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TEXT:

Wth a Soviet-donm nated Central Europe now largely a matter of historica
curiosity, a nunber of countries and newly independent republics are addressing
the host of economic, social, and legal issues involved in the painfu
transition froma centrally planned econonmy to a market econony. One of the
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strongest features of a market economy is the ability of a risk-taking
enterprise to reap the benefits of any success it is able to achieve. As a
necessary counterbal ance to encouraging a private enterprise to succeed, a

mar ket econony nust al so provide nechani snms for dealing with enterprises that
fail. As part of its new legal structure, therefore, a country in transition to
a market econony will need a set of insolvency laws to provide a predictable
mechani sm for the liquidation or reorganization of failing enterprises.

A second reason supports the inplenentation of nodern insolvency |laws. Just
as the central government will no | onger be able to siphon off a successfu
enterprise's profits, so too will the unsuccessful conpensate it for its |osses.
Wth the | oss of the central governnment as the | argest investor, newy

privatized enterprises will need to attract capital from other sources,
including foreign investors. As one of the necessary prerequisites for
attracting foreign investnment, a market econony will need to denpbnstrate to the

i nvestor the existence of an established, predictable nmechani smfor seeking
recovery of the invested capital in the event the enterprise fails. Modern

i nsol vency | aws provide this sense of predictability. The precise wordi ng of
the laws is less inportant -- investors can adjust their return on investnent
requi renents based on the | evel of perceived risk -- as long as the | aws provide
for a predictable result and are applied consistently by the |local courts.

This article discusses some of the nore significant considerations rel evant
to the devel opnent of insolvency laws for countries in transition to a narket
econony.

I.  Background

A, OVERVI EW

The foll owi ng pages contain a discussion of a nunber of considerations that
the authors feel would be crucial to any transition froma centrally planned,
soci alist econony to a free-market econony. Wile the authors prepared the
di scussion specifically for the newmy independent Baltic Republics, they have
revised it sonewhat to nmake it nore generally applicable to any simlarly
situated nation.

Any nation that commences a transition froma centrally planned econony to a
mar ket econony will encounter a host of difficulties. Insolvency laws -- |aws
that govern the substantive and procedural rights of enterprises and their
creditors in the event of financial difficulty -- are as critical to the success
of such a transition as are other laws that focus nore directly on the financial
institutions that will define the narketplace (for exanple, |laws creating and
regul ati ng banking, securities, and commpdities industries).

Wi le the various insolvency systens around the world differ markedly from
one another, virtually all of them share two primary objectives: to facilitate
credit in comercial transactions by providing an orderly systemfor the
liquidation of financially troubled enterprises; and to protect the rights of,
and provide equal treatnent to, simlarly situated creditors and enpl oyees of
i nsol vent enterprises.

Because all but the npbst basic market econonies are, to sone degree,
dependent upon credit, virtually every narket's operation will be disturbed when
credit is not repaid in accordance with the terns of credit contracts.
I nsolvency laws |l end a necessary el enent of predictability to nmarket econom es
by establishing a framework for determ ning and enforcing the consequences that
ari se when a particular entity cannot repay its credit. It is not that
creditors need assurances that their debts will be repaid even in an insolvency;
rather, creditors need to be able to predict with sone certainty the

CTDOCS2: 1355076. 1



consequences of an insolvency, whether those consequences are favorable or
unfavorable. Wth an understandi ng of those consequences, creditors will have a
framework for assessing the credit ternms (such as interest rate, maturity date,
requi renent of collateral, and so forth) that they should demand from a
particular enterprise. Stated differently, rational insolvency |aws create a
degree of certainty that allows creditors to nake nore rational investnent

deci sions than they otherwi se could, thus resulting in a greater availability of
credit in the market as a whol e.

Pronmoting more efficient investment decisions, and ultimtely, a nore
efficient market, is one of the primary purposes of an insolvency law. A second
purpose is to ensure that simlarly situated creditors of an insol vent
enterprise trouble often exercise their contractual and | egal rights by pursuing
the assets of the enterprise as a source for repaynent of their credit.

Stronger or larger creditors will often be swifter, to the detrinment of others.
Certain creditors may succeed in preventing the enterprise's use of crucial
assets, effectively preventing the enterprise fromcontinuing operations. Such
actions also work to the detrinent of other creditors.

In the absence of an insolvency adm nistration, creditors who proceed nost
swiftly enjoy the greatest |ikelihood of being repaid. Wile such a race for
the enterprise's assets nmay benefit individual creditors, it will harmthe
creditor body as a whole (both by depriving them of access to the assets seized
and by accel erating the econom c di snenbernent of the enterprise).

Consequently, an insolvency | aw should not reward the swiftest creditors, but
shoul d stay creditor action and thereby afford the enterprise and all of its
creditors the ability to resolve financial difficulties nore equitably.

In addition to the two universal policies noted above, nany insolvency
systenms (including the systenms in the United States and Engl and) also favor a
third policy objective: to afford a "fresh start™ to the financially troubled
but honest debtor, particularly in cases of insolvent individuals. This goal is
inmplicit in some insolvency systenms and explicit in the nore debtor-oriented
systens. In countries where this third policy is adopted, two subsets of policy
concerns arise: the ternms and conditions of granting a discharge of an
enterprise's obligations; and the procedures to be adopted to support legitinmate
attenpts to reorganize -- as opposed to liquidate -- struggling businesses.

Any energi ng market economy will weigh the risks and the rewards of
enphasi zing the policies in support of creditors' rights and those in support of
an enterprise's ability to reorgani ze and receive a discharge. During the
transition period, further conplications energe due to the need to bal ance the
i deal objectives of an enacted insolvency systemwth the practical reality of
fragile narket economies that may not survive the consequences of a blind
application of stated policies.

The transition to narket economies will inevitably result in a high failure
rate anong newly privatized enterprises. A liberal approach to discharge m ght
encourage private individuals and groups of individuals to take the econonic
risks that will be necessary to start new businesses in a very uncertain
economic climte. A liberal approach to reorganization will give courts an
additi onal neasure of flexibility to support businesses that have a chance to
survive in the new nmarket environnent. On the other hand, at |east until the
mar ket economies are fully established and foreign investors have acquired

greater famliarity and experience with the way in which businesses will succeed
(and fail) under the new system |iberal approaches to discharge and

reorgani zation may only serve to increase the nervousness of foreign investors.
Wth increased anxieties these investors are less willing to take risks in the

new and untested market pl aces.

Once the basic policy decisions are made, any insolvency system should be
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fornul ated so that the system as inplemented serves the purposes for which it is

i ntended. Insolvency laws are of little benefit if they work well from an
acadeni ¢ and phil osophi cal point of view, but do not work when they are applied
to real situations. |In order to ensure that an insolvency systemw |l work in

practice as well as in theory, the follow ng principles should be carefully
consi der ed:

* the | aw should provide a fair and orderly process for addressing the
financial affairs of insolvent enterprises;

* the law should provide for swift and inexpensive access to the process;
* the law should be inpartial, efficient, and expeditious;

* the | aw shoul d provide a conveni ent nethod for collecting and applying
property to the clains against the insolvent enterprise; and

* the | aw shoul d support comercial and econonic processes and harnonize with
the general |aw as nuch as possible.

Regardl ess of the policies a nation chooses, it should design an insol vency
systemto bal ance the policies and allow for a variety of solutions. Oten, a
business will be so threatened by financial difficulty that its creditors would
prefer to have the business cease operations, liquidate its assets, and
distribute the proceeds of the sales to the creditors (a liquidation). 1n other
cases, however, all or part of the business nay renmain economcally viable
(al beit after restructuring the operations or adjusting the capital structure),
and the creditors nay wi sh to have the business continue operations, agreeing to
be repaid on terms somewhat different fromthe terns of their original credit
contract (a reorganization).

An insolvency system should provide for courts in which financially troubl ed
enterprises (or their creditors) can seek relief in both Iiquidation and
reorgani zation situations. These courts should take jurisdiction over and
adm nister the assets of the enterprise until it is sold (in the case of a
liquidation). It is preferable that the court's role be linmted to that of
supervi sion and dispute resolution, rather than active day-to-day invol venent.
Further, in a liquidation, the courts should have the ability to nonitor the
sale of the enterprise's assets in order to ensure the legitinmcy and fairness
of the sal e procedures.

