, able to show a stronger connection with the Cayman Islands than the SPhinX funds, which were merely registered in the Caymans. 

C. Implications
The Amerindo decision demonstrates that an offshore liquidation proceeding can be recognized by U.S. courts as a foreign main proceeding as long as there are certain facts demonstrating a link with the Cayman Islands other than mere registration in the Caymans.

However, at least one U.S. bankruptcy judge has called into question the holding in Amerindo – citing that while such facts may demonstrate that Chapter 15 debtor maintains an “establishment” in the foreign jurisdiction, such factors are not dispositive for COMI purposes.  In re Bear Stearns High-Grade Structured Credit Strategies Master Fund, Ltd., 374 B.R. 122, 131 (2007) (“Bear Stearns”).

IV. BEAR STEARNS

In Bear Stearns, Judge Lifland set forth the limits on hedge funds’ use of Chapter 15.  The Bear Stearns decision reinforced the importance of connections with the offshore jurisdiction in meeting Chapter 15’s eligibility requirements.

A. Facts

Bear Stearns High-Grade Structured Credit Strategies Master Fund, Ltd. and Bear Stearns High-Grade Structured Credit Strategies Enhanced Leverage Master Fund, Ltd. (the “Bear Stearns Funds”) entered into liquidation in the summer of 2007.  The liquidators for the funds filed a petition pursuant to Chapter 15 for entry of orders recognizing the liquidation of the Bear Stearns Funds in the Cayman court as foreign main proceedings pursuant to section 1517 of the Bankruptcy Code.  The Bear Stearns Funds argued that the foreign proceedings were pending in the Cayman Islands which was the COMI for the funds. 

Both Bear Stearns Funds were Cayman Islands exempted limited liability companies with registered offices in the Cayman Islands.  PFPC Inc., a Massachusetts corporation, was the administrator of the funds; the books and records of the funds were maintained and stored in Delaware; Bear Stearns Asset Management Inc., a New York corporation, was the investment manager for the funds; and the assets of the funds were virtually all located in New York.  Deloitte & Touche based in the Cayman Islands had signed the most recent audited financial statements of the funds and investor registers were held in Ireland.  Id. at 124.
B. Decision

Judge Lifland emphasized that although only one party had filed a response or objection to the relief requested, “recognition under section 1517 is not to be rubber stamped by the courts.”  Id. at 126.  Accordingly, the bankruptcy court “must make an independent determination as to whether the foreign proceeding meets the definitional requirements of sections 1502 and 1517 of the Bankruptcy Code.”  Id. 

Judge Lifland rejected the findings in the SPhinX decision and stated that recognition of a foreign proceeding must be either main or non-main.  Thus, a foreign proceeding is not eligible for recognition if such proceeding is not pending in a country where the debtor has its COMI or an establishment.

1. COMI Redefined
Although the location of the registered office is “evidence that is probative of, and that may in the absence of other evidence be accepted as a proxy for, ‘center of main interests’,” such evidence does not shift the burden of proof from the foreign representative.  Id. at 127 (citing In re Tri-Continental Exchange Ltd., 349 B.R. 627, 635 (Bankr. E.D. Cal. 2006)).  In addition, Judge Lifland cited to the legislative history of section 1516(c) to hold that the presumption regarding COMI is included for “speed and convenience of proof where there is no serious controversy.”  Bear Stearns, 374 B.R. at 127-28.   Accordingly, the presumption is to be rejected where there is a distinction between “a corporation’s jurisdiction of incorporation and its real seat.”  Id. at 128. 

