
"AN LNTERNATIONAL VIEW OF BANKRUPTCY
LAWS: SUMMARY AND IMPLICATIONS

FOR CORPORATIONS FACING
FLNANCIAL DISTRESS"

by

Kevin M.J. KAISER*
and

Kristen L. KAISER**

93144/F1N

'` Assistant Professor of Finance, at INSEAD, Boulevard de Constance, Fontainebleau
77305 Cedex. France.

Research Associate at INSEAD, Boulevard de Constance, Fontainebleau 77305 Cedex,
France.

Printed at INSEAD, Fontainebleau, France



An International View of Bankruptcy Laws: Summary and
Implications for Corporations Facing Financial Distress

Kevin M.J. Kaiser"
&

Kristen L. Kaiser"

May 1, 1993

• European Institute of Business Administration (INSEAD), Fontainebleau, France

The current version is a preliminary draft, comments are welcome. Please do not quote
or distribute without permission of the authors.



I. Introduction

Corporate bankruptcy laws have been an area of near constant change in many countries over
the past century. Even with new Acts and Codes passed every several decades, however, there
are still enormous differences between the bankruptcy laws of industrialized nations. There
are also still large differences in opinion, among legal academicians, practitioners, creditor
organizations, and politicians, about what constitutes the "best" bankruptcy law'. Indeed, even
though formed after much debate and participation from many sectors of the economy and
legal community, the U.S. Bankruptcy Reform Act of 1978 has recently come under an intense
wave of criticism'.

Most generally, there are two alternative corporate bankruptcy structures: liquidation
and reorganization. Bankruptcy laws in most countries have provisions, with varying
accessibility, for both of these structures. For example, in the U.S., the Chapter 11 provisions
of the U.S. Bankruptcy Reform Act of 1978, are designed to encourage and facilitate
reorganization. The provisions of Chapter 7, on the other hand, are designed to implement
a quick and efficient liquidation. The characteristics of these two general structures vary
dramatically from country to country, and the accessibility of the two structures, especially the
reorganization provisions, varies from country to country as well.

France, as the culturally and militarily dominant country at the beginning of the 19th
century, had considerable influence on the current laws of European nations. The Commercial
Code of 1807, which covered bankruptcy procedures, dealt with the debtor essentially as a
criminal and focused on the punishment of the debtor and the repayment of creditors. Many
European nations (including Spain, Italy, the Netherlands, and Belgium) adopted these French
laws to varying degrees, and often with some liberalization. Germany, Switzerland, Britain,
and later the Netherlands, remained extremely creditor oriented, and provided for only
liquidation. The traditional form of reorganization, referred to as composition, in which
creditors accept partial payment of their claims in lieu of full payment, was only available in
exceptional cases, and in some countries not at all.

The main argument against these "creditor-oriented" systems involves an appeal to
economic efficiency'. The immediate liquidation of the firm's assets almost certainly reduces
the value of those assets compared to a considered reorganization or sell-off of the most
productive assets to firms capable of putting them to their best use. In addition to these
"liquidation costs", liquidation provides incentives for management to prolong the distress prior
to bankruptcy in efforts to avoid the forced liquidation. As a result, firms which eventually
end up in liquidation have often long since ceased to have sufficient value to repay even the
most senior creditors, not to mention the unsecured creditors or the shareholders. Liquidation
also has the effect of giving management distorted incentives once they reach financial distress.

1 See Baird [4], Turman [40). Kaiser [24], and Jensen [23] for a small sample.

2 While there has been much in the past decade, (see, for example, Roe, [33], Baird [4] & [5], and Bebchuk [7]) the
most recent and controversial criticism came from Bradley and Rosenzweig [11].

3 While many have made this point, an eloquent presentation of the argument may be found in the work of Michelle
White. See White [43], [44), and [45).
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Economists have long recognized (see Stiglitz [39D that a manager, facing the certain loss of a
job, will take on riskier and riskier projects in an effort to avoid bankruptcy. In addition,
management will have a reduced incentive to take on new projects with stable cash flows
(relative to existing cash flows) as these will benefit creditors rather than shareholders.

