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IN 2014, KAZAKHSTAN ADOPTED A NEW BANKRUPTCY LAW!,
which included a rehabilitation procedure (i.e. a procedure
which allows a company to restructure its debts with court
protection). The Government has long been trying to provide
insolvency proceedings as an alternative to straightforward
bankruptcy. Rehabilitation has existed since 1997; however,
until 2012, it was vaguely described as a procedure to be con-
ducted, mainly, by a rehabilitation manager under the super-
vision of an authorized state body with limited involvement
from creditors and courts. In 2012, the amendments to the
then-current bankruptcy law introduced rehabilitation in its
substantially current form—with court hearings on whether to
start rehabilitation, a separate court approval of a rehabilitation
plan, greater creditor control over all stages of the procedure,
the right to keep pre-rehabilitation management and other
novelties. The 2014 bankruptcy law, among other things,
introduced a number of rules applicable to all insolvency
procedures—including rehabilitation—and included enhanced
responsibility of management and shareholders for wrong-
doings, limitation of rights of affiliated creditors, a separate
priority line for penalties and indemnities, etc.
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In 2014-2015, a significant oil price downturn resulted in a
devaluation of the Tenge, Kazakhstan’s currency, against the
US Dollar (more than 2.5 times) and a decrease in the growth
rate of Kazakhstan’s economy, which is expected to be at 1.2%
in 2015, relative to 4.3% in 2014.2 In August 2015, the National
Bank of Kazakhstan stopped supporting the Tenge and started
targeting inflation. Small and mid-size companies in the oil and
gas sector and companies in other sectors having substantial
hard currency indebtedness were mostly hit. We have seen
such companies use rehabilitation proceedings in an attempt
to cure their financial affairs and avoid bankruptcy. Although
up-to-date data is not available yet, there were 22 court
decisions on rehabilitation in 2014 and ten court decisions on
rehabilitation within only the first two months of 2015.3

Whatis Rehabilitation?

In Kazakhstan, bankruptcy results in the liquidation of a
company; the rehabilitation procedure, however, is intended
to enable debtors to pay their debts and avoid liquidation on
the basis of a rehabilitation plan approved by the creditors

30

CLEARY GOTTLIEB




EMERGING MARKETS RESTRUCTURING JOURNAL

ISSUE NO. 1 — SPRING 2016

and ratified by court. Both bankruptcy and rehabilitation are
initiated through a judicial procedure.

Only commercial entities and entities that do not benefit from
state support measures may be brought under rehabilitation.
There are also specific provisions for rehabilitation of natural
monopolies and entities having a dominant position in the
market as well as certain other companies, however, such
provisions are not the subject of this article.

Rehabilitation Benefits

First, rehabilitation protects the debtor from claims of credi-

tors for the period of rehabilitation. This enables the debtor to
approach all creditors at once and negotiate a comprehensive

restructuring.

Second, the rehabilitation plan may provide for the extension
and/or straight discounting of monetary obligations of the
debtor. The plan may also provide for debt or equity invest-
ments from third parties (including the creditors) and other

measures. Rehabilitation may last for up to five years, with a
possible extension for up to six months.

Third, normally, upon approval of the rehabilitation plan,

the court appoints a rehabilitation manager who undertakes
day-to-day management of the debtor. However, if the debtor
so requests and the creditors approve, the court may allow the
company's officers to perform the management functions of
the rehabilitation manager.

Rehabilitation Test

From the text of the law and court practice,*in order for a
debtor to commence rehabilitation it must prove two facts to
the court:

— itsinsolvency and/or inability to fulfill financial obligations
coming due within the next 12 months; and

— its ability to restore its solvency.

A debtor is considered insolvent if any of the following condi-
tions is met:

— certain payment obligations’ are not fulfilled within three
months after their due date, provided their amount is not less
than 100 times the monthly calculation index (MCI) (one
MCIis equal to KZT 2,121 or, as of 21 January, 2015, around
US$5.50); or

— tax obligations of the debtor are not fulfilled within four
months after their due date, provided their amount is not less
than 150 MCI; or

— obligations to other creditors are not fulfilled within three
months after their due date, provided their amount is not less
than 1,000 MCI.

Generally, the court looks at the assets and liabilities of the
debtor, including immediately available cash, fixed assets,
assets that are pledged and/or under arrest, outstanding court
and arbitral decisions, contingent liabilities (wWhether financial
or otherwise) when considering whether the debtor is truly
insolvent and indeed meets the criteria listed above or whether
itis not able to pay its debts within the next 12 months.

Establishing the “ability to restore its solvency” could be more
complex, as neither the law nor existing practice give sufficient
guidance on what exactly this means and how such ability can
be proven.

Continued »
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Rehabilitation Timeline and Protection

There are four key dates in rehabilitation:

The date when the court has accepted an application for rehabilitation (whether from the debtor or
from a debtor’s creditor). From that date:

Initiation of Debtor may not undertake operations outside ordinary business activity without the approval of a

rehabilitation temporary manager/administrator.

proceedings Execution of outstanding court or arbitral decisions is postponed and no execution may be levied on the
debtor's assets.