Judge Lifland repeated the factors enunciated in SPhinX which would rebut the presumption that the COMI is the debtor’s place of registration or incorporation.  In addition, Judge Lifland cited to the regulation adopting the European Union Convention on Insolvency Proceedings where the COMI concept is defined as “the place where the debtor conducts the administration of his interests on a regular basis and is therefore ascertainable by third parties.”  Id. at 129 (citing Council Reg. (EC) No. 1346/2000, ¶ 13).  Furthermore, the European Court of Justice states that a “‘letterbox company’ not carrying out any business in the territory of the [state] in which its registered office is situated” could overcome the COMI presumption.  Bear Stearns, 374 B.R. at 129; see also Case C-341/04, Bondi v. Bank of America (In re Eurofood IFSC Ltd.), 2006 E.C.R. I-03813, pp. I8-I9.  Finally, Judge Lifland referred to the Guide to the enactment of the UNCITRAL Model Law to emphasize that the COMI presumption can be put into question by the court in addition to any other interested party.  Bear Stearns, 374 B.R. at 129; see also Guide to Enactment of the UNCITRAL Model Law on Cross-Border Insolvency, U.N. Gen. Ass., UNCITRAL 30th Sess., U.N. Doc. A/CN.9/442 (1997).
Judge Lifland held that “[t]he only adhesive connection with the Cayman Islands that the [Bear Stearns] Funds have is the fact that they are registered there” and “[t]he only business done in the Cayman Islands apparently was limited to those steps necessary to maintain the [f]unds in good standing as registered Cayman Islands companies, thus the [f]unds closely approximate” ‘letterbox’ companies.  Bear Stearns, 374 B.R. at 130.  On the contrary, “each of the [f]unds’ real seat and therefore their COMI is the United States, the place where the [f]unds conduct the administration of their interests on a regular basis and is therefore ascertainable by third parties.”  Id.  As a result, Judge Lifland concluded that the presumption that the COMI is the place of the funds’ registered offices has been rebutted.  Id. 

Accordingly, Judge Lifland refused to grant recognition of the foreign proceeding as a main proceeding.  He specifically departed from the dicta in SPhinX that recognition could “have been granted under the sole grounds that no party objected and no other proceeding had been initiated elsewhere” because this holding would “make the recognition process a rubber stamp exercise.”  Id.

2. Establishment Clarified

With regard to the non-main recognition, Judge Lifland emphasized that the requirement is that there be “an ‘establishment’ in the Cayman Islands for the conduct of nontransitory economic activity” and asserted that this would be “a local place of business.”  Id. at 131.  Judge Lifland referred to the Companies Law of the Cayman Islands to hold that the “bar is high” and, that on the facts of the case, “there is no (pertinent) nontransitory economic activity conducted locally in the Cayman Islands by the [Bear Stearns] Funds; only those activities necessary to their “offshore” business.”  Id.  In addition, Judge Lifland emphasized that the cash account funds of over $15 million migrated to the Cayman Islands only after the proceedings were initiated.  Id.

3. Other Possible Remedies

Although Judge Lifland denied the motion for recognition of the cases under Chapter 15, he emphasized that recognition of the foreign proceedings is not the only remedy for the petitioners under U.S. law.  “[S]ection 303(b)(4) of the Bankruptcy Code specifically provides that an involuntary case may be commenced under chapter 7 or 11 of the Bankruptcy Code by a foreign representative of the estate in a foreign proceeding so that a foreign representative is not left remediless upon nonrecognition.”  Id. at 132.  In addition, failure of recognition of a foreign proceeding does not impact the application of section 303(b)(4) and does not affect any right to sue in a court in the United States to collect or recover a claim which is the property of the debtor.  Id. at 133.

For this reason, Judge Lifland left in place the preliminary injunction order for a period of 30 days so that the parties could file a petition for relief under chapters 7 or 11 of the Bankruptcy Code. 

C. Implications

The Bear Stearns decision confirms that U.S. bankruptcy judges will only recognize foreign proceedings under Chapter 15 and cooperate with bankruptcy courts in foreign jurisdictions when hedge funds have sufficient connections with the foreign jurisdictions.  In addition, the Bear Stearns decision highlights that each request for recognition is a fact-based inquiry whereby the foreign liquidator must satisfy its burden that the threshold requirements of Chapter 15 are met.  Indeed, U.S. courts will not rubber stamp Chapter 15 recognition requests, even if the recognition has not been objected to.

Judge Lifland’s thorough explanation provides guidance for offshore hedge funds considering Chapter 15 relief.  Sufficient connections in the foreign jurisdiction are crucial for recognition of a foreign proceeding, whether as a main or non-main proceeding.  In addition, the facts that existed on the date of filing are key and post-petition activity, including movement of funds, will not be taken into account by the court.  Business activities that take place outside of the Cayman Islands will, however, be taken into account.  Therefore, Judge Lifland’s holding clearly indicates to hedge funds that a foreign proceeding will not be recognized if its sole purpose is to thwart liquidation proceedings within the United States.  The foreign proceeding will only be recognized if the hedge fund demonstrates that it meets a set of objective criteria for recognition.