In the case of a reorganization the courts should be available for redress
during the period after the commencenent of a proceedi ng, but before the
successful reorganization of the business. The reorganization process should
consi st of a negotiation anong the representatives of the business and the
creditors of the business. These parties should determ ne how the various

credit contracts will be nmodified. The parties will base negotiations upon
their perception of the value of the business, and accordingly, how nuch debt
the business can repay. The negotiations will be npst effective if they take

pl ace without a great deal of court supervision, but against the backdrop of
measures that court could inpose upon the enterprise and its creditors if the
parties cannot agree. |If the parties cannot agree on a reorgani zation, the | aw
could provide for an ability to force a reorganization if certain criteria are
met (mninmumrecoveries for creditors), or the |aw could provide that the
enterprise's assets should be |iquidated.

B. REORGANI ZATI ONS AND LI QUI DATI ONS

When faced with a financially troubled business, the parties will need to
anal yze whether the business is likely to be profitable and should accordingly
be liquidated or restored to profitability via a restructuring. In individua

cases, such a determination will serve the best interests, in the aggregate, of
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all interested parties.

On a larger scale, the insolvency |aw should reflect the social policies that
a nation wi shes to pronote. For exanple, if a nation wi shes to preserve as nuch
job security for enployees as possible, its | aw should be designed to foster
reorgani zations (either through a continuation of the enterprise or through a
sale of the enterprise's business as a going concern), thereby preserving the
operations of the enterprises that provide enploynent. |[|f, on the other hand, a
nati on wi shes to encourage foreign investnent as nuch as possible by pronmoting
creditors' rights, its law should foster |iquidations, permtting creditors
relatively quick access to the assets of the financially troubled business in
order to satisfy their debts. As a very broad generalization, the insolvency
laws of a majority of countries are geared primarily toward the |iquidation of
nost insolvent businesses. In a few countries (nost notably the United States
and France) the |aws provide nore practical mechani sns for the reorgani zati on of
busi nesses and the preservation of enpl oynent.

One econonic theory worth noting is that it is inefficient and unnecessary to
seek to reorganize failing enterprises in order to preserve enploynent. The
theory suggests that the assets thenselves, rather than the particul ar busi ness
that utilizes the assets, produce econonic value and enploynent. If an
i nsol vent enterprise owns productive assets, the enterprise should be
|l i qui dated, and the productive assets redeployed (via an asset sale or spin-off)
to a newy formed or nore efficient enterprise that is better able to utilize

the assets. |In such cases, the owners of the business (as well as sone
creditors) nmay lose their interests in (and clainms against) the enterprise's
assets, but the sale will have preserved the ongoi ng operations of the fornmer
enterprise. The new enterprise will continue to enploy workers and will not

necessarily have to incur the usual expenses associated with starting a new
busi ness.

Such a redeploynment will result in increased enploynment at the new
enterprise. And on a nacroecononic scale, the appropriate enploynent |evel for
the market as a whole will be returned to its proper balance. The difficulty

with this theory, particularly during a transition period, is that it can

massi vely disrupt |local economies. Froma national enploynent |evel it nay be
considered an appropriate adjustnment to | ose 1,000 enployees at the local site
of a failed enterprise, while gaining 1,000 enpl oyees at the distant site of the
new enterprise that is able to operate the productive novabl e assets on a
sounder econonic basis. Fromthe viewpoint of the [ocal economy that |ost the
1,000 jobs, however, the adjustnent could be catastrophic. If that |oca

econony was entirely dependent on the failed enployer, the government would face
the nmassive task of retraining and, quite possibly, relocating virtually the
entire population. 1In the face of such hardshi ps the macroecononic theory may
have to give way to the reality of the human el enent involved in any enterprise,
thus suggesting a need for greater flexibility in dealing with failing
enterprises in such situations.

C. THE TRANSI TI ON PERI GD

The transition froma centrally planned, socialist econony to a narket

econony will be painful and will require intermediate steps. Not only will it
take tine to develop the laws and systens that will govern the markets, but a
nation naking such a transition will also need to exanine the | egacy of the

soci ali st system and choose which aspects of it are worthy of preservation and
which require reformng in light of the transition. Such phil osophi cal
reflection will affect practical decision-mking on several issues: which
enterprises should renmain state-run and which should be privatized; to what
extent should the government regulate the privatized enterprises; and what
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shoul d be done with financially troubled nonopolies.

The resol ution of such issues will undoubtedly change over tine as the
mar ket s expand to include | arger sectors of the econony. The nost significant
changes, however, are likely to occur during the early nonths and years of the
new nmarket system This "transition period" may be quite difficult, especially
if a nation decides to revise social policies significantly.

As any fornerly socialist nation inplenments insolvency laws, it will have to
decide the extent to which the |Iaw should apply equally to all enterprises and
the extent to which, of necessity, exceptions will be nade. Initially, certain

essential industries will remain nonopolized by a single enterprise. As noted
above, other enterprises, although not nonopolies, may provide the principa
source of enploynment for econom cally depressed regions. It may be consi dered
too disruptive to permt such businesses to |liquidate overnight and | eave
massi ve | ocal unenploynent in their wake. Until the narket systens have
progressed sufficiently to allow for the introduction of nultiple conpeting
enterprises, a nation nay not be able to afford to all ow the nonopolies and
enpl oynment -i ntensive enterprises to be liquidated, at least in the short run
Accordingly, there may be little choice but to provide direct financial
assistance to certain enterprises during this period. Creditor renedies, in
general, against such enterprises will presunably expand over tine as the
enterprises' ability to withstand such renedies grows. Sone industries,
however, may be too inportant to the snoboth operation of the nmarket econony to
permit their liquidation. Accordingly, a nation nay wi sh to exclude certain
industries fromthe application of the insolvency |laws (or provide special
treatnment for such industries within the | aws) even after the transition period.
See the discussion in part I1.B.1. bel ow

D. RECOGNI TI ON CF FOREI GN | NSOLVENCY PROCEEDI NGS

Any nation that embarks on this transition will beconme a nore significant
part of the "global marketplace." It will encounter the tensions anpng
comercial nations. Anopng those tensions will be the need for the resol ution of

i nsol vencies of enterprises with assets in nore than one country. Often, such
enterprises find thenselves in fornmal insolvency proceedings in severa
countries (often commenced by | ocal creditors seeking preferred treatnment with
respect to local assets). |In such a situation two of the policies underlying
i nsol vency systens are hindered: (1) it will be nore expensive and | ess
efficient for insolvent enterprises to be involved in nultiple proceedings
rather than in a single proceeding (thereby making it nore difficult for the
enterprise to resolve its financial troubles and reducing the property avail able
for distribution to creditors); and (2) there will be hei ghtened concerns that
creditors in one country will not be treated equally with sinlarly situated
creditors in another.

In order to resolve these problens an increasing nunber of conmercial nations
are adopting provisions that (1) afford foreign creditors equal status with
donestic creditors (reducing sonewhat the likelihood that such a creditor will
initiate insolvency proceedi ngs agai nst an insolvent enterprise in the
creditor's country), and (2) govern the recognition of foreign proceedings. The
|atter provisions may create various forns of relief that can be sel ected based
upon the circunmstances of the case. For exanple, the provisions could allow a
|l ocal court to stay all creditor action against an entity that is in insolvency
proceedi ngs in other nations. Further, the provisions could allow the |oca
court to order that any property of such an entity (or the proceeds of such
property) be turned over to the jurisdiction of the court overseeing the
enterprise's foreign insolvency proceeding. 1In this context the EEC, the
Counci | of Europe, INSCL International, and the International Bar Association
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have each commenced efforts to address these issues (albeit in wdely divergent
ways). A nation may want to consider participating in such efforts in order to
provide greater confort and certainty to foreign investors (thereby pronoting

i ncreased foreign investnent).

It nust be conceded, however, that well-intentioned unilateral "cross-border
i nsol vency" provisions have not functioned as snoothly as many woul d have hoped.
Too often, a subconscious (or even conscious) desire to protect local creditors
causes a court, faced with these issues, to provide preferred treatnment to | oca
laws and local creditors. Miltilateral treaties have proven to be nore
effective, but relatively few such treaties are in effect due to the
difficulties of attenpting to resolve the policy concerns of disparate
i nsol vency systens. Nevertheless, international cooperation in insolvency
matters will beconme increasingly essential to the snpboth operation of the
"gl obal marketpl ace."