All claims of creditors may be filed only as part of rehabilitation procedure.
Shares in the debtor may not be alienated.

If the court considers the conditions required for the rehabilitation test to have been met, itissues a
decision commencing the rehabilitation.

Once such decision is issued, penalties and interest on any outstanding debt stop to accrue.

Court Decision The court appoints a temporary administrator (a qualified individual registered with state authorities as

to start eligible to act as such) to form a register of creditors.

rehabilitation The register must be compiled within 2 months

Claims by the creditors must be brought to the attention of the temporary administrator within 1 month
from the date of public announcement of rehabilitation.

Within 3 months of the court decision commencing the rehabilitation, a rehabilitation plan must be
developed and approved by the creditors’ meeting.

At the meeting all creditors included in the list of creditors except for creditors that are affiliated with the
debtor (including direct and indirect holders of 10% or more of the debtor's shares) may vote on a “one
tenge - one vote" basis.

Approval of
arehabilitation
plan

Upon the court's approval of the rehabilitation plan, the rehabilitation starts and the plan becomes binding
on the debtor and its creditors. By the same decision the court approves the duration of the rehabilitation
and appoints a rehabilitation manager (a qualified individual registered with state authorities as eligible to
act as such) to run the debtor.

If the debtor so requests and the creditors approve, the court may allow the company's officers and
shareholders to continue performing day-to-day management of the debtor during the rehabilitation.

On the basis of a decision of the creditors’ meeting, the rehabilitation manager applies to the court to
terminate the rehabilitation by reason of either achieving the purpose (to restore solvency) or an
inability to achieve the purpose.

Shareholders and/or creditors may also apply for termination in case of wrong-doing by the debtor
(non-fulfilment of payment terms of the plan for more than 3 months or other damage to the interests

L of shareholders or creditors).
Termination of

rehabilitation In case the rehabilitation manager applies for termination of rehabilitation because it has achieved its

purpose, the court terminates the rehabilitation and the debtor is restored as a solvent entity with no
limitations.

In all other cases, upon termination of the rehabilitation, the court simultaneously initiates bankruptcy
proceedings.
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Waterfall Structure in Rehabilitation

Damages relating to individual health
and casualty

Alimony payment

Wages and employment compensation

Deductions to the social security fund

Mandatory pension contributions

Remuneration under copyright agreements

Taxes incurred prior to
start of rehabilitation

Penalties and indemnities

Treatment of Creditors

Below are several considerations relevant to the treatment of
creditors during a rehabilitation process.

Claims Subject to Restructuring

The claims included into the register of creditors® and,
thereafter, included into the rehabilitation plan are paid not in
accordance with their contractual terms, but rather in accor-
dance with the terms of the plan.

The law provides for five levels of priority of payments during
rehabilitation. Claims of a given level are paid after full satis-
faction of the claims of the preceding level.

Ahead of and outside of the rehabilitation payments—admin-
istrative and court expenses and taxes incurred in tax periods
after the start of rehabilitation;

Claims outside restructuring

Once the rehabilitation plan is approved, the debtor should first
make, among other things, certain payments, such as alimony
payments and damage to the health of an individual, salaries
and salary related taxes and claims that “became due” (note
our comment in the Section Claims Outside Restructuring
below) after the approval.

Making a claim

Only monetary liabilities that (i) are known at the moment of

bringing a claim and (ii) are actually claimed may be included
into the register of creditors. For example, if there is a service

Secured claims

Unsecured claims

Claims of founders (participants’) of the debtor
are not included into the register of creditors and
are paid only after all other claims are satisfied.

contract, which was partially fulfilled, only indebtedness for
the services already delivered may be included into the register.
By way of additional example, a creditor having a claim has a
choice whether to submit such claim to the temporary admin-
istrator or not. In the latter case the claim will not be included
into the register and will unlikely be paid during the rehabil-
itation as there is a moratorium on enforcement of claims.
However, if a claim is not included in the register and, thus, the
rehabilitation, then, subject to the statute of limitations and
any other specific terms of the claim, such claim can be brought
after the completion of rehabilitation.

Acceleration

There is substantial ambiguity on the treatment of liabilities
with different maturities, for example, repayment of loans in
installments or repayment of trade indebtedness that are not
matured during rehabilitation. As for bank loans, most of them
provide for automatic acceleration in the event of insolvency or
substantial deterioration of a financial state of a debtor. It may
sound logical that debts not having similar automatic acceler-
ation provisions should be treated differently. Market practice,
however, ignores contractual schedules of payments and allows
a creditor to demand the debtor to include the whole outstand-
ing amount into the register of creditors (provided that the
amounts are known at the moment of registering the claim)
even if such schedule is longer than the term of rehabilitation.