The District Court for the Southern District of New York affirmed the Bankruptcy Court’s decision.  Opinion of U.S. District Court Judge Robert W. Sweet signed on May 22, 2008, relating to Notice of Appeal of Judge Lifland’s Decision and Order denying the Foreign Representatives’ request for recognition of Bear Stearns’ liquidation proceeding in the Cayman Islands. Modified on May 27, 2008.
V. BASIS YIELD

In re Basis High Yield Alpha Fund, 381 B.R. 37 (2008), No. 07-12762 (Bankr. S.D.N.Y. 2007) (“Basis Yield”), Judge Gerber further demonstrated the importance of a fact-based inquiry under Chapter 15.

A. Facts

Basis Yield was the master fund in a master-feeder structure.  Mem. of Law at 1-4, In re Basis High Yield Alpha Fund, (Bankr. S.D.N.Y. 2007) (No. 07-12762).  Following the sub-prime lending defaults in June 2007, Basis Yield filed a petition for winding-up its business in the Cayman Islands and applied for the appointment of a foreign representative to act as its liquidator.  Id.  The liquidators filed a petition for relief under Chapter 15, noting that Basis Yield’s registered office was in the Cayman Islands and was, therefore, entitled to the presumption that Basis Yield’s COMI is in the Cayman Islands.  Id. 

Furthermore, the liquidators emphasized that Basis Yield had significant contacts with the Cayman Islands.  In particular, Basis Yield’s direct investors (feeder funds Basis Yield Alpha Fund (“BYAF”) and Basis Yield Alpha Fund (US) (“BAYAF (US)”) were Cayman Islands entities; Basis Yield “regularly enter[ed] into multi-million dollar transactions with BYAF”; and both of Alpha Fund’s “feeder funds [were] registered mutual funds regulated by the Cayman Islands Monetary Fund.”  Mem. of Law at 12, In re Basis High Yield Alpha Fund, (Bankr. S.D.N.Y. 2007) (No. 07-12762).  In addition, ten percent of the investors in the feeder funds were located in the Cayman Islands; Basis Yield’s administrator, auditors and attorneys were located in the Cayman Islands and their employees were Cayman Islands residents; Basis Yield’s cash assets were principally located in the Cayman Islands; and Basis Yield and one of its feeder fund’s investor registers were located in the Cayman Islands.  Id. at 12-13.

B. Decision

No objections to the requested relief were made.  Nevertheless, Judge Gerber denied Chapter 15 relief to Basis Yield due to lack of sufficient evidence to convince the court that Basis Yield’s COMI was in the Cayman Islands.  The liquidators were asked to provide detailed information about Basis Yield, including information relating to Basis Yield’s assets, creditors and employees; the number and location of Basis Yield’s equity investors; and the relative percentages of the applicable equity that investors in each locale held.  Order Re Upcoming Hearing on Motion for Recognition, In re Basis Yield Alpha Fund (Master), No. 07-12762 (Bankr. S.D.N.Y., September 12, 2007).

In response, the liquidators refused to provide the information requested and filed a motion for summary judgment arguing that in the absence of any objection or contrary facts presented, as a matter of law, Basis Yield was entitled to recognition in the Cayman Islands.  The liquidators relied on the presumption that a petitioning debtor's COMI was based on the location of its registered office and that no objection had been filed.  Judge Gerber, however, relying on Judge Lifland’s analysis in the Bear Stearns decision, held that an independent determination by the court was required under section 1517.  Judge Gerber concluded that because Basis Yield was an “exempted company” under section 193 of the Caymans Companies Law, the company’s principal place of business was outside the Cayman Islands.  He held that this alone was sufficient to counter the presumption of Basis Yield’s COMI and to require the submission of the type of evidence that the court had requested.  Judge Gerber emphasized that the liquidators “conspicuous failure to try to establish, or even plead, facts supporting the existence of a main proceeding, even after … the [c]ourt's own questions in this regard, makes any reasonable observer wonder why.”  Decision and Order on Motion for Summary Judgment Seeking Recognition as Foreign Main Proceeding, In re Basis Yield Alpha Fund (Master), No. 07-12762 (Bankr. S.D.N.Y., January 16, 2008).

