INSOLVENCY AND CORPORATE REHABILITATION IN ISRAEL
- TOWARDS A NEW ERA

The enactment of a new and modern insolvency law coupled with the
implications of the coronavirus crisis, could lead to a material change
in the way insolvency proceedings are conducted in Israel.
The State of Israel is on the verge of a revolution with respect to
insolvency and economic rehabilitation proceedings. In September
2019, the new law came into effect - the Insolvency and Economic
Rehabilitation Law, 5778-2018 - which regulates the area of
insolvency in an advanced and modern way, seeking to conform with
the current economic and business reality.
The Law (and the regulations to be promulgated thereunder) assumes
that repayment default risk is an inseparable part of using credit,
and therefore the legislative-legal treatment of insolvency must be
integrated within the field of credit, in its broadest sense. In this
context, insolvency law should create certainty for players in the
business market, reflect society’s values, and be suitable for modern
economic reality.
By recognising that events of default are an integral part of the
credit “life cycle”, it shall be possible to lay aside the general
reproach customarily attributed to debtors that defaulted on their
obligations. As a result, the sentiment towards the debtor - whether
individual or corporate - and the manner in which insolvency
proceedings are conducted, shall place an emphasis on the degree of
economic expectation that could derive from its continued activity
and economic rehabilitation, and not on punitive or “educational”
considerations.
Indeed, Israeli law presents an approach that prefers and promotes
economic rehabilitation over corporate liquidation and dissolution,
and for such purpose, it defined a series of rules and provisions
meant to create a climate as favourable as possible for corporate
rehabilitation. Among others, the Law sets forth clear conditions
for formulating debt settlements (the “Israeli” Chapter 11 or prepack), including provisions incentivising corporations to initiate
rehabilitation proceedings in advance. In addition, legal tools
have been made available to companies and managers for dealing
with the need to procure new credit in the course of rehabilitation,
comprehensive stay of proceedings for contending with litigation and
collection proceedings, provisions that allow preserving or waiving
contracts the corporation is bound by, and more.
The coronavirus crisis broke out soon after the new Law took
effect and led to a dramatic increase in the number of insolvency
proceedings being conducted in Israel. According to official
estimates, in 2020 there was an increase of approximately 40%
compared to 2019. The coronavirus crisis and influx of collapsing
businesses as result thereof, increased the need for efficient
management of insolvency proceedings and for finding creative and
effective solutions for businesses in distress.
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Overview - Insolvency Proceedings in Israel
There are three tracks for corporate insolvency proceedings in Israel
- a voluntary creditors’ arrangement track, an economic rehabilitation
track while continuing operations, and a liquidation track. In
total, approximately 1,000 companies are involved in insolvency
proceedings on average per year, in the various tracks, the vast
majority of them in the liquidation track.
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In the liquidation track, the proceeding is designed to maximise the
consideration to be received by the creditors, by way of realising
assets and exhausting the rights of the company in liquidation. The
law sets forth preferences for debt repayment, while secured creditors
come first, followed by creditors of preferred debts - primarily
certain employee rights and certain tax liabilities, and then followed
by the general debts. In this track the court appoints a functionary
(trustee), who has all the necessary powers to conduct the liquidation
proceeding. Management’s powers are suspended, and the interests
of the shareholders are relinquished and in practice suspended, until
all of the debts have been repaid.
The economic rehabilitation track while continuing operations has
a different purpose than the liquidation track. The purpose of this
track is to deal with the difficulties encountered by the corporation
and formulating a business recovery plan addressing the difficulties
- through raising additional credit, business focusing, streamlining,
reduction or redistribution of the debts, and more. Rehabilitation
proceedings are initiated with an order for stay of proceedings, and
with the appointment of a trustee chosen by the court. The trustee
acts in cooperation with the company’s management in formulating a
recovery plan and presents it to the creditors. The creditors convene
according to classes in order to vote with respect to the proposed
recovery plan. The required majority for purpose of approving the
plan is a majority of voting creditors, who represent at least 75%
of the value of the debts of the specific class. Such a majority is
required for each class separately. Insofar as the creditors approve
the plan, it is submitted to the court for approval, and thereafter the
plan is implemented by the company’s original organs, and with the
trustee’s assistance.

The voluntary creditors arrangement track is used for arrangements
formulated outside the court, in negotiations between the company
and its creditors, while the court is approached only for convening
a meeting of the creditors and approving the arrangement so that it
shall bind all the creditors. In this track, which is a kind of prepack, no order for stay of proceedings is issued, and no trustee is
appointed, meaning the control over the proceeding and the company
remains in the hands of its competent organs. Nevertheless, the
absence of a stay of proceedings makes it difficult to use this track if
the company is involved in legal proceedings or if various collection
proceedings are being conducted against it (a bill is currently being
finalised to allow a stay of proceedings in this track as well). The
required majority for purpose of approving a creditors arrangement
in this track is identical to the majority required for approving an
economic rehabilitation plan, as described earlier with respect to
the rehabilitation track while continuing operations. It is noted that
Israeli law recognises the possibility of a cramdown on objecting
classes of creditors, under certain conditions, both in this track and in
the rehabilitation track.