Operational and Legal Challenges

Rehabilitation is not a straightforward process, and a debtor
may face significant pitfalls on the way to an effective
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rehabilitation. The main problems appear to be inconsistent
court practice and a lack of developed legislation. Below

are examples of some issues we have seen in rehabilitation
practice.

= Establishing insolvency: From a plain reading of the law,
establishing the debtor’s insolvency/inability to pay its debts
on the basis of the criteria listed above should not be difficult.
However, Section 14 of the Supreme Court's Normative
Resolution No. 5, dated 2 October, 2015 (the “SC Resolution”)
says that a debtor may not have as the purpose for rehabilita-
tion to delay the performance of'its obligations. Neither the
law nor practice contain specific criteria for establishing such a
purpose, which leaves the matter to the discretion of the court.
Thus, there is a risk that a court may refuse to commence
rehabilitation if it believes that a debtor’s purpose is to simply
delay payment of'its obligations.

= Establishing ability to restore solvency: As mentioned
above, there is insufficient guidance on what the “ability to
restore solvency” means and how such ability can be proven.
The SC Resolution requires the debtor to prove that there is
anumber of interrelated specific measures aimed to restore
financial health and based on mutual consent between the
debtor and the creditors. To that effect, a court may require
the debtor to submit during hearings on whether to start
rehabilitation evidence of financial support of shareholders
(if any), contracts with customers, list of specific measures to
decrease expenses, prospected financial flows, discount levels,
etc. However, it is likely that the debtor may only get clarity
on most of such issues during the course of development and
approval of the rehabilitation plan, i.e. after the decision to
start rehabilitation.

= Consent of the creditors: Similarly, it is not clear at what
stage the debtor should secure the consent of its creditors to
the rehabilitation. The law provides that the creditors approve
the rehabilitation plan, which is prepared and approved only
after the rehabilitation starts. The SC Resolution, however,
effectively requires the debtor to secure creditors' support for
rehabilitation at an earlier stage, during the court hearings. It
may be difficult for the debtor to convince creditors to support
rehabilitation at the stage of court proceedings (in practice,
even before the start of the proceedings) when the debtor may
only be able to present creditors a satisfactory level of plan
details only later in the process.

= Claims outside restructuring: As mentioned above, claims
of creditors that "became due" after the approval of the plan
should be satisfied in full in accordance with their contractual
terms. According to one interpretation, “become due” means
the claims under the contracts entered into after the approval

of the plan. According to another interpretation, though, it
may include claims based on the contracts entered into before
the approval of the plan that became payable after the approval
of the plan. We believe the former interpretation is correct
because it is more consistent with treatment of financial claims
(see above). However, the courts may take a different view.

= Limitless "Haircut": The law sets no limit on the amount
of the “haircut” that may be applied to claims included into
the rehabilitation plan and, when applying haircuts, does not
distinguish between various classes of creditors (secured/
tax claims/unsecured/affiliated). Some creditors may prefer
to pursue claims against the debtor in court on an individual
basis in anticipation that the return will be higher compared to
what they will receive in the event of a rehabilitation involving
a significant discount for creditors.

= Monetary liabilities only: As a conceptual matter, the law
does not provide for a possibility to restructure non-monetary
liabilities, for example, to postpone an obligation to deliver
goods or services produced by the debtor. This also substan-
tially limits the applicability of the law.

Conclusion

The new rehabilitation legislation represents a significant
development in the legislation. We see an increasing number
of companies pursuing this route to restore financial health.
However, we also see the need for further legislative changes
to simplify and better describe each state of the rehabilitation
process, including rights of creditors, the debtor and its
shareholders.

1. Law on Rehabilitation and Bankruptcy dated 7 March 2014 No. 176-V (as amended, the
“Law on Rehabilitation and Bankruptcy").

2. http://www.ebrd.com/where-we-are/kazakhstan/overview.html

3. http://kgd.gov.kz/sites/default/files/Reabilibankrotstvo/info/2_ob._o_prim._reab._pr_6.
xlsx.

4. Article 5.3 of the Law on Rehabilitation and Bankruptcy.

5. Thisincludes obligations to pay damages to the life and health of an individual, alimony
payments, wages, employment compensation, deductions to the social security fund,
mandatory pension contributions, or remuneration under copyright agreements.

6. Only monetary liabilities are subject to inclusion into the register of creditors and
are subject to restructuring. For example, an obligation to deliver goods or services
by a certain date may not be included into the register as opposed to a claim for
reimbursement of damages for non-delivered goods/services.

7. The law uses the term ‘participants’ which, strictly speaking, relate only to equity
holders in a limited liability partnership and do not relate to equity holders in a joint
stock company. For information, limited liability partnerships and joint stock companies
are two most popular forms of commercial entities in Kazakhstan. We are of the view
that the intention of law was to cover both participants and shareholders; however, we
cannot exclude other interpretations.
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