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Rare Investor-State Arbitration Finding
On Hungary Bankruptcy Court Decision

nternational investment treaties typically

protect foreign investors’ right to “fair” and

“equitable” treatment. This fair and equi-

table treatment (FET) guarantee has been

understood to protect foreign investors’
legitimate, reasonable and justifiable expecta-
tions in relation to their investments. Interna-
tional arbitration tribunals have found that the
FET guarantee encompasses the concept of due
process. Thus, tribunals have held that the FET
guarantee precludes treaty states from adminis-
tering justice in local proceedings in a manner
that deprives foreign investors of due process
rights. Such claims have come to be known as
“denial-of-justice” claims.

International tribunals have articulated various
definitions of denial of justice, including: “manifest
injustice in the sense of a lack of due process
leading to an outcome which offends a sense of
judicial propriety,”! “administering justice in a
seriously inadequate way,” a “clearly improper
and discreditable” decision,? “a willful disregard
of due process of law, an act which shocks, or
at least surprises, a sense of judicial propriety.™
Nevertheless, in all cases, the threshold for find-
ing that a national court’s decision amounts to a
denial of justice is high, and the circumstances
satisfying that threshold are rarely met.

To amount to a denial of justice, the treaty
state must have failed to provide a minimally
adequate system of justice. International arbi-
tration tribunals will not serve as appellate bod-
ies correcting errors of domestic procedural or
substantive law made by national courts. But,
in certain circumstances, clear or malicious
misapplication of local law or procedure may
support a foreign investor’s treaty claim based
on a denial of justice.?
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Such a rare denial of justice finding was made
in a recently published award in an investor-
state arbitration conducted under the Arbitration
Rules of the International Centre for Settlement of
Investment Disputes (ICSID). In Dan Cake S.A. v.
Hungary, the ICSID tribunal held that a Hungarian
national court decision “shock[ed] a sense of
juridical propriety” and “perfectly fit” the various

To amount to a denial of justice,
the treaty state must have failed
to provide a minimally adequate
system of justice.

definitions of a “denial of justice” articulated by
other tribunals. ICSID Case No. ARB/12/9, Deci-
sion on Jurisdiction and Liability (Aug. 24, 2015),
q146. The court decision that was the subject
of the award had effectively denied the investor
its statutory right to a “composition hearing” in
connection with bankruptcy liquidation proceed-
ings, which was the only means available to the
investor to avoid the sale of its assets. The ICSID
tribunal concluded that the national court’s deci-
sion constituted a denial of justice, and thus a
violation by the Hungarian State of its obligations
under the Portugal-Hungary Bilateral Investment
Treaty to treat the Portuguese investor in a fair
and equitable manner. Id. at {145.

The ICSID tribunal has yet to determine the
question of damages. The investor is seeking
€47.9 million, plus interest.

‘Dan Cake S.A. v. Hungary’

The claimant, Dan Cake, is a Portuguese com-
pany that in 1996 acquired a majority of the
shares in a Hungarian company, later named
Danesita. Danesita was in the business of sup-
plying biscuits and cookies to Eastern European,
Southern European and Scandinavian countries.
However, the markets did not turn out to be as
promising for Danesita as Dan Cake had envi-
sioned. In 2006, Danesita’s creditors pursued
the company for unpaid debts. The Metropoli-
tan Court of Budapest, sitting as a bankruptcy
court, declared Danesita insolvent and appointed
a liquidator to sell Danesita’s assets. {2, 30-32.

As found in the ICSID tribunal’s award, under
Hungarian bankruptcy law, the liquidator was
required to proceed with the public sale of the
debtor’s assets within 120 days from the date of
the court’s liquidation order. Once liquidation
was ordered, the only way Danesita could have
avoided the sale of its assets under Hungarian
law was to enter into a restructuring agreement
with its creditors. For this purpose, the Hungar-
ian Bankruptcy Act allows the debtor company
to request that the bankruptcy court convene
a “composition hearing” at which the creditors
have an opportunity to vote on and approve an
agreement prepared by and negotiated with the
debtor. If the agreement is approved, the sale of
the assets is avoided. {{45-47.

Danesita, with Dan Cake’s help, reached agree-
ments with various creditors to settle certain
debts, and was in the process of negotiating
agreements with other creditors. Accordingly,
Danesita submitted a request to the court seek-
ing to convene a composition hearing. Danesita’s
request was accompanied by the three required
documents specified in the Bankruptcy Act:



Netw Vork Lato Tonrnal

TUESDAY, JANUARY 19, 2016

a proposed agreement, a list of creditors drawn
up by the liquidator, and an appropriate program
for the restoration of solvency. {46, 49.

Notwithstanding Danesita’s right under the
statute, the court refused to convene a composi-
tion hearing. Instead, the court ordered Danesita
to supplement its request with numerous addi-
tional documents within 10 days. In addition, in
its decision, the court specifically noted the
liquidator’s obligation to proceed with the sale
of the assets within 120 days from the publica-
tion of the liquidation proceedings, and served a
copy of the order on the liquidator. Danesita was
unable to comply with the additional conditions
imposed by the court, and there was no oppor-
tunity available to appeal the court’s decision.
qq54-55. The liquidation resulted in the sale of
Danesita’s factory, and Dan Cake lost its invest-
ment. {57-59.