A related issue is the extent to which foreign insolvent individuals and
enterprises should be restricted frominvesting in projects in the nation
undertaking this transition. The reason for restricting such investment is
under st andabl e -- reduction of the risk that foreign investors will becone
insolvent in their local ventures. A nation may find it better, however,
especially after the transition is well underway, to allow the market to
determ ne which investnents are acceptable and which are too risky. Texaco, for
exanple, which is one of the largest oil conpanies in the world, energed from
i nsol vency proceedings in the United States within the | ast several years. Yet
many start-up or financially distressed oil ventures would likely be delighted
to receive a substantial investnent from Texaco in their projects.

E. RELATED LAWS

Al t hough not a part of an enterprise insolvency |aw, the follow ng provisions
of law are integral to the operation of an insolvency system Accordingly, an
under standi ng of these provisions, and the policies they serve, is necessary to
the fornulation of an insolvency |aw.

1. Secured Transactions

From a practical standpoint the devel opnent of a | aw providing for and
governing secured credit is as immediately critical as the devel opnent of
insolvency laws. In a market systemcreditors often will not provide goods or
services on credit, or make | oans, unless the repaynent of such obligations is
assured by something nore than the enterprise's promse. |If the enterprise
cannot or will not pay the obligation when it becones due, such a creditor would
want to pursue another source for repaynent. Mst often that source will be
assets owned by the enterprise. Thus, in addition to promising to pay its
credit obligations, an enterprise will grant the creditor the right to take
possession of and sell the enterprise's assets. |In the event the enterprise
cannot or will not pay its obligation to the creditor according to the terns of
the credit contract, the creditor will apply the proceeds of the sale to the
enterprise's obligation

The foregoing is nore than theoretical: in a nunber of countries where
obtaining collateral is not customary or practical, businesses have relatively
little ability to obtain neaningful credit. |Instead, goods and services are

primarily provided on a cash, barter, or "retention of title" basis. The

i ntroduction of meaningful secured credit, on the other hand, provides greater
opportunities for business operation and expansion. Wile, inevitably, this
|l eads to nore business failures, it also |eads to nore business successes by
enabling entrepreneurial enterprises to take greater risks and reap greater
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rewar ds.

Sone do not agree, however, that secured credit is necessary to the snooth
operation of a market econony. They argue that the availability of secured
credit has the effect of preferring stronger creditors (who can insist on a
security interest) over others. Such a preference is unnecessary to the
operation of a nmarket because creditors require certainty nore than anything
else. If all creditors can be certain that they will be treated equally, they
will have sufficient incentive to extend credit, assum ng the borrower's
busi ness is sound. This theory nust be balanced with the reality, however, that
western | enders are accustoned to a system of secured credit and may be
reluctant to invest in a totally unsecured environnment.

Any enacted | aw governing secured credit should address at |east four
concepts, unless there is a preference to |eave security issues entirely to the
private contracts between the parties involved. First, the |law nust describe
how an enterprise grants the security interest and when it is enforceable by the
secured creditor against the enterprise. This can take the formof a sinple
contract between the enterprise and the creditor describing the obligation
secured, the assets pledged as security, and the creditor's rights upon the
enterprise's default in paynent of the obligation. Alternatively, the |law could
be silent as to requirenents, |leaving the neans for the grant and enforcenent of
the security interest to the discretion of the contracting parties.

Second, the |aw nust describe the relative rights anbng secured creditors
thenselves (if more than one creditor is secured by the sane asset), as well as
anong unsecured creditors and secured creditors. GCenerally, a creditor who
receives a pledge of an enterprise's assets first intinme normally has a first
priority claimto those assets. In many jurisdictions, in order to ensure that
other potential secured creditors are aware of prior security interests that an
enterprise has granted in its assets, the |law provides for a public, centra
filing systemfor both i nmovable (real property) and novabl e (personal property)
assets, containing notice of all security interests granted by all enterprises
within the jurisdiction. Such a filing systemallows a potential creditor to
determ ne what priority it will have with respect to those assets. Secured
creditors are required to file a record of their security interest on penalty of
losing their priority. A secured creditor who has properly filed such a record
has the right to the proceeds of the assets securing its obligation before any
later filing secured creditors or any unsecured creditors can be paid out of
those proceeds.

Central filing for both novables and i mpvables is not the rule in al
jurisdictions, however. A nunber of European countries still follow the ol der
systens of "pledge" and "retention of title" when dealing with novables. Such
systens have worked for hundreds of years and will presunmably renain the
princi pal security devices for novables in a nunber of countries (particularly
civil law jurisdictions) for the foreseeable future. The benefit of such
systens is that they provide greater efficiency and certainty to secured
creditors when they need to enforce their rights. The di sadvantages are that
they greatly restrict the ability of an enterprise to grant |iens on assets to
multiple creditors (even though there may be substantial value in the assets
above the ampbunt owed to the primary creditor). Also, they do not provide clear
notice to other creditors that particular assets nay not be available for
satisfaction of their clains. A creditor in the United States, for exanple,
will often search the central records to determ ne whether an enterprise's
princi pal assets are subject to security interests. |If nothing appears in the
records, the creditor can be reasonably assured that the enterprise's assets
will be available for the satisfaction of clains in general. Thus, the creditor
will be nore likely to provide credit on an unsecured basis.
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Third, the | aw nmust describe the secured creditor's rights upon the
enterprise's default in paynent of the secured obligation. The |aw should
provide that the secured creditor has the ability to take possession of the
assets securing its obligation and to sell those assets, applying the proceeds
of the sale to the obligation. Alternatively, the law could be silent as to
requi renents, leaving the rights of the secured creditor upon default to the
di scretion of the contracting parties.

Finally, if there is a strong desire to attract foreign investnment, the |law
shoul d make npst assets freely alienable. That is, foreigners should be
permtted to acquire, own, and dispose of domestic assets that are not
politically sensitive and do not concern the national security.

Secured credit, along with permtted foreign equity investnment, will be
absolutely crucial to the transition to a market econony. The ability to obtain
substantial unsecured credit depends upon a business's credibility and
reputation. Foreign (and even donestic) credit sources will be understandably
wary when lending to enterprises facing free market conpetition for the first
time. The creditors will be unable to assess the enterprise's ability to repay
the credit with any certainty. On the other hand, those sane creditors wll
have sonme idea of the value of the assets used in the operation of its business.
Accordingly, the creditors can extend secured credit in instances when unsecured
credit would be inprudent.

2. Contractual and Fiscal Responsibility

Anot her significant part of the transition to a market systemwi |l be the
i npl enentation of |aws governing the contractual rel ationships between and anong
enterprises. In a market econony, enterprise nmanagers are not held responsible
to artificial, centrally prepared plans. Instead, each private enterprise is
free to choose (based on an analysis of the profitability of each contract)
whi ch contracts to enter into and which to refuse. Each enterprise is then
bound by the provisions of the contracts it signs.

Enterprises nmust be held legally and econonically accountable to each other
for the breach of their contracts. Contracting parties should be able to pursue
their causes of action against each other in lawsuits brought in the civi
courts.

3. Negotiated Work-Quts

Just as the state's role in defining the obligations of enterprises will be
reduced, so too will its role as the arbiter of contractual disputes. 1In a
mar ket econony enterprises negotiate with each other on how to resolve their
credit troubles instead of |ooking to the central planning committee for
alternate goods or funds in the event of a default. Upon an enterprise's
default under the provisions of its credit contracts, its creditors will analyze
the relative nmerits of exercising their collection renedies (including placing
the enterprise into insolvency proceedings) and negotiate nodifications to their
credit contracts. Accordingly, an insolvency systemfor a market econony shoul d
inmplicitly acknow edge and respect the ability of the parties to engage in out-
of -court work-out discussions.

4, Per sonal | nsol venci es

Personal insolvencies raise policy concerns quite different fromthose raised
by enterprise insolvencies. For exanple, |aws governing personal insolvencies
need not strive to attract foreign investnent. On the other hand, such | aws
m ght be nore concerned with providing the debtor with a "fresh start,” thereby
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preventing an insolvent person from becom ng destitute. Also, persona
i nsol vency | aws nust address donestic matters -- child support and alinony
obl i gations for exanple.