Instead of agreeing to provide the information requested, the liquidators moved to dismiss the Chapter 15 petition.  Order by Judge Robert Gerber, In re Basis Yield Alpha Fund (Master), No. 07-12762 (Bankr. S.D.N.Y., April 30, 2008). 

C. Implications

Following Basis Yield, it will be difficult for a hedge fund that is an “exempted company” under section 193 to benefit from the COMI presumption in Chapter 15.  Activities that the hedge fund conducts in the Cayman Islands will be viewed as conducted only in furtherance of its status as an exempted company, and, therefore, the hedge fund will have a stronger burden of proof to demonstrate that its COMI is in the Cayman Islands.

Furthermore, such “exempted company” hedge funds could be subject to information requests by the court that the hedge fund may not wish to disclose.  Such information, once it becomes part of the court’s records, becomes public information.  Before commencing a Chapter 15 filing, offshore hedge funds seeking Chapter 15 recognition in the United States should assess whether they are able to provide all of the information the court may request, including information relating to such hedge fund’s equity investors.  Judge Gerber reinforced Judge Lifland’s finding in Bear Stearns by reiterating that hedge funds cannot escape liability in the United States if its key connections are with the United States and not with a foreign jurisdiction.

VI. BLUEPOINT

The most recent decision providing additional guidance on the factors a court will consider to evaluate connections with an offshore jurisdiction concerns Wachovia Corporation’s Bermuda-based financial guaranty reinsurer, BluePoint Re Ltd.  In re BluePoint Re Ltd., No. 08-13169 (Bankr. S.D.N.Y. Sept. 29, 2008) (“BluePoint”). 

A. Facts

BluePoint filed for bankruptcy protection in Bermuda on August 7, 2008, citing defaults on mortgage-related products, and sought to have those court proceedings recognized in the United States as a foreign main proceeding.  The liquidator stressed that BluePoint’s registered office was located in Bermuda and, therefore, that in the absence of evidence to the contrary, Bermuda should be deemed to be BluePoint’s COMI.  

Furthermore, the liquidator argued that the facts supported a finding that BluePoint’s COMI is in Bermuda.  In particular, BluePoint is incorporated in Bermuda as an exempted company, BluePoint’s principal place of business is in Bermuda, BluePoint operates its business in offices located in Bermuda, and BluePoint’s chief financial officer and other key employees worked out of BluePoint’s offices in Bermuda.  Mem. of law at 8-9, In re BluePoint Re Ltd., (Bankr. S.D.N.Y. Sept. 29, 2008) (No. 08-13169).  Therefore, the liquidator argued that all of BluePoint’s business was conducted from Bermuda and that Bermuda is “ascertainable by third parties” as BluePoint’s COMI.  Mem. of Law in Supp. of (1) Verified Petition under Chapter 15 for Recognition of a Foreign Main Proceeding and (2) App. for Order to Show Cause (with Temp. Restraining Order) and Prelim. Inj. at 9, In re BluePoint Re Ltd., (Bankr. S.D.N.Y. 2008) (No. 08-13169).

In addition, the liquidator emphasized that the relief requested was consistent with the objectives of Chapter 15 as it would foster cooperation between Bermuda and U.S. courts, it would promote the fair and efficient administration of a cross-border procedure, and the relief requested would protect BluePoint’s assets.  Mem. of Law at 12-13, In re BluePoint Re Ltd., (Bankr. S.D.N.Y. Sept. 29, 2008) (No. 08-13169).

B. Decision

The U.S. bankruptcy court held that the liquidator had demonstrated that BluePoint is subject to a foreign main proceeding and, therefore, recognized BluePoint’s foreign proceeding pursuant to section 1517 of the Bankruptcy Code. Id. at 3-4.  Like the Amerindo decision, Judge Gerber did not emphasize which factors had enabled him to reach this decision.  Nevertheless, the location of the business and key employees appear to have been crucial in this determination.

C. Implications

The BluePoint decision reinforces the need for connections with the country in which the foreign proceeding is commenced for such proceeding to be recognized by U.S. courts.  In particular, key facts will be whether the hedge fund operates its business in offices located offshore and whether key employees of the hedge funds work out of the offshore offices.  In short, the judge will look at which country will be “ascertainable by third parties” as the hedge fund’s COMI.  BluePoint reinforces the positions taken by the U.S. courts in Bear Stearns and Basis Yield that an offshore liquidation will only be recognized if the bankrupt hedge fund has sufficient connections with such offshore jurisdiction.