Bankruptcy reorganization has been introduced in the U.S., and recently in many other
countries, in an effort to avoid these costs. The argument for reorganization is that many
firms which get into financial distress actually have viable businesses, but simply ran into a
financial crisis due to mismanaged borrowing policies or an unfortunate combination of events,
some within and some outside of management control. As the business is viable, all claimants
can, at least in theory, be made better off if it is preserved rather than liquidated. In this case,

reorganization is intended to provide a framework within which the firm can restructure its
financial contracts so that the firm can once again become profitable.

Critics of this system point out that, particularly in the U.S., managers no longer face
disciplinary action due to failures of judgement or competence. To the contrary, many argue
that managers have used Chapter 11 in order to violate contracts which they no longer wish
to honour. Bradley and Rosenzweig [11] claim that the 1978 Act actually promoted corporate
bankruptcies by inducing managers to think of Chapter 11 as just another financial
management tool. In addition to these criticisms of the U.S. laws, many point out that,
regardless of the method employed, reorganization or liquidation, bankruptcies in the U.S. take
far too long to resolve (particularly reorganizations) and incur far too many deadweight costs
(particularly liquidation).

Our goal in the present paper is neither to design nor to infer an optimal system for
dealing with financially distressed firms. Rather, we take an exploratory look at different
bankruptcy laws in place in industrialized countries and at how one would expect these to
impact corporate behavior. Many have been written with careful consideration of the benefits
and drawbacks of existing systems. We seek to locate the strengths or weaknesses in each
system and draw implications for corporate behavior in financial distress resulting from these
particular characteristics of each system. We will also make some hypotheses regarding the
likely effectiveness of certain provisions in accomplishing their intended purpose.

While the current study does not attempt to measure or contrast the costliness of
implementing the different bankruptcy statutes from country to country, we can draw some
conclusions about what such an empirical exercise might reveal. For example, the time limits
imposed by the courts on proceedings, whether reorganization or liquidation, certainly puts
an upper bound on the direct costs of bankruptcy. However, to the extent that such limits
result in an inefficient resolution (liquidation at lower than optimal prices, or liquidation rather
than reorganization of a viable firm), this reduction in direct costs may be outweighed by the
increase in indirect costs. We discuss the nature and philosophy of the laws and the likely
impact on efficient resolution and cost.

The paper also serves as a valuable and convenient source of information for those
interested in, or requiring knowledge in, international aspects of bankruptcy. The use of
different systems around the world, and the different approaches, should stimulate thought
with regard to which system, or aspects thereof, might be better or worse at achieving the
desired ends.
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While there are several papers which consider the optimal design of bankruptcy laws
(see, to list a few, Roe [33], Bebchuk [7], Berkovitch and Israel [8], Aghion, Hart and Moore
[2], and Harris and Raviv [18]), only Aghion, Hart and Moore contrast existing systems.
However, as this is not the focus of their paper, they cover only a very limited number of
countries, and not systematically, nor in the detail which we present. While writing this paper
we learned of a very similar paper, White [46], which also contrasts different bankruptcy
regimes. However, the version we were able to obtain was in an early stage, and we are not
able to compare or discuss that paper in relation to the current work. Interested readers
should refer to any recent revisions of that paper.

In Section II we provide summaries of national bankruptcy laws by country. We do
not summarize the US laws in the paper, though the exhibits do contain comparisons with the
US Chapter 11 provisions. In Section III we discuss the implications for corporate behavior,
and also contrast the different approaches to dealing with distressed firms. In Section IV we
conclude.

II. Bankruptcy Law Summaries by Country

BELGIAN BANKRUPTCY LAW

Initiating the Proceedings

Bankruptcy law in Belgium requires that the bankrupt be a merchant (one whose profession,
at least in part, is commerce). In order to be declared bankrupt, the debtor must have ceased
payments, and not simply have temporary liquidity difficulties.

Any of three parties represented may petition for bankruptcy. Upon a cessation of
payments, the debtor has 3 days in which to inform the court of this fact. When doing so the
debtor must also request bankruptcy proceedings. In its filing to this effect, the debtor is
required only to provide recent financial information. Alternatively, the creditors can
independently petition the court for bankruptcy, or the Court of Commerce can petition for
bankruptcy.