The | aw governi ng personal insolvencies can very well forma part of a single
body of insolvency |aw (that al so addresses enterprises), as it does in the
United States. Many concepts will apply to both types of insolvency, and
separate sections of the law can address the differences. Alternatively, the
|l aw coul d provide a wholly separate system for addressing individua
i nsol venci es, a systemthat would be less formal, nore expeditious, and
i nexpensive. While the primary focus of this report is the insolvency of
enterpri ses, occasional conments will also be nmade concerning issues of
particul ar inportance for insolvent individuals.

I'l. Discussion of Specific Provisions of an |Insolvency Law
A, CGENERAL

1. Purpose

An insolvency | aw should set forth the purpose for which it has been drafted
and i nplemented in order to provide a franework for the application and
interpretation of its specific provisions. |If the objective is to pronote
efficient operation of the market by enabling creditors to nake nore
know edgeabl e i nvest nent deci sions and by regul ating the exercise of creditors
renmedi es against financially distressed enterprises, so as to facilitate the
greatest and nost equitable distribution of property anong all creditors and
enpl oyees (|l eaving the enterprise in business when appropriate), the laws shoul d
so state. |If a conpeting objective of providing a "fresh start” for honest
debtors exists, this should also be clearly enunci at ed.

2. Forms of Reli ef

The | aw should set forth the various forns of relief available: recognition
and approval of out-of-court restructurings, |iquidation of assets for the
benefit of creditors, reorganization of viable businesses (or the viable parts
of a business), or state econoni c assi stance when necessary.

3. Courts

The | aw shoul d acknowl edge the special judicial expertise required to hear
and deci de insolvency-related issues. In tine the nunber of insolvencies nmay be
enough to warrant either special courts or specially designated units of the
general courts with particular expertise in insolvency matters. |In the United
States, special courts exclusively adjudicate insolvency matters, and even those
courts are overloaded with the volune of nmatters before them Further, special
i nsol vency courts will develop expertise in the resolution of insolvency nmatters
through their concentration on the issues involved. G ven the significant
changes that can be occasi oned upon enterprises in insolvency proceedings, a
nati on may wi sh to consi der whether superior courts should handl e insol vency
matters. On the other hand, given the likelihood that the nunber of

insolvencies in the early stages of the transition will be substantial, it may
be wise to ensure that the judges who are trained in insolvency matters are al so
trained in other fields. Over time the nunber of insolvencies will decline, and

the judges could then be available to hear other matters.

B. COMMENCEMENT
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1. Eligible Types of Enterprises

The insol vency | aw shoul d contain provisions that govern who is entitled to
the protections of the Iaw, who may commence a proceedi ng, and the nmechani sm by
which a proceeding is commenced. The broader the spectrumof entities eligible
for the protections afforded by an insolvency law, the nore the law will pronpte
reorgani zati on of enterprises. As a result fewer enterprises will be subject to
creditors' unhanpered execution on their assets, |eaving the enterprises unable
to continue operations. On the other hand, certain enterprises (banks or
i nsurance conpani es, for exanple) may be so crucial to the financial stability
of a market systemin general, that separate, nore protective systens should be
created to govern their financial difficulties. During the transition period, a
nation nmay decide to prohibit the comencenent of any type of insolvency
proceedi ngs (or restrict the formof relief avail able) against nonopolies or
other crucial enterprises until such tine as the narkets have matured and could
wi thstand the | oss of such enterprises.

In some countries (Czechosl ovakia, for exanple), the insolvency |aws are
avail abl e only for nmerchant enterprises and individuals. |[If an individual is
not engaged in a trade or business, he cannot petition for insolvency
protection. This type of |aw stens from a | ong-standing belief in sone areas
that insolvent individuals should not receive a discharge fromtheir debts, and
therefore, there is little point in permtting such individuals to file for
i nsol vency protection.

2. Tests for Determining Eligibility for Insolvency Proceedi ngs

Beyond deci ding which enterprises are eligible for the protections of the
i nsolvency law, a nation may w sh to consider setting forth standards that an
eligible enterprise nust satisfy before it may commence an insol vency
proceedi ng. For exanple, in many countries, an entity nust be insolvent under a
defined test (the enterprise's liabilities exceed the fair value of its assets,
or the enterprise is generally unable to pay its obligations when they are due),
or an entity nust have commtted an "act of bankruptcy" (such as a preferential
or fraudul ent conveyance of its assets). Such requirenents are designed to
ensure that the insolvency law is invoked only when it is truly needed to
protect not only the interests of the enterprise's nanagers and enpl oyees, but
al so those of the enterprise's creditors.

In the United States, on the other hand, the insolvency |aws were anended in
1979 to elim nate any standards for nobst enterprises to satisfy in order to
conmence an insolvency proceeding. Sone argue that enterprises accordingly
comence i nsol vency proceedi ngs not because they need court protection, but as a
means to increase their ability to reduce the burdens of their credit contracts.
Ot hers argue that the stignma of insolvency proceedings prevents truly
unnecessary cases. They also argue that it is nore efficient to use a court's
time to resolve an enterprise's financial troubles than to deterni ne whether an
enterprise is insolvent.

An insolvency law could also require that an entity conmence a proceedi ng
within a certain period after becom ng unable to pay its obligations. In sone
countries with such requirenents civil and even crimnal penalties can be
i nposed agai nst directors and other persons in control for failure to conmence a
proceeding in time. Such a requirenment helps to guard against enterprises
incurring debts that they will probably be unable to pay, but at the sane tine
it can discourage entrepreneurial risk-taking.

3. Involuntary Proceedi ngs

I nsol vency systens are designed in large part to protect creditors.
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Accordi ngly, every insolvency system should afford creditors the opportunity to
comrence a proceedi ng against an eligible enterprise if that enterprise is
unabl e to acknow edge the gravity of its situation or is unwilling to act.

There is a wide variety of approaches to the conmencenent of an involuntary
proceeding and to court review of the petition comencing the proceeding. In
some systens, such as those of France and Gernany, a single creditor can
comence a case. |In other systems, such as that of the United States, a m ni num
nunber of creditors holding a mnimumanount in clains nmust join together
Virtually all systens, using various procedures, afford the debtor an
opportunity to contest the comrencenent of the proceeding.

4, Governnent I ntervention

A particularly controversial issue is whether an agency of the governnent
itself should have the power to conmence insol vency proceedi ngs agai nst
financially troubled enterprises. 1In the United States various federal and
state governnent agencies have the unilateral power, and in sone cases the
statutory obligation, to comence insolvency or special receivership proceedi ngs
agai nst certain enterprises that engage in businesses particularly dependent on
the public trust. Such entities include, for example, banks, savings and | oan
institutions, insurance conpanies, securities dealers, stockbrokers, utilities,
and nmunicipalities. A few of these entities are eligible for relief under
speci al provisions of the general insolvency |aws, but nore comonly conpletely
separate and excl usive receivership statutes and adninistrative procedures apply
to insolvency proceedings of the type described. Such procedures are beyond the
scope of this article since they are nore appropriately addressed in the context
of establishnment of, for exanple, banking and insurance regulatory systens.

5. Conversion or Dismissal of the Proceeding

Because al nost every insolvency is unique, insolvency |aws should be
sufficiently flexible to accommbpdate the particul ar needs of the particular
case. An insolvency |aw should probably provide the courts with the flexibility
to convert a case froma reorganization to a |liquidation, or vice versa, and the
flexibility to dismss a case if the interests of creditors and the enterprise
are better served out-of-court.

Sone insol vency systems provide a neasure of flexibility by allow ng an
enterprise to attenpt a reorgani zation before the enterprise, its creditors, or
a court decide that reorganization is not feasible. For exanple, French |aw
allows an enterprise, after filing, to continue operating its business, under
the supervision of a trustee and the control of the court. The enterprise
operates its business through an observation period pending the drafting and
approval of a recovery plan, until the court decides that recovery is not
feasible and orders a |liquidation

U.S. law characteristically allows an enterprise or its trustee to convert a
I'iquidation case into a reorgani zation case. U S. law also allows a court to
dism ss a case altogether for cause -- whether the case is a liquidation case or
a reorganization -- if dismssal is required to prevent abuses or to protect
creditors' interests. The lawin the United States even authorizes a court to
abstain fromexercising jurisdiction or to suspend a proceeding if dism ssal or
suspensi on woul d better serve the interests of the enterprise and its creditors.
The sanme is true if a foreign insolvency proceeding can provide a better forum
for adnministering the assets of the enterprise and processing the clains of the
creditors.