VII. CONCLUSION

Continuing financial market volatility suggests that there will be ongoing hedge fund failures and, therefore, that offshore hedge funds will likely need to continue to seek the assistance of U.S. courts.  The U.S. cases that apply Chapter 15 demonstrate that U.S. bankruptcy courts will provide assistance to those hedge funds that demonstrate sufficient connections with the offshore jurisdiction where liquidation proceedings have commenced.  If, however, the hedge fund is in fact a U.S. hedge fund registered offshore, then U.S. judges will not recognize the foreign liquidation proceeding, implying that the liquidation should initially have been filed in the U.S. 

In order to assess whether U.S. judges will recognize a foreign proceeding as a “main” proceeding, hedge funds should consider the location of the following elements: (1) the hedge fund’s headquarters, (2) administrator and key employees, (3) primary assets, (4) creditors, (5) books and records, (6) auditing firm, and (7) the jurisdiction whose law would apply to most the disputes.  All of these factors demonstrate where the hedge fund conducts the administration of its interests on a regular basis that is ascertainable by third parties.  The key for recognition is that the hedge fund have supplementary links with the offshore jurisdiction, rather than the offshore jurisdiction merely being the hedge fund’s site of incorporation.

If the hedge fund does not have significant ties with the offshore jurisdiction, it may be able to demonstrate the existence of an establishment offshore, where nontransitory economic activity is conducted.  

If none of these factors are present, a filing under chapter 7 or 11 remain an option assuming that such hedge fund would be eligible to commence a case under chapters 7 or 11.

When deciding whether to commence insolvency proceedings abroad, hedge funds should consider the purpose of such proceedings.  Although it is now well established that U.S. courts look to objective factors in deciding whether to grant recognition, Chapter 15 allows a court to refuse recognition if it would be “manifestly contrary” to the public policy of the country in which recognition is sought.  Thus, if hedge funds seek recognition for an improper purpose, this could be viewed by the courts as violating fundamental U.S. public policy which would in turn prevent the foreign representative from obtaining comity or cooperation from the U.S. courts.
Another relevant factor in the decision of where to commence liquidation proceedings and whether to file for Chapter 15 recognition is the extent to which hedge funds will be comfortable revealing confidential information about their operations.  Offshore hedge funds should prepare themselves to submit evidence about both offshore and U.S. contacts to U.S. courts.  Although ultimately the amount of information required will depend on the judge, precedents of the extensive information required by the court to make a decision on recognition include information regarding a hedge fund’s investors, holdings strategies, and trading strategies.  This could well persuade a hedge fund not to commence Chapter 15 proceedings.

In conclusion, it is helpful for hedge fund applying for recognition to consider the context of Chapter 15 and the underlying reasoning driving these U.S. decisions.  The adoption of Chapter 15 signals an unprecedented step in the United States towards the adoption of universalism in U.S. bankruptcy law by requiring U.S. courts to defer to the jurisdiction of a foreign bankruptcy proceeding under certain circumstances.  However, with the increased focus on failed hedge funds as a result of the credit crisis, one line of reasoning among U.S. bankruptcy courts hearing the issue of failed hedge funds seeking relief under Chapter 15 is that universalism should be adopted only when such adoption is justified, and that universalism will be rejected in favor of territorialism when the facts presented demonstrate that U.S. law should apply to the cross border insolvency in light of the numerous links with the United States.

The advantage of the position U.S. courts have taken is that investors and creditors in hedge funds which are viewed as American will be protected from a foreign law applying to the fund’s liquidation.  On the other hand, one can argue that sophisticated investors knowingly conducted business with hedge funds incorporated offshore and, thereby, accepted the consequences of the application of the laws of the offshore jurisdiction.  In any event, the Chapter 15 decisions reflect this broader debate on hedge fund regulation and universalism which U.S. bankruptcy judges are taking a position on when deciding whether or not to grant recognition of offshore insolvency proceedings.  In sum, U.S. courts have decided that hedge funds that are essentially U.S. hedge funds with U.S. investors, which for tax and transparency reasons are registered offshore, will not be able to avoid the burden of a full-blown U.S. liquidation process.  At least, this is the position taken by Judges Lifland and Gerber, and will likely be the position taken in the future given the continued issues hedge funds are likely to face. 
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