Upon adjudication of bankruptcy, a receiver is appointed who takes complete control
of the firm for the purposes of administration and liquidation. Unlike receivers in most other
countries (one exception being Italy), the receiver in Belgium represents both the debtor and
the creditors. The creditors are treated equally within each class, and thus lose the right to act
Lidividually to satisfy claims during the proceedings. Interest on all claims also ceases to accrue
on all debts as of the acceptance of the bankruptcy request. The adjudication of bankruptcy
also states the date of cessation of payments. This date cannot be more than six months prior
to the date of adjudication, and defines the suspect period.

Bankruptcy

Secured and preferential creditors rights are preserved within bankruptcy. While secured
creditors are entitled to exercise their rights on the secured assets, the receiver also has the same
right on the assets. As a result, the receiver will often liquidate the assets and turn over the
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proceeds (if less than or equal to the claim of the secured creditor) to the appropriate creditor.
If the proceeds exceed the secured creditor's claim, the excess enters the bankrupt estate. If the
proceeds are less than the secured creditor's claim, the creditor receives the proceeds and joins
the unsecured creditors to seek payment of the balance.

The receiver will liquidate the firm, using the proceeds to satisfy the claims in order of
rank. In the event that the creditors in a rank cannot be paid in full, they will be paid pro
rata.

Retention of ownership does not provide the advantages in Belgium that it does in
Germany and the Netherlands. In Belgium, the seller of property to the debtor may retain the
property if the delivery has not been made prior to the bankruptcy. However, if delivery has
been made, the seller must get in line with other unsecured creditors. Even if the sale included
a clause that the property remains the property of the seller until payment is received in full,
the seller must get in line. Such clauses are suspended in the event of bankruptcy.

Composition Agreement within Bankruptcy

The debtor has the opportunity to submit a request for a composition agreement within 15
days after resolution of any disputes regarding creditor claim amounts and preferences. This
is only a request for the opportunity to present a composition plan, but included in the request
is the proposed agreement. The unsecured creditors must approve the debtor's request with
a simple majority in number but a 3/4 majority in amount of claims. Any preferential creditor
who participates in this vote loses their preferred status. If the request is rejected, the receiver
moves the firm into the bankruptcy proceedings outlined above.

If the request is accepted, the debtor has the opportunity to convince the creditors to
sign the composition agreement. This is not regulated by bankruptcy law. In the event that
all creditors sign the agreement, the bankruptcy proceedings are terminated. If there are
dissenting creditors which cannot be paid in full, those who sign the agreement take the
assigned property or payment offered, and the remaining claimants enter bankruptcy.

Suspension of Payments

The suspension of payments procedure (initially quite similar to its Dutch counterpart),
has not had the benefit of later amendments as occurred in the Netherlands. Thus, a debtor
may still access this procedure in exceptional circumstances only (as determined by the court).
In addition, the debtor must prove that it will be able to repay all debts in full. As a result,
this procedure is used extremely infrequently.

DUTCH BANKRUPTCY LAW

Initiation of Proceedings

Dutch bankruptcy law does not distinguish between merchants or non-merchants. All
legal entities and natural persons may be declared bankrupt. In cases of bankruptcy (as
compared to a suspension of payments), either the debtor, a creditor, or the Public Prosecutor
may initiate the procedure by filing a petition with the District Court. A creditor must file
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the petition through a lawyer, and must include a claim that its payments are not being
received and that the debtor has other creditors in the same position. Thus, creditors often
appear (or are represented) in groups to petition for bankruptcy. A debtor can appeal a
bankruptcy petition.

As mentioned above, Dutch law provides for two separate forms of court intervention,
a suspension of payments (sursiance van betaling) or bankruptcy (faillissement). Bankruptcy
generally aims at the liquidation of the assets of the debtor and distribution of the proceeds
while a suspension of payments is intended to provide an opportunity for the debtor to
reorganize its debts while maintaining control of the firm'. Unlike a petition for bankruptcy,
a petition for a suspension of payments can only be made by the debtor.