C. MANAGEMENT AND COWMM TTEES
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1. Managenent

a. Admnistrators

In nmost insolvency systenms a court-appointed or creditor-designated
adm nistrator (also variously called a trustee, liquidator, or receiver)
automatically assunes control of the enterprise upon the commencenent of an
i nsol vency proceeding. The administrator is often a specially trained,
specially licensed expert who deals exclusively in insolvency nmatters and is
expected to provide an independent and know edgeabl e assessnment of the prospects
for the insolvent enterprise. The adm nistrator can be an accountant, |awer,
econoni st, or experienced businessperson. The administrator's profession is
|l ess inportant than is his or her ability to undertake an i ndependent eval uation
of the nost appropriate course of action for an insolvent enterprise.
Adm ni strators should have the ability (and will likely exercise the ability
fairly often) to retain the existing nmanagers of the enterprise, but they should
al so be enpowered to replace those nanagers if and when appropriate.

The admi nistrator will be the senior nanager of the insolvent enterprise,
ultimately responsible for all decisions of the enterprise during the course of
the insolvency proceeding (subject to court supervision to ensure that the
adm ni strator properly perfornms his or her duties). |In liquidation cases the
adm nistrator will oversee the sale of the enterprise's assets and the
collection and distribution of the proceeds anbng the creditors. 1In
reorgani zati on cases the administrator will oversee the fornulation of the
reorgani zation plan, the attendant negotiations with creditors, and the
i npl enentation of the plan. |In all cases the administrator (or his or her
appoi nted representative) will represent the enterprise before the court.

In the British Conmonweal th countries (and sonme other jurisdictions as well)
the adnmini strator can be the appointee of a private creditor who holds a speci al
type of lien covering substantially all of the enterprise's novable assets. 1In
that event the admi nistrator (called a receiver) will normally liquidate the
secured creditor's collateral for the creditor's benefit and turn over any
excess proceeds either to the enterprise or to a second adm nistrator for
distribution to the enterprise's unsecured creditors. Many countries have begun
to inmpose duties of "good faith" and "conmercial reasonabl eness” upon privately
appoi nted adm nistrators in order to ensure that they observe accepted standards
of commercial conduct in the fulfillnment of their obligations. These duties are
designed to benefit other creditors of the enterprise. They can require, for
exanple, that the adninistrator attenpt to obtain the highest price for assets
sol d, thereby increasing the likelihood that funds will be available for
distribution to other creditors after the secured creditor has been repaid.

A matter having nothing to do with the law, but everything to do with the
practical success of insolvency proceedings, is the availability of qualified
i ndividuals to serve as adm nistrators. Initially, few people in an energing
mar ket econony may be qualified or experienced enough to serve as
adm nistrators. A short-termsolution is for the governnent to constitute an

admi ni strative agency whose enpl oyees will serve as adm nistrators.
Neverthel ess, there is often a substantial concern (legitimate or not) in market
econoni es that governnent enployees will be nore interested in furthering

political objectives than in seeking practical business solutions. A further
concern (again, which may well not be legitimate in all circunstances) is that
relatively underpaid governnment enployees are less likely to devote the
necessary tinme and attention to adninistrator appointnents than are privately
compensated (and, thus, economically notivated) insolvency specialists. An
exception may occur in situations in which the governnent provides financial
assistance to the insolvent enterprise. In that event there is less |legitimcy
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to the argunent that the governnment should not participate in the nmanagement of
the enterprise.

Anot her possibility in the short termis to utilize the services of qualified
foreign adninistrators on the condition that they involve, and provide

substantial training and experience to, |local adm nistrator candidates. |In the
long term however, a group of experienced donestic insolvency practitioners
eninently qualified to take on adm ni strator appointnents will inevitably

energe. (One of the tenets of capitalismis that a demand for a service or
product results in the devel opnent of an industry willing to supply that service
or product for the right price.) Utimtely, this group will divide itself into
smal |l er groups with specialized expertise in particular industries and types of

i ndustri es.

b. Debtor in Possession

Many countries provide for circunstances in which the |aws permt existing
managenent of an insolvent enterprise to remain in control of the business
wi thout the interposition of a supervising adnministrator. |In practice, however,
such an arrangenent sel dom occurs.

In the United States, on the other hand, it is the rule rather than the
exception in reorgani zati on proceedi ngs that existing managenent remains in
control as the "debtor in possession.” (In straight |iquidations an
adm nistrator is automatically appointed, however.) This practice has a nunber
of reasons, many of themhaving to do with historical and cultural precedents
unique to the United States. Mst other countries, with their own differing
busi ness climtes and harsher societal attitudes toward insolvent enterprises,
have remai ned reluctant to adopt the debtor in possession approach in a
meani ngf ul  way.

2. Commi ttees

Often, it is inmpractical and too costly for individual unsecured creditors
and enpl oyees to participate actively in an insolvency proceeding in order to
i nprove their prospects for recovering on their clains. Meaningfu
participation often requires the retention of a lawer faniliar with the
i nsolvency laws. Individual creditors and enpl oyees often conclude that their
time and noney can be better spent in pursuing nore productive possibilities
outside of the insolvency court. To address the concern that small creditors
are unfairly excluded fromthe insolvency systemdue to the tinme and expense
i nvol ved, npost insolvency |laws pernmt the formation of creditor committees or
the appointnment of creditor representatives to represent the interests of the
unsecured creditor body as a whole. It may also be appropriate, particularly in
the context of |abor-intensive enterprises, to formenployee conmittees or
appoi nt enpl oyee representatives to ensure that the rights of the enterprise's
enpl oyees are appropriately safeguarded. Finally, a nation my w sh to consider
providing for the creation of a "comrttee of inspection" that would represent
the interests of all creditors and enployees in the adnministration of an
i nsol vency proceeding rather than creating several committees for each case.
The policy considerations supporting the creation of creditor and enpl oyee
comrttees are nore significant in reorgani zation proceedings than in straight
liquidations. 1In the latter case the proceeding often involves little nore than
the quick sale of the enterprise's assets, presenting fewer issues affecting
enpl oyees' and creditors' recoveries.

D. STAY OF CREDI TOR ACTI ONS
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1. Inposition

Upon the comrencenent of an insol vency proceeding, the | aw should provide for
a stay of further creditor action against the insolvent enterprise. The stay
provides creditors with the assurance that, fromthe date of the stay forward,
simlar creditors will receive simlar treatnment w thout having "to race to the
courthouse" to enforce their rights. The stay is also designed to afford a
busi ness an opportunity to exanine its financial troubles without having to
def end against creditor action.

Such a stay may be effective automatically or may take effect upon the entry
of a court order, which order itself may be required or discretionary. An
automatic stay allows an enterprise to focus nore quickly on its financial
troubl es because the enterprise does not have to litigate whether a stay need be
i nposed generally or defend against particular actions. Generally speaking, an
automatic stay is preferable froman adninistrative point of view as well
because it avoids the issue of whether particular creditors have received actua
notice of the inposition of a stay (often a problemarea with discretionary
stays issued pursuant to specific court orders).

2. Scope

A stay may extend to as nuch or as little creditor action as a nation deens
appropriate. In sone countries virtually all creditors, including secured
creditors, are bound by the stay. |In other countries unsecured creditors are

stayed, but secured creditors nmay continue to pursue their collateral as though
the insolvency filing had not occurred. The latter can effectively undernine
meny reorgani zation attenpts, unless the secured creditors consider continued
operation of the business to be in their best interests, as the secured
creditors often have |liens against assets that are crucial to the enterprise's
continued operations. |If, however, secured creditors are also stayed, the | aw
shoul d make cl ear that the secured creditor does not |ose its security interest,
but is only prevented fromenforcing it during the pendency of the insolvency
pr oceedi ng.

3. Dur ati on

If the stay applies to secured creditor actions, it should renain in place
for a reasonable period of tine, sufficient to allow the parties in interest (or
the court, if necessary) to assess the financial troubles of the business. 1In
the case of a liquidation the stay should prevent unsecured creditors from
taki ng any action, without the approval of the court, against any of the
enterprise's property during the pendency of the case. In the case of a
reorgani zation the stay should remain in place until a plan of reorgani zation
has been approved and its provisions nade effective.