International Insolvency Proceedings
In modern times and in the era of multinational corporations, there
is great importance in principally and legally regulating cross-border
insolvency proceedings. It is commonplace for a certain corporation
has tangible assets in one country, intellectual property rights in
another country, and business activity in a series of additional
countries. When a corporation of this kind encounters insolvency
proceedings, questions arise with respect to the proper forum for
conducting the proceeding, the relevant substantive law that should
apply to the case, the status of creditors in each country, concern
of concealing property, the powers of the functionary appointed to
conduct the proceeding and the manner of exercising such powers,
and more.
There were a number of cases in Israel in recent years where foreign
public companies, which are traded on various stock exchanges all
over the world and which have assets in different countries, issued
bonds in Israel. Some of these companies encountered difficulties
and even insolvency, and legal proceedings in their cases required
reference to international law. In addition, according to Tel-Aviv
Stock Exchange (TASE) data, more than 60 companies are listed
for dual trading, both on TASE and on one of the large international
stock exchanges - NYSE, NASDAQ, London SE, HKEX and more.
So far, issues relating to international insolvency were regulated by
the courts, on a case to case basis. Nevertheless, as the global aspects
of the Israeli economy expanded, it became necessary for legal
regulation of international issues in the area of trade and business,
including in the area of insolvency. When the Law was enacted, the
Israeli legislator chose to adopt the model that was outlined by the
UNCITRAL Model Law on Cross-Border Insolvency. This model
was adopted by many countries around the world, and it became a
well-known and accepted international standard. By its adoption in
Israel, the Israeli legislator wanted to create certainty and uniformity
with respect to the potential proceedings, in order to bring about
an efficient and fair distribution of the assets of debtor companies
between their creditors, and to encourage international investments
in Israel.

According to this model, insolvency proceedings initiated outside
Israel shall also be honoured (according to a motion to be filed) by
the Israeli courts, and the foreign functionary that was appointed
shall have direct access to the Israeli court and to the relevant
Israeli authorities. The chapter discussing international insolvency
proceedings in Israeli law grants powers and standing to the foreign
functionary that was appointed in the framework of the insolvency
proceeding initiated outside Israel, makes the standing of foreign
creditors equal to that of Israeli creditors, and allows various reliefs
and temporary reliefs to be granted (including stay of proceedings,
realising assets, and more).

Change to the Standing of Creditors
An important novelty in the Israeli insolvency law, which could also
be of significance for international creditors, relates to the standing
of secured creditors. In the past, secured creditors were completely
independent with respect to realising collateral or securities,
and they were not even required to take part in the collective
proceeding. Today matters are different. A secured creditor is
required to participate in the insolvency proceeding as any creditor,
and certain restrictions are even imposed on it with respect to its
ability to recover from security available to it. When a corporation
enters insolvency proceedings and an order is granted to continue
operations in order to formulate an economic rehabilitation plan, the
secured creditor may be precluded from materialising security that
was provided for purpose of repaying the debt towards it, upon the
fulfilment of two conditions: (1) The charged asset is required in
order to operate the corporation and its economic rehabilitation; (2)
the creditor was given “adequate protection” which protects it in the
sense that its economic condition shall not be prejudiced compared
to its condition before the order was granted to continue operating
the corporation. Such adequate protection may be different security,
or a financial deposit. The idea behind such provisions is twofold
- first, from the company’s point of view, the desire is to create
optimal conditions for economic rehabilitation, and it is clear that
when secured creditors act independently it makes it more difficult
for corporations to operate, and in practice prevents rehabilitation.
Second, from the creditors’ point of view, it is clear that the strength
of security cannot be significantly harmed, and that such harm may
be expressed through an increase in the costs of credit, and through
reduced business activity. Therefore, it is necessary to balance
the support of the secured creditor to the economic rehabilitation
process with its protection. The idea of “adequate protection” is
designed precisely for this. The legislator set forth that in order to
allow reduced independence of the secured creditor in conducting
proceedings for materialising its security, it must be guaranteed that
the scope of protection granted to it by the security is not impaired,
and the delay in repaying the debt shall involve compensation in the
form of a financial source or other security, which shall suspend the
creditor’s standing with respect to the ratio between the debt and
the value of security. It is clarified that this mechanism only exists
in cases where the court shall issue an order to continue operating
the corporation for purpose of economic rehabilitation, and for a
time period not to exceed 9 months (subject to exceptions). In case
of corporate liquidation, failed recovery procedures, or a creditors

arrangement, the secured creditor shall not be restricted from taking
independent action to recover its debt from the security it was
provided.
Growing international characteristics of the global economy in
general, and of the Israeli economy in particular, require legal
adjustment and expertise also with respect to international aspects
of insolvency proceedings. Israeli law took a significant step
forward towards adjusting to the global economic reality, and in
fact recently underwent a real revolution with the introduction of a
new and comprehensive law. There is no doubt that the future will
provide opportunities for implementing and examining the new
arrangements, and their suitability for the economic challenges to be
expected by many corporations around the world.
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