When a petition for bankruptcy is accepted by the court, a receiver is appointed who
has immediate control over the bankrupt's estate s. Thus, the debtor is removed from control
upon acceptance of a petition for bankruptcy. The bankrupt's estate, over which the receiver
now has control, includes all assets of the debtor as of the filing for bankruptcy and all assets
generated by the estate thereafter. The receiver's first priority is to value the bankruptcy
estate. If the assets are deemed insufficient to pay for the proceedings, the court will terminate
the proceedings'.

Upon receipt of a petition for a suspension of payments, the court will grant a
temporary moratorium. In what follows, the debtor must convince creditors, and the court,
to grant it a complete suspension (18 months). (See discussion of suspension of payments
below). During both the initial moratorium, granted upon receipt of debtor's request, and the
moratorium proceedings which may follow, the management and directors of the debtor
normally retain control of the firm.

Bankruptcy (Faillisement)

Upon the adjudication of bankruptcy, a stay is imposed upon all unsecured creditors seeking
to collect on an existing judgement against the debtor. As explained in footnote 3, secured
creditors are not impacted by the bankruptcy proceedings and are free to execute on their
security. As a result, those assets will not be under the control of the receiver. An important
recent addition to Dutch bankruptcy law is the possibility for a "freezing order" which
prevents secured creditors from collecting on their collateral. Any party to the bankruptcy
(normally the receiver but it may also be the debtor or a creditor) may request the freezing
order which has a duration of one month. A second month may be requested. While this
freeze out period is helpful, it is of too short a duration to permit any real possibility of
reorganization. Thus bankruptcy law in the Netherlands is subject to the same major criticism
as is German law, the laws of bankruptcy have very little strength as a tool to ensure the
efficient liquidation or reorganization of the debtor.

Bankruptcy does not necessarily entail liquidation. There is also the possibility of reorganizing within
bankruptcy as described in the text. However, only an extremely small number of firms which enter bankruptcy are
reorganized.

5 In The Netherlands, secured creditors may exercise on their security at any time, being unaffected by the
application for, or adjudication of, bankruptcy or a suspension of payments.

6 As in other countries, particularly Germany, a vast majority of bankruptcy cases are terminated due to
insufficient assets. In Holland the percentage terminated for this reason is over 95%.
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In fact, certain creditors in the Netherlands may have advantages over their German
counterparts. One example is the retention of title clause written into sales contracts. A seller
of a good to the debtor who includes a retention of title clause is able to repossess the goods
unless payment in full has been received. In both Germany and the Netherlands, bankruptcy
does not restrict the holder of retention of title ownership (except in so far as a freeze order
may be granted and effected for one month) from exercising this right. The sellers of goods
in the Netherlands have an advantage, however, in that this right is granted by the Dutch Civil
Code for a period of 60 days after the payable became due, even if no retention of title clause
was signed.

The receiver has the power to terminate all contracts (short and long term) or maintain
all or part of the business in operation. Any debts incurred as a result of the continued
operation have super-priority and must be paid immediately upon incurrence.

Also at the time of adjudication, the creditors are informed that they must file their
claims before a specified date and then are invited to attend a special creditors meeting. It is
also at this time that the debtor may submit a composition plan. It must be offered at least
eight days prior to the creditors meeting if it is too be considered.

The judge, receiver, debtor and any interested creditors attend this meeting. If the
creditors cannot agree to the validity and preference of claims at this meeting, the court will
do so in a special session. If the debtor contests any claim (but no other party does) this will
have no impact on the proceedings, but remains an issue to be resolved between the debtor and
the individual creditor.

The bankruptcy procedure does not exclude the possibility of settlement. Indeed, once
declared bankrupt, a debtor receives a discharge from its obligations only upon reaching a
settlement (which must then be reached while in bankruptcy proceedings). A settlement
within bankruptcy proceedings must be approved by the court, and must be accepted by the
unsecured creditors by a 2/3 majority by number and 3/4 majority by value of accepted claims.
As stated above, a composition proposal must be offered no later than eight days prior to the
creditors meeting. If no settlement is reached, the bankrupt is declared insolvent and the assets
are liquidated. In the event of liquidation, the proceeds are distributed first to the secured and
preferred creditors. What remains is distributed on a pro rata basis to the unsecured creditors.