4, Rel i ef

If the stay is to apply to secured creditors in reorgani zati on cases, the |aw
shoul d permit the secured creditors to seek relief fromany stay that is
i nposed. Such relief, whether to pursue an action against the enterprise or
against its property, could hinder the enterprise's ability to focus on its
financial troubles. Accordingly, the law should require the secured creditor to
denmonstrate that the detrinment to the creditor occasioned by the stay materially
exceeds the detrinent to the business (and its estate) in litigating with the
creditor, or that the property agai nst which the creditor wishes to proceed is
unnecessary to the continued operations and attenpted reorgani zati on of the
busi ness.
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E. ESTATE

1. Property that the Enterprise Holds

Upon the comencenent of an insolvency proceeding an estate should be created
that consists of the property of the enterprise. The estate should include al
interests of the enterprise in any property (except exenpt property, described
bel ow), wherever it may be |l ocated, as of the date the case is begun. The
estate should be defined broadly to include as nuch property as possible so as
to mexim ze the distributions to creditors and enpl oyees.

In many countries the law permits a creditor to provide business with the
possessi on and use of property while retaining title to the property in the nane

of the creditor. |In those countries property subject to such "retention of
title" agreenents is considered not to be property of the enterprise in the
first instance, and therefore not subject to the stay. 1In the United States,

however, the inplenmentation of a central filing systemresulted in the
elimnation of retention of title arrangenents. The concern was that to

uni nforned creditors assets subject to a retention of title agreenment woul d
appear to belong to the business and therefore be available to satisfy the
creditor's debt. Now, the inportant focus in the United States is whether the
creditor has properly recorded an interest in the property in question, not
whether title to the property nomnally remained with the creditor. (This is
not neant to preclude true |ease transactions, however, where the property is
expected to have a material econom c value at the end of the |ease termand the
busi ness is contractually required either to return the property to the creditor
or to pay to the creditor the remaining fair market value of the property.)

2. Exenptions

What ever the extent of the insolvency estate, a nation may wi sh to exenpt
certain property fromthis estate. Certain property nmay be necessary
(especially in cases of insolvent persons) for a fresh start. Wthout such
exenptions, insolvent persons would be |eft destitute and unable to begin again,
sormet hing an i nsolvency | aw should not pernmit. Exanples of the types of
property a nation may wi sh to exenpt for individuals include household
furni shings, clothing, books, animals, crops, or nusical instrunents. Perhaps
certain property used in a trade (books, tools, etc.) should al so be exenpt, as
shoul d other property (such as religious or ancestral items) that nay have
speci al significance

There is | ess need to exenpt property fromthe estate of an insolvent
enterprise. Still, if during the transition period crucial enterprises are
subj ected to insolvency proceedings, certain assets such as |and, buildings, and
equi pment coul d be exenpted as a neans of ensuring that the enterprise is not
|'i qui dat ed.

3. The Estate's Causes of Action

In some instances creditors would be well served if the law pernitted the
admi ni strator (or debtor in possession) to pursue causes of action agai nst other
entities. For exanple, in the days leading up to the commencenent of the
i nsol vency proceedings the enterprise may have paid some creditors and not
others, often because the preferred creditors were nore diligent or aggressive
in pursuing recovery on their clains or had a special relationship to the
enterprise (an affiliated enterprise, for exanple). |In hindsight, the
enterprise and its remaining creditors would have been better served if the
enterprise had commenced insol vency proceedi ngs earlier, rather than preferring
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some creditors over others. Had the enterprise done so, the paynents would have
been available to help finance the reorganization of the enterprise. In a

i quidation scenario the paynents woul d have been available to be shared equally
anong all the unsecured creditors.

On the assunption that the enterprise nade the paynents at a tinme when it was
approachi ng insol vency, an insolvency |aw should allow the enterprise's estate,
once in insolvency proceedings, to recover any such paynents that preferred sone
creditors over other creditors. The |aw should only permt such a recovery for
relatively recent preferential transfers, made within several nonths or so (no
further back in time than the presunption of insolvency can reasonably be
ext ended) before the commencenent of the insolvency proceeding. The recovery
period can be established by statute, for exanple, six nonths for ordinary
paynments and one year for paynents made to creditors with special rel ationships
to the enterprise. Alternatively, the court can, in hindsight, pick the date
within the prior one or two years on which it becane apparent that the
enterprise was, in fact, insolvent.

In the days |l eading up to the commencenent of the insolvency proceedings, the
enterprise may have also transferred property to another entity in a fraudul ent
effort to conceal its assets fromits creditors. An insolvency |aw should all ow
the enterprise's estate to recover such transfers for the benefit of creditors.
In determ ning whether any transfer was fraudulent, a court can exanine the
enterprise's actual intent. |[|f the value of the property the enterprise
received in exchange for the transfer was disproportionately small when conpared
to the value of the property the enterprise transferred, the court could infer
an intent to defraud. |If the value of the enterprise' s assets renmmining after
the transfer is disproportionately small when conpared to the anount of the
enterprise's debts, again the court could infer an intent to defraud.

Finally, an insolvency |aw m ght enpower the enterprise's estate to avoid the
granting of security interests in the enterprise's property that were not
properly recorded at the commencenent of the insolvency proceeding. Simlarly,
it could avoid the creditor's security interest in pledge or retention of title
transacti ons when the transaction was not properly docunent ed.

F. CLAI M5
1. Proof

Every insol vency systemis designed -- at least in theory -- to protect
creditors, and every insolvency systemis designed -- again, at least in theory

-- to provide an efficient and econonic neans for the administration of the
affairs of an insolvent enterprise. Accordingly, every insolvency system has
procedures for creditors to prove their clains against the enterprise, so they
can share in the recoveries fromits assets.

Two nmethods are available for handling creditors' clains: (1) require the
enterprise to disclose the amount and the nature of its obligations to its
creditors; (2) require the creditors to register their own independent proofs of
claim Different countries have adopted different conbinations of these two
met hods, and nmay even have different procedures for different kinds of
i nsol vency proceedings (liquidations or reorganizations).

Most systens allow filing or registration of claims by mail in order to
expedite the administration of the enterprise's affairs and reduce the
i nconveni ence to creditors who do not have easy access to the court. Further,
nmost systens provide standardi zed proof of claimfornms that are sinple enough so
that individuals can fill them out w thout professional advice. The
standardi zed formrequires the inclusion of certain basic information (subject
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to fraud penalties if the creditor knowi ngly includes false information) so that
the administrator can nmake an intelligent assessnent of the validity of the
claimnmerely by reviewing the conpleted form

Al types of creditors should probably be pernmitted to file proof of their
claims, whether for a fixed amunt of debt or for clainms that have yet to be
determ ned or fixed in anpbunt (such as clains for breach of contract or tort).
The | aw shoul d provide a nmeans for estinmating those clains that are not yet
determined or fixed in amunt, so that the claimis treated as if it were for a
certain anount for purposes of distribution under a |iquidation or plan of
reorgani zati on.

The time for filing proofs of claimvaries greatly fromsystemto system
Sonme systens do not set any final deadlines. 1In Australian insolvency cases the
adm ni strator gives notice of his or her intention to pay a dividend to
creditors. Creditors that fail to file a proof of claimafter receipt of that
notice are barred fromparticipation in that dividend. They can stil
participate in future dividends, however, by later filing proofs of claim

The time for filing clains should be short enough to allow for reasonably
speedy administration of the case, but |ong enough for creditors to receive
actual notice of the case, fill out their forms, and deliver their forms to the
court by mail or by person. Local authorities should set the time in Iight of
practical considerations such as the quality of nmamil service, the availability
of copying machi nes to produce copi es of debt records or supporting
docunentation, and delays that m ght be required to translate docunentation if
|l ocal law requires that |egal docunents be witten in the |ocal |anguage.

2. Secured Clains

Secured lending is a key conponent of the credit system of any market
econony, and the extent to which secured | enders are affected by insolvencies
and insol vency |laws can affect the availability and price of secured credit.
The rights of U S. enterprises to stay foreclosures by secured creditors or to
rewite obligations to secured creditors in reorgani zation plans is a key
di fference between the U S. systemand the systens of npbst other English-
speaki ng countries. Many practitioners in English-speaking countries are |loath
to encourage the spread of these concepts outside of the United States.

