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RERIME RIS

Funds In crisis -
substratum’ argument

the ‘loss of

By Mona Nainie, Senior
Associate, Harney
Westwood & Riegels

Mona Nainie explains key developments in fund case law in the BVI and Cayman Islands

I n the wake of the global financial crisis, courts are
returning to the examination of the circumstances

in which a minority shareholder may seek to
overcome the will of the majority, because it is just
and equitable to wind up a solvent company. One
such just and equitable ground around which a
growing body of case law is being established in

the British Virgin Islands and Cayman Islands is

‘loss of substratum’, in the context of open-ended
investment funds. To establish ‘loss of substratum’,
the petitioning shareholder must be able to establish
that the fund has lost its ability to achieve the primary
purpose for which it was established — its substratum.

Background

Due to the severe loss of liquidity in the markets
stemming from the extraordinary conditions of

the global financial crisis, one common protective
measure taken by many open-ended investment funds
was to suspend redemptions in an attempt to keep
the investment vehicle solvent and ward off a fire sale
of the assets at disastrously discounted prices. As a
corollary to such protective measures, a significant
number of such funds came to the conclusion that
they could no longer effectively pursue the investment
strategy of the fund. Accordingly, they put into place
an informal process of winding down the company

by realising assets and distributing proceeds in a
timeframe that reflected the nature and liquidity of
the fund’s investment portfolio.

Tension between the fund and its investors grew
from a perception that this was not the basis on
which investors had put their money into the fund,
that assets were being held longer than necessary
by the fund or, simply, that a more appropriate
strategy would be to institute an immediate wind-up
of the fund. Accordingly, such investors have directly
petitioned the court to appoint a liquidator and
formally wind up the fund on the just and equitable
ground of loss of substratum.

“Viability’ vs ‘Impossibility’

While each case turns very much on its specific facts,
its constituent documents and perhaps even the
particular structure of the fund itself, it appears clear
that there are two distinct approaches being taken by
the courts to the ‘loss of substratum’ argument and
the purpose of the fund.

On one hand, there is a developing line of cases
coming from the courts of the Cayman Islands that
posit a test of ‘viability’ (Jones ] in the Grand Court
of the Cayman Islands in Re Belmont Asset Based
Lending (January 2010), ICP Strategic Credit Income
Fund Ltd (August 2010), Re Wyser-Pratte Eurovalue
Fund Ltd (November 2010).

These cases suggest that the primary purpose of

an open-ended investment fund is to pursue its
investment strategy, and in circumstances where the
fund can no longer pursue its investment strategy,
where the fund has suspended redemptions, and is
merely holding its assets until such time as they may
be realised and existing shareholders redeemed out
of the fund, the business of the fund (though it is
solvent) is no longer viable. On this basis, the court
determined that the fund had lost its substratum, and
was therefore prepared to exercise its discretion to
step in and make a winding up order.

A divergent approach has been taken by the British
Virgin Island courts, and has been most clearly
highlighted by the most recent case law to come out
of the Eastern Caribbean Supreme Court. In Aris Multi-
Strategy Lending Fund Ltd v Quantek Opportunity
Fund Ltd (December 2010), Bannister ] confirmed the
broader approach he had previously espoused in
Citco Global Custody NV v Y2K Finance Inc

(November 2009).

Under this broader approach, the examination turns
on the issue of impossibility (in the same sense as
that established by a long line of English cases) and
aview that the purpose of the fund is much broader
than whether it can viably pursue its investment
strategy. Rather, in order to establish that the
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substratum of the fund has been lost, the petitioning
shareholder must show that it is practically
impossible to carry on the primary objects of the fund,
as expressed in its memorandum of association,
without reference to the current and subjective
intentions of the board of directors. Indeed, there
appears to be some Cayman Islands case law support
for this approach (Foster J, in Re Steel Partners Il
(November 2009), another first instance decision of
the court).

In the Quantek case, the applicant was a minority
investor in a British Virgin Islands feeder fund that
suspended redemptions in late 2008 in response to
the turmoil of the global financial crisis of that year.
The fund presented a realisation plan to its existing
shareholders, proposing an orderly wind-down of
assets held by the master fund, and was approved by
a majority of them. The minority shareholder sought
to follow the Cayman Islands line of cases to suggest
that this was another instance of a solvent open-
ended investment fund that could no longer pursue its
investment strategy and, thus, was no longer a viable
business and had lost its substratum.

Bannister ) regarded the concept of viability as being
unhelpful as a business may be said to be unviable

on a number of bases, including operating at a loss,
or making an insignificant profit in light of invested
capital, or because its financial statements might not
be able to be drawn up on a ‘going concern’ basis, and
so on. He was also of the view that to the extent that
concepts of viability or impossibility were applied to
businesses, such concepts and the principles of their
application should not be confined to a particular type
of business, i.e. open-ended investment funds. Such
principles should be universal.

Instead, the test applied in this case was one of
impossibility — i.e. it must be shown that “...it is
impossible for the business of the company to be
carried on — whether that it is because (regardless of
the company’s circumstances) what it was set up to do
could never have been done or can no longer be done,
or whether it is because the circumstances in which it
finds itself means that the company cannot continue
its business because it lacks the ability or means to
do so0”. On this basis, Bannister ] rejected the petition
to wind up the fund.

In taking this approach, Bannister ] also distinguished
between the informal winding down of a company,
involving the sale of assets to meet redemption
requests, which eventually leads to a formal winding
up, and the formal liquidation that a winding up order
brings about, likening companies to whom liquidators
ought to be appointed by the court to ‘stricken
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animals’, for whom the only remaining course is to be
put down. This would seem to be a useful distinction
to make when weighing up whether the court should
allow the will of the minority to overcome that of the
majority and exercise its discretion to close down the
fund on loss of substratum grounds.

Winners and losers

Care must always be had to consider the particular
fact scenario of any such case. However, there is
arguably sound reason for existing funds in similar
circumstances and their managers to draw comfort
from these latest cases.

In terms of new funds, some commentators have
suggested that lessons learned from the development
of the case law of these offshore funds can be applied
so as to pre-empt a loss of substratum argument.
This may be achieved by specifically tailoring the
fund’s constituent documents so as to prevent
shareholders from being able to petition the court in
similar circumstances. However, the ongoing tension
between fund managers and investors is equally
relevant to such considerations, and such provisions
may drive away potential sources of capital.

Of course, it should be noted that even where a
finding is made that substratum has been lost, the
courts have at their disposal a wide range of relevant
remedies. In both the British Virgin Islands and the
Cayman Islands, the courts have taken a commercial
approach that would allow where it appeared to

be feasible, for the informal winding down of the
company to continue. Certainly, one clear winner here
is the British Virgin Islands and Cayman Islands fund
vehicle, bolstered as it will be, by the development
of a sound and solid body of case law around these
controversial aspects of the fund manager and
investor relationship.

Mona Nainie is an investment funds specialist in the Hong Kong office
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Kong, London and Montevideo. Harneys in Asia renders advice and
other services in English, Putonghua and Cantonese and its lawyers
integrate as a team, coming from the People’s Republic of China, the
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