As mentioned, if no settlement is reached, and creditors are not paid in full, the debtor
is not released from its liability. There is no discharge from responsibility unless all debts are
paid in full or the creditors accept a composition agreement. However, if the debtor is a
corporation, it will cease to exist upon liquidation, so the issue of discharge is mute. The
Dutch government has recently proposed legislation providing for a total discharge at the close
of the proceedings if the debtor is a natural person.

Suspension of Payments (Surseance van Betaling)

The suspension of payments procedure is a procedure separate from the bankruptcy procedure.
Upon commencement of the suspension of payments procedure, a stay is imposed on all
unsecured creditors from taking individual action to recover claims from the debtor and a
conciliator is appointed by the court to mediate a settlement between the debtor and its
creditors. This procedure is intended to provide the debtor who is in temporary liquidity
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problems with an opportunity to resolve its financial difficulties without resorting to
bankruptcy.

A suspension of payments must be requested at the time of or before the initiation of
bankruptcy proceedings. A settlement during the suspension of payments proceedings is
achieved via the same acceptance process as that used un the bankruptcy process outlined
above. There are, however, characteristics of the suspension of payments procedure which
make it a very poor tool for facilitating reorganization.

The first hurdle to be crossed before obtaining a suspension of payments is the
creditors' vote. As mentioned above, upon filing the request for suspension of payments, the
debtor must await the creditors' vote on whether to grant the suspension. If granted, the
suspension will last 18 months at which time the debtor may request a second suspension.
That second suspension, if granted would also last 18 months.

Even if the creditors do grant the suspension of payments, the debtor will have
difficulty managing the firm as a going concern for this period, not to mention arranging to
repay the creditors in full. As with the settlement in bankruptcy, preferred creditors are not
a part of the settlement process in a suspension of payments procedure. Secured creditors
retain the right to exercise on their security and need not deal with the debtor or the
conciliator during a suspension of payments proceeding. Other preferred creditors, such as the
tax and social security authorities, also need pay no heed to the suspension of payments
procedure as they too can still collect their claims.

As a result, the suspension of payments provides very little relief for the debtor. Were
the suspension of payments to extend to the preferred creditors, this process might indeed
provide an opportunity for reorganization'. In spite of its faults, the use of this procedure has
increased dramatically since the mid-1980sB.

FRENCH BANKRUPTCY LAW

Negotiated Settlement (Reglement Amiable)

Prior to a cessation of payments to creditors, there are two possibilities for court supervision
of a distressed firm. The 1984 Prevention of Bankruptcy Act introduced a preventive court
role and negotiated settlement procedure. According to the first prevention procedure,
businesses with considerable economic importance may be subject to preventive supervision.
In the event of signs of impending trouble, the Presiding Judge of the Tribunal de Commerce
may force the firm to implement corrective measures. This ability kicks in automatically if
the accounts show a net book loss greater than one-third of the amount of capital at fiscal year-
end.

The second possibility for court supervision available to the firm prior to the cessation

7 According to Bolderman and Lantsheer [10], an advisory committee has recently recommended exactly this.

The percentage of firms entering suspension of payments proceedings has increased from just under 5% in 1987
to almost 8% in 1991.
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of payments is the negotiated settlement (re'glement amiable). This legal mechanism is designed
simply to permit a renegotiation of contracts. All parties are sworn to confidentiality (thus,
a firm in negotiated settlement proceedings is able to keep this fact secret from all parties
except those with which it is negotiating). The right to petition the court for a negotiated
settlement is reserved exclusively for the manager of the firm. While this is intended also to
only be available for debtors which have not yet ceased payments, it may still be available
provided no creditor whose payment has been ceased has yet requested judicial arrangement.
The objective of the negotiated settlement procedure is to provide the debtor with a court
appointed conciliator with expertise in resolving such disputes in order to enable negotiation
of an acceptable solution with its principal creditors. It also lends credibility to the debtor's
claims of financial difficulty, as the court will only admit a debtor for whom insolvency is
deemed to be imminent without debt relief. While the conciliator has no power to impose a
solution (as does the judge in judicial arrangement) any composition agreement reached in a
negotiated settlement is, of course, binding.