The threshol d question regarding all owance of secured creditors' clainms is
whet her they need prove their clains at all. |f an insolvency system ot herw se
| eaves secured creditors free to liquidate their collateral w thout restraint by
the enterprise or the insolvency court, there is little reason to require every
secured creditor to prove its claimunless (1) the enterprise or other creditors
dispute the validity of the debt or the rights to the security, or (2) the
secured creditor intends to share in the proceeds of the enterprise's unpledged
assets as a partially secured creditor or an unsecured creditor.

As to the first issue, if the admi nistrator or another party objects to the
secured creditor's claimor assertion of a security interest (because it was
i nproperly docunented, for exanple), the court can hold a hearing to resolve the
obj ection. Pending resolution of such a hearing, the court, as a practica
matter, will need to be enpowered to stay the secured creditor tenporarily from
exercising its rights against the collateral. Accordingly, any such objection
shoul d be resol ved quickly.

As to the second issue, if secured creditors are not required to file proofs
of claimif they are fully secured (the value of their collateral is at |east
equal to the anount of their claim or willing to defer fromsharing in the
proceeds of the sale or use of unsecured assets, an insolvency law wll stil
have to provide procedures for dealing with the undersecured creditors (the
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value of their collateral is |ess than the amount of their claim and the
secured creditors that are willing to surrender their security in exchange for
being allowed to participate in the insolvency proceeding. Secured creditors
that are partially secured or that have surrendered their collateral can be
required to file clains for the balance of their debt renmaining after accounting
for the net ampbunt that they received, if any, fromthe sale of their
collateral. Administrators may or may not be granted the right to redeem
collateral for the values estimated by their secured creditors if the secured
creditors file proofs of claim

3. Privileged Cains

Al t hough every insolvency systemis designed to protect creditors' interests
by treating creditors equally, every system provides that sone creditors are
"nore equal" than others. Therefore, certain kinds of clains are paid in ful
before distribution of the balance of the assets available to nonprivil eged
unsecured creditors.

The ampunts of clains that are entitled to privilege, and the relative
priorities of privileged clains anong thensel ves, vary fromsystemto system
Nevert hel ess, al nbst every system affords a neasure of priority to the costs of
the insolvency proceeding itself. Indeed, sone systens actually disniss the
proceedi ng unl ess the assets are sufficient to pay the costs of the proceeding.
Enpl oyee cl ai ns and donestic (as opposed to foreign) tax clains also usually
receive priority. |In Czechoslovakia, for exanple, a first privilege (after
expenses of the insolvency adm nistration itself) is reserved for the rights of
enpl oyees accrued within three years prior to the insolvency proceeding; a
second privilege is reserved for taxes, custons dues, national insurance
contributions, and the like, accrued within those three years. A few other
systenms al so grant priority to tax clains fromother countries, and to other
favored groups such as consuners that |eft deposits with the enterprise, or
| ocal farners and fishernen. Belgium on the other hand, allows no privileges
for any unsecured clains of any nature incurred prior to the comencenent of the
pr oceedi ng.

Commercial law in sone countries may al so provide hidden privileges to
enpl oyees or tax claimants. Oten, secured creditors holding |liens on all of
the assets of an enterprise -- the "blanket lien" or the "standard nortgage
debenture" -- pay outstanding enpl oyee wage clainms fromthe proceeds of their
collateral before applying the proceeds to their debts. By the sane token
lenders in the United States with nortgages on office buildings or hotels
effectively take their collateral subject to real estate taxes, which are
generally a lien on the real estate in question with priority over any private
nortgages (even if the real estate taxes accrued after the creditor's nortgage
was recorded).

Consi deration may be given to placing a ceiling on the amount of enployee and
tax clains entitled to privileged treatnment. |If the nunber of enployees is
substantial, or if the tax arrearages are significant, often nothing is left
over for unsecured creditors unless the enployee and tax clainms are statutorily
limted.

The privileged clains can be equal anpong thenselves, or, as in the current

Czech law, the distribution can be hierarchical. That is, the clains in one

privileged class are entitled to be paid in full before the clains in the next
| ower privileged class becone entitled to any distribution. 1If the funds are
insufficient to pay a privileged class in full, the clains in that privileged

class share the available funds on a pro rata basis. The clains entitled to
privilege and the structure of the privileges will depend on the policy
deci sions of the lawmkers. VWhile it is politically tenpting to provide
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unlimted privilege to enployee and tax claims, it nust be kept in mnd that
such a systemwi |l factor into the credit anal yses of potential creditors when
they assess the likelihood of recovery on their clainms in the event of an

i nsol vency. Accordingly, it mght make sense to |linit the clains that will be
afforded a priority or not to afford a priority to the clains at all.

4. Al owance

Any insol vency system nust have a nmethod for reviewi ng clainms that are nade
agai nst the estate to assure that all creditors receive their fair share of the
assets either in a liquidation or a reorganization. The allowance process
rai ses several issues: the legal effect of a proof of claim who has the right
to object to a claim the time linmt for objecting to a clainm who deterni nes
the validity of a claim and the ground rules for a hearing on the validity of a
claim

There are many possible resolutions to these issues. Sone systens provide
that a properly conpleted proof of claimis prima facie proof of the validity of
the clain others | eave the question open. Sone systens allow the enterprise,
or any creditor or party in interest to object to a claim others provide for
the administrator to review clainms and reject clains considered inproper
Furthernore, sone systens do not set atinme limt for objecting to clainms, while
ot her systens contenplate or require objections within certain tinme franes.

In some systens the assertion of an objection will automatically result in a
court hearing to resolve the objection. In administrator -oriented
jurisdictions the administrator is often enpowered to reject the claim and the
creditor must specifically request a court hearing if the creditor wants to
overturn the administrator's decision.

The general ground rules for a hearing on the validity of a claimw |l depend
in large part on the general procedural |aw of the country in question. For
exanpl e, legal procedures in all of the English-speaking countries are governed
by common | aw notions of due process. Due process requires fair notice of a
| egal action that could affect one's rights and an opportunity for a fair
hearing on that proposed action, with rights of appeal under certain
circunstances. The subject of due process goes far beyond the limted questions
of disputes about clains in insolvency proceedi ngs because due process is
central to an effective legal systemin any free market econony. Any insolvency
law wi Il function nmore snoothly if it incorporates due process protections into
the insolvency court system

G DI SCHARCE

The di scharge of its debts is one of the principal goals of an enterprise or
merchant entering a reorgani zation proceedi ng. Most insolvency systens afford
some neasure of discharge. However, the kinds of debts dischargeable and the
procedure for obtaining a discharge vary widely fromcountry to country.

To take these issues in reverse order, some countries provide for an
automati c di scharge of all debts -- except those specifically excluded by |law --
unl ess creditors take affirmative steps to restrict or deny a discharge. O her
systens require the enterprise to apply for a discharge after the conmencenent
of the case. Australian |law covers both bases. It automatically discharges a
bankrupt individual three years after the filing, while affording the individua
an opportunity to apply for an earlier discharge follow ng the neeting of
creditors. The bankrupt's discharge nay be significantly del ayed, however, if
the individual is found to have been di shonest.

The grounds for objecting to a discharge are nore consistent fromplace to

CTDOCS2: 1355076. 1



pl ace. Most countries will bar a discharge if the enterprise has not kept
adequat e books and records to explain its |osses; has conceal ed or destroyed its
books and records; was engaged in reckl ess specul ati on; was engaged in fraud; or
has recently been the subject of another insolvency proceeding. Sone countries
al so grant a discharge only if the enterprise's assets are worth at | east sone
percentage of the ampunt of its liabilities, unless the enterprise can prove
that its financial problens arose fromcircunstances beyond its control

U.S. law provides an alternative to outright denial of a discharge by
allowing creditors either to object to a discharge in general or to the
di schargeability of a particular claim An enterprise could thus be guilty of
fraud in the United States and receive a discharge of all clains other than the
claimarising fromthe fraud.