Dan Cake initiated investor-state arbitration
against Hungary under the Portugal-Hungary
Bilateral Investment Treaty, claiming that Hun-
gary violated, among other things, Dan Cake’s
right to fair and equitable treatment. {60-65.

‘Denial-of-Justice’ Finding

The ICSID tribunal found that, under the cir-
cumstances of the case, the court’s refusal to
convene a composition hearing resulted in a
denial of justice, giving rise to a treaty claim.
The tribunal stressed that convening a prompt
composition hearing was the only way for Dane-
sita and Dan Cake to prevent the sale of Danesita’s
assets and the loss of Dan Cake’s investment in
Hungary. 992-93. Under Hungarian bankruptcy
law, if the court convened a composition hear-
ing, the liquidator would have had to stop the
process of selling the assets. At the composition
hearing, the creditors could have voted against
the sale of assets. In the absence of the hearing
and the vote of the creditors, the liquidator was
under an obligation to start the public sale of the
assets within 120 days of the date of publication
of the liquidation proceedings. It would have
been pointless to hold a composition hearing
after the sale. {94.

The tribunal acknowledged that it was impos-
sible to determine whether a composition hear-
ing would in fact have resulted in a vote by the
creditors in favor of restructuring and preventing
the liquidation of assets. However, according to
the tribunal, one thing was certain: whatever
chance Danesita had of avoiding liquidation of
its assets was destroyed by the court’s refusal
to convene a composition hearing. {142.

The tribunal further found that the court’s
decision refusing to convene a composition hear-
ing was surprising, puzzling, and rendered in

flagrant violation of the Bankruptcy Act. {142.
The tribunal noted that the debtor’s right to a
composition hearing was specifically provided
for by law in mandatory terms. In particular, the
Bankruptcy Act provides that, upon the debtor’s
request, the bankruptcy court “shall” convene
a composition hearing within 60 days following
the receipt of the petition and the three docu-
ments specified in the act. {94. The parties did
not dispute that Danesita submitted the docu-
ments required by the Bankruptcy Act. Never-
theless, the court ruled that the request was
not suitable to be served on the creditors and
refused to convene a composition hearing. 98.

Instead, the court imposed seven additional
conditions on Danesita that included the submis-
sion of voluminous supplemental documentation.

In‘Dan Cake S.A. v. Hungary, the
ICSID tribunal found that the court’s
decision refusing to convene a
composition hearing was surprising,
puzzling, and rendered in flagrant
violation of the Bankruptcy Act.

Importantly, the tribunal accepted the proposi-
tion that the court had inherent power to require
the submission of additional documents or infor-
mation, not specifically mentioned in the statute,
that the court deemed necessary to administer
the case. {113. The tribunal also acknowledged
that it was not an arbitration tribunal’s role to
review a court’s reasoned judgment as to whether
particular supplemental information or material
is indeed “necessary” in a given case. In the tri-
bunal’s opinion, mere disagreement with a court
along such lines would not establish that the
court’s decision was unfair or inequitable.

However, according to the tribunal, it could
find the court’s decision unfair or inequita-
ble if it found that some of the requirements
imposed by the court were obviously unnec-
essary or impossible to satisfy, or in breach of
the investor’s fundamental rights. {117. And
that is exactly what the tribunal found. The
tribunal reviewed the seven additional condi-
tions imposed by the court and found five of
the conditions obviously unnecessary in rela-
tion to convening a composition hearing. In this
regard, the tribunal distinguished (and found that
the court did not properly distinguish) docu-
ments and information that might be necessary
at the hearing from documents and informa-
tion that were necessary to convene a future
hearing.

The tribunal noted that the law did not require,
and it would have been absurd to require, that
all the information and documents demanded
by the court be in place on the day of the order
convening the hearing. {115.% The tribunal con-
cluded that two of the other conditions imposed
by the court violated Dan Cake’s statutory rights
(as a creditor of Danesita), and that the remain-
ing condition was impossible to satisfy within a
reasonable time. {{118-141.

Based on the totality of the circumstances,
the tribunal determined “that the Court simply
did not want, for whatever reason, to do what
was mandatory.” (emphasis in original). {142.
Accordingly, the tribunal found a denial of justice
in the court’s “shocking...refusal, in violation of
Hungarian law, to convene a composition hearing
which was the only way to prevent the sale of
the factory.” {160.
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6. By way of example, one of the conditions required Dane-
sita to submit evidence, such as a letter of intent from the
debtor and the creditors to enter into a composition agree-
ment, in order for the court to be able to assess whether the
composition hearing was likely to result in a positive vote by
the necessary number of creditors. The tribunal determined
that the court did not have any valid basis to demand such
evidence at the time the composition hearing was requested.
According to the tribunal, if the Hungarian legislators meant
to include a likelihood-of-success requirement as a prerequi-
site to a hearing, they would have expressly included such a
requirement in the statute. {]126-127.
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