Judicial Arrangement (Redmssement Judiciare)

In the event that the debtor ceases payments to one or more creditors, the negotiated
settlement procedure is no longer an option. The alternative reorganization procedure in
bankruptcy, the judicial arrangement, may be initiated by petitions filed by either the debtor
or the creditors, or the commercial court if it becomes informed of the financial difficulties of
the firm. While debtors in France are required to inform the court within 15 days of a
cessation of payments (and in so doing petition for judicial arrangement), this is in fact rarely
observed. The majority of bankruptcy cases are opened either by creditors or the commercial
court. Once filed, there are two systems available, the general system or the simplified system.
The simplified procedure, used by 97% of those firms entering bankruptcy, is applicable to
firms with fewer than 50 employees and with sales below 20 million francs after-tax. The court
may decide to apply the general procedure to any such firm, however, if it deems that
procedure more likely to result in a turnaround of the business. The basic procedure in either
the simplified or the general system is very similar.

The basic procedure (for either the simple or the general system) itself is broken into
two stages; the observation stage and the decision and execution stage. The observation stage
is intended to enable the parties to assess the situation calmly, make an early determination of
the viability of the business, and permit parties to present potential rescue plans to the court.
All bankrupt debtors must first enter judicial arrangement, in which the observation period is
mandatory. Debtors to be liquidated will then be ushered through to judicial liquidation
proceedings, but may not move directly to judicial liquidation without first entering judicial
arrangement and being subjected to observation. The observation phase is 18 months (or less)
for the general procedure and 8 months (or less) for the simplified procedure. Under no
circumstance can any party extend this period beyond this time limit.

Upon commencement of the proceedings, an administrator and a creditors'
representative (both officers of the court) are appointed. The creditors lose the right to speak
directly to the court in judicial arrangement. The "creditors' representative" appointed by the
court has the sole capacity to act on their behalf and in their interest. Upon entrance to
judicial arrangement, a stay is imposed on all efforts by creditors to receive consideration for
their claims. Creditors are required to submit their claims to the court within two months of
the adjudication of bankruptcy; failing to do so means a forfeiture of any dividends to be
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distributed in bankruptcy. Interest does not accrue on most claims during the proceedings'.
In addition, the 1985 Law introduced a "super-priority" status for creditors of origin after the
entrance to judicial arrangement. This means that any creditor whose claim arises during the
observation period has priority over all other claims (except employees'), whether secured or
not, and these new claims have a secured right over the debtor's assets.

Secured creditors also stand to lose their security. If the court determines that the asset
securing a debt is necessary to the continuation of the business, it may replace the asset with
another, or remove it altogether, as security for the debt. In addition, if the firm is sold as part
of the bankruptcy settlement, and the securing assets accompanies the sale, the creditor loses
the right to take individual action against either the debtor or the purchaser in the event that
the purchase price does not cover the debt. The creditor's only recourse is to join the
unsecured creditors.

The administrator has the right to determine whether and which contracts outstanding
will remain in force or be declared void in order to best ensure the survival of the business.
Before the end of the observation period the court must either accept a rescue plan or move
the firm into judicial liquidation. Thus, reorganizations of firms within judicial arrangement
in France cannot exceed 18 months in duration.

A rescue plan may be proposed, via the administrator, by any party to the bankruptcy.
(In a simplified procedure without an administrator, only the debtor may propose a rescue
plan.) The power to accept or reject any plan belongs exclusively to the court. In addition
to this extraordinary power, the court reserves the right to modify any plan and then confirm
it without feedback from the participants to the bankruptcy. (Though, as mentioned in the
introduction to this section, the court cannot impose a writedown of debt, merely a new
repayment plan. However, if the court proposes a writedown of certain debt and the
interested creditor does not respond, he is assumed to accept.) The plan must satisfy the stated
purpose of judicial arrangement: to safeguard the business, ensure continuation of operations
and employment, and to discharge liabilities. Subject to meeting these conditions, that plan
which receives the court's approval is implemented.

Regarding the business during judicial arrangement proceedings, the manager cannot be
removed unless the court has genuine reason to believe he or she cannot manage the business
effectively or rescue the business. The administrator appointed by the court shares managerial
responsibilities with the existing management. The relative sharing of these responsibilities is
determined by the administrator and the court, however the management is generally left free
to administer the day-to-day operations of the firm.