Many countries draw distinctions between the discharges available to
di fferent kinds of enterprises and di scharges avail abl e under different kinds of
i nsol vency proceedings. For exanple, U S. |aw denies discharges in |iquidations
unl ess the debtor is an individual. However, it allows an enterprise to
di scharge debt under a plan of reorganization if that enterprise will continue
operations after confirmation of the reorganization plan

Di fferent countries have different policies on nondischargeability of
specific kinds of debts. A nation nm ght decide to except from di scharge: any
clainms against the enterprise for fraud (if the fraud is proven) in order to
di scourage fraud; clains for alinmony or child support in order to ensure that
the divorced can support thenselves and their children; clains for fines in
order to enforce the crininal laws; and clains for taxes in order to prevent
enterprises or persons fromescaping their obligations as citizens. Further, in
order to ensure an enterprise's conpliance with the provisions of the insolvency
law, the law can provide that an enterprise will be denied a discharge generally
if it violates the | aw

H LI QUI DATI ON

Li qui dati on proceedings are little nore than the collection and sale of the
enterprise's assets and the distribution of the proceeds to creditors according
to the priorities established by the insolvency law. 1In the event that the
insolvent is a person, and the policy is to pernmit a "fresh start,"” the person
will receive a discharge fromthe debts on which he or she was |iable before the
comencenent of the proceeding. Wether an enterprise receives a discharge in a
i quidation proceeding is irrelevant because the enterprise will have been
di ssolved and, in any event, will have no renmaining assets to apply in
satisfaction of creditors' clains.

As noted above opinion may legitimately differ on whether it is nore
appropriate to appoint an adnmnistrator or to | eave existing managenent in
control in a reorganization case. Little dispute exists, however, that the
appoi ntnment of a administrator is appropriate in straight |iquidation
proceedi ngs. Mbst persons and enterprise managers will not be experts at
collecting and selling assets pursuant to the insolvency | aw and distributing
proceeds according to relevant priorities. Accordingly, the creditors or the
court should be able to sel ect capable adninistrators to oversee the
|'i qui dati on.

The adm ni strator can be made responsible for preparing lists of creditors, a
schedul e of assets and liabilities, and a schedul e of incone and expenditures
that the enterprise would otherwi se have to file. The adm nistrator should then
be required to exam ne potential causes of action against other entities, decide
whi ch ones are worth pursuing, and prosecute them Further, if it makes sense,
the administrator should have the power to operate the enterprise's business for

CTDOCS2: 1355076. 1



alimted period of tine until the assets can be sold. The adninistrator should
coordi nate the sales of the various assets and collect the proceeds. Finally,
the adninistrator should distribute the proceeds to the various creditors
according to the priorities set forth in the | aw

After the distribution the person or enterprise should be discharged fromits
debts (if permitted by the law) and the case should be closed. The
adm ni strator should file a final report describing the assets sold, the anpunts
for which they were sold, and how the proceeds were distributed. 1In cases where
the enterprise has essentially no assets, a nation may wi sh to consi der whether
the I aw should require the governnment to fund an inpartial investigation of the
ent erprise.

I. REORGANI ZATI ON

A reorgani zation proceeding can be divided into two parts: (1) operation of
an enterprise's business after the comencenent of the proceeding, and (2) the
devel opnment and i nplenentation of a plan (also called a schene or a proposal) to
restructure the enterprise's operations and debts. An insolvency |aw should
address both parts in order to ensure that the enterprise is operated in a way
that mnimzes financial |osses during the case, and that the plan of
reorgani zati on has the approval of as many creditors as possible. The |aw
shoul d al so require the reorgani zation plan to provide those creditors who do
not approve of the plan with a distribution no snaller than the | aw specifi es.

1. Operation of the Business

a. Use of Property

Ordinarily, a reorganizing enterprise should, under the supervision of a
adm ni strator (or the debtor in possession if considered appropriate), be
aut horized to continue to operate in the ordinary course of its business wthout
a great deal of court or creditor supervision. The enterprise should be able to
continue to deliver its products or services, collect paynent, and pay its
ordinary bills. To require court or creditor review of each business decision
woul d be cunbersone. It would also reduce the efficiency of the business to the
detriment of the estate and its creditors.

Creditor and court review should be linted to actions proposed by the
adm ni strator that are not in the "ordinary course" of the enterprise's
busi ness, for exanple, a sale of sone assets. Creditors should have the
opportunity to review any proposed extraordi nary action and voice to the court
their views about the wi sdom of such actions. This type of creditor review
woul d apply only to court-appointed adm nistrators, since privately appointed
adm nistrators by their nature act at the behest of secured creditors to
liquidate the creditor's collateral. Further, if the administrator's proposed
action concerns property of the estate, and a creditor has an interest (a
security interest for exanple) in that property, that creditor should receive
sonme assurance that its interest in the property will be protected. |If, for
exanple, the adm nistrator proposes to sell property in which a creditor has a
security interest, the creditor could receive an interest in the proceeds of the
property as a repl acenent.

b. Credit

Because credit is crucial to nost enterprise's operations, and especially
those of a financially troubled enterprise, a reorganizing enterprise ought to
be able to obtain credit. So long as such credit is unsecured and incurred in
the ordinary course of the enterprise' s business, the enterprise ought to be
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able to obtain such credit wi thout the approval of creditors or the court. In
order to encourage others to continue to do business with the insolvent
enterprise, clainms on account of such credit should be afforded a priority in
the enterprise's eventual plan of reorganization

I f, however, the enterprise requires nore credit, and the administrator can

find a willing Il ender, the | aw should provide the adninistrator with the ability
to obtain nore credit. Available lenders will probably insist on a security
interest in some or all of the business's assets. Sone |enders will further

require that their security interest be senior to any other security interests
in the property. Accordingly, the law should provide the adnm nistrator with the
ability to grant such security interests, so long as other creditors who have an
interest in the property to be pledged receive sone protection of their

interest. For exanple, if an administrator grants a security interest to a new
|l ender that is senior to another security interest, the administrator m ght pay
an appropriate sum of noney to the holder of the older security interest. Such
a paynment woul d prevent the aggregate distribution to that creditor from being
di m ni shed.

C. Contracts

The general contracts (for exanple, contracts for sales, purchases, and
services, or |leases) to which a reorganizing enterprise is a party nmay, in
addition to its credit contracts, be a source of difficulty for the enterprise.
An insolvency | aw should thus pernit an enterprise to examne its contracts and
deci de whether those contracts will be honored or repudiated by the enterprise
An admi ni strator should have the ability to decide that certain of its contracts
are no | onger beneficial to the business and sinply repudiate the enterprise's
obl i gati ons under those contracts. The other parties to such repudi ated
contracts should be able to claimdamages agai nst the estate on account of the
repudi ati on.

If, on the other hand, the adm nistrator decides that a given contract is
inportant to retain, the adm nistrator should have the opportunity to assune
such contract and the obligations that go with it. The insolvency |aw can set a
deadl i ne by which the adninistrator nust decide whether it will repudiate or
assunme contracts. It nay be appropriate to allow the adm nistrator to make such
deci sions through the date a plan of reorganization is confirmed. At that tine,
the administrator will know better which contracts the enterprise requires and
can perform

2. Plan of Reorganization

Soon after the commencenent of a reorgani zati on proceeding, the adm nistrator
shoul d begin to prepare a plan of reorganization. The plan should classify the
claims against the estate; specify the treatnent to be afforded the various
classes (how the enterprise will pay the various clains); identify which
contracts are repudi ated and whi ch assuned; and establish the neans for
i npl enentation of the proposed restructuring.

The | aw shoul d address who may file a plan of reorganization. Certainly the
admi ni strator ought to be enpowered to do so, but creditors (and even enpl oyees)
m ght al so be so enpowered. The ability to file a plan and solicit votes is a
powerful negotiating tool. Accordingly, perhaps the adninistrator could be
afforded a period during which no other party may submit a plan for
consideration. Creditors mght be able to file plans if the adm nistrator
proves incapabl e of proposing an acceptable plan

Once a plan has been prepared, all parties in interest ought to have the
opportunity to vote on the plan. The |aw should describe how votes are to be
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regi stered and the percentage of the clains that nust approve the plan before it
wi |l be considered approved.

I1'l. Conclusion

Thi s di scussion of an insolvency law, its purposes, inplenentation, and
provisions is a nmere overview of major issues that energi ng market econonies are
likely to encounter as they inplenment their transitions. This article is
designed primarily to highlight the nore significant issues relevant to an
i nsol vency systemand is not intended to serve as a recommendation to inplenent
any particular policy or system Before specific recommendati ons can be nade, a
nation will have to make an informed judgnent as to the major policy objectives
that it wants to acconplish through its insolvency |aws. Then, with the policy
considerations firmy established, a nation can undertake to draft the specific
provi sions of an insolvency | aw designed to pronpte the selected policies.
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