Sale of the firm or parts thereof

While the courts often prefer to attempt to maintain the firm as a going concern, it will accept
a complete or partial sale of the firm (accompanied by a partial continuation or liquidation of
the existing business) if a reorganization is not forthcoming. In fact, upon commencement of

9 It may be that this forfeiture of interest can be extended beyond the duration of the reorganization proceedings.
It is possible under the new law to force a creditor to defer its claim for an unlimited period of time Ps dilais peuvent
mein. la dune du plan, Art. 74 al. 2 loi no. 85-98). However, whether interest necessarily begins to accrue upon the
firm's exit from the proceedings or is also subject to court discretion is not dear.
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the judicial arrangement proceedings, all interested buyers may submit bids for the bankrupt
firm. One restriction on these bids is that they must be unconditional. Thus, a foreign-based
firm cannot make a bid conditional on acceptance by the relevant governmental bodies
overseeing foreign purchases of domestic firms.

In the event that the court determines that sale of the firm is in the best interest of the
business, it must choose that offer which ensures the best prospects for continued employment
and repayment of liabilities. The purchaser must assume all employment contracts (as
mandated under by the French Labour Code in the event of any transfer of ownership of a
firm whose business is maintained). In addition, the court can transfer contracts which it
determines are necessary to secure the success of the firm as a going concern (such as leases on
equipment or real estate, supplier contracts, etc). The other party to such contracts does not
have a right of appeal.

Judicial Liquidation (Liquidation Judiciare)

If neither a reorganization nor a sale of the business is successful, or if at any point in the
process the court determines that the chances of success are dismal, the firm will be moved to
the judicial liquidation procedure (as distinct from the voluntary liquidation procedure). At
this time, the creditors' representative becomes the liquidator and is responsible for the
liquidation of the firm and distribution of the proceeds to the creditors. Once again, whenever
possible, sale of even small units of the firm as going concerns is encouraged to preserve the
economic benefits (employment) provided by continuation.

GERMAN BANKRUPTCY LAW

Initiation of Proceedings

German bankruptcy law does not distinguish between corporations and individuals. All
entities governed by private law", any potential party to a civil proceeding, and certain entities
governed by public law can be declared bankrupt. Civil law partnerships and silent
partnerships (contractual agreements between merchants and financial backers who have no
right of partnership management or representation) cannot be declared bankrupt.

A firm must satisfy at least one of two conditions in order to be declared bankrupt, and
enter into court bankruptcy proceedings. The first condition, essentially a liquidity criterion,
is that the firm be insolvent. This is defined as being that state in which the firm is unable to
meet its financial obligations. Symptoms of insolvency include non-payment of interest or
principal due, delay in salary payments, or non-payment of supplier bills.

The second condition is that the firm be "overindebted". Overindebtedness is defined
as that state in which the firm's assets no longer cover its liabilities. Overindebtedness is a
much more difficult condition to assess than insolvency. The asset value used for
determination of this condition is the current market value of the assets if sold in the

10 Notably stock-corporations (Aktiengesellschaft, normally abbreviated 'AG"), firms with limited liability
(Gesellschaft mit beschrenktes Haftung, "GmbH*), non•incorporated associations, general partnerships (offene
Handelsgesellschaft, "HG"), and limited partnerships (Komnianditgesellschaft, "KG").
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marketplace. Thus, the court will not accept a "going concern" based valuation of the assets.
Nor will it accept book values. However, market values for the debtor's assets may not be
easily determined, and estimates may be subject to disagreement. As a result, the judicial
determination of whether the overindebtedness condition is satisfied often delays the opening
of bankruptcy proceedings for a considerable period of time (where this is the alleged condition
for bankruptcy).

Bankruptcy proceedings commence only upon approval by the court of a request for
such proceedings. Several claimants are permitted to request the liquidation (bankruptcy)
procedure, though the debtor is required by law to do so as soon as it learns that it is
insolvent" (in cases where the debtor is a stock-corporation or a company with limited liability
in addition to certain other cases). In addition to the debtor, creditors, salaried worker
representatives, and tax and social security authorities are permitted to request bankruptcy
proceedings. The forced settlement (reorganization) proceedings can only be requested by the
debtor.

Joint requests (for example where the debtor requests reorganization and a creditor
requests bankruptcy) are very common. In such an event, the court first adjudicates the
request for reorganization proceedings. This request must be accompanied by a proposed plan
of reorganization. If the court determines that the request is valid the reorganization
proceedings will be opened. If the court refuses the request for reorganization proceedings, it
immediately commences adjudication of the request for bankruptcy proceedings.

The court will only approve a request (for either procedure) if it is determined that
either the firm is insolvent or overindebted and that the assets of the debtor are sufficient to
cover the costs of the bankruptcy proceedings. Approximately 75% of bankruptcy requests
are rejected because the assets of the debtor will not cover the costs of the proceedings. The
court may also close the proceedings at any time if it determines that the assets are insufficient
to pay the accruing cost.

The interval between the request for bankruptcy or reorganization and the acceptance
of the request is not used to enable claimants to construct an acceptable redress plan. Rather,
this time is spent determining the validity of a request (particularly for reorganization) and the
sufficiency of the assets to cover the costs of the procedure. This interval is often considerable,
particularly when the court must judge the critical facets of a proposed plan of reorganization.

While awaiting adjudication of the request, a trustee is appointed to run the business.
The debtor is removed from control, but often remains in place to help the trustee. In
addition, the creditors are stayed from taking individual action and other measures may be
taken to protect the assets of the firm.

Reorganization

As mentioned above, only the debtor can request reorganization proceedings. Two facts

11 For AG and GmbH firms, the legal representatives are required to file an application when they become
informed of the state of insolvency. Failure to do so within three weeks of this awareness subjects the representatives
(directors or officers) to criminal charges. The intent of this three•eek allowance is to permit the firm to construct
a reorganization plan in order to avoid the bankruptcy proceedings.

An International View of Bankruptcy Laws	 Page 11



conspire to reduce the likely success of such a request. First, a plan of reorganization must be
submitted along with the request. In order for the request to be accepted this proposed plan
must be determined by the court to have a reasonable chance of being accepted by the other
claimants and to be based on projections which can be reasonably ensured. The second fact
which reduces the likelihood of a successful request is that the debtor has only three weeks in
order to create this plan (see footnote 3 above). This three weeks is the legally permissible
period of delay between when a state of insolvency becomes known to the debtor and when
it must inform the court and either request bankruptcy or reorganization proceedings.

It is practically impossible for a substantial firm with a nontrivial financial structure to
arrive at a plan which will be deemed acceptable by the court in a three week period. (This
is especially true when the firm should also be assessing the strategic failings and exogenous
factors which put it into its current position and contemplating methods of rescuing the
economic viability of the firm.) The situation is worse than it appears. If the firm convinces
a bank or major creditor to work with it during this three week period to draw up a rescue
plan, and the three week period is not respected and the plan subsequently fails to win
approval, the creditor who worked with the firm may also be criminally and civilly liable for
having helped to hide the true situation of the debtor.

Necessary conditions for acceptance of a request for reorganization are complete
disclosure of the debtor's financial position and an offer to repay at least 35% of creditors'
claims. If the plan includes a suspension of payments for more than one year then it must
offer to repay at least 40% of creditors' claims.

Upon acceptance of the request, the reorganization plan will become binding only after
a special meeting of the creditors in which a majority of the creditors present vote to accept
and those accepting hold at least three-quarters of the total claims. (If the total distribution is
less than 50% of the value of the allowed claims, an 80% majority by value is required.) It is
also necessary that the presiding district court confirm the settlement. It is always an option
for the debtor and its creditors to reach an entirely voluntary settlement inside or outside of
the reorganization proceedings. Such a settlement avoids the required confirmation by the
court. Without a settlement, there can be no discharge for the debtor.

Liquidation

Liquidation of firms in Germany is a sensitive business. German creditors and suppliers have
created securities to protect their own rights which are not voided by the bankruptcy filing.
The idea is the following: suppose a large creditor, who is owed what turns out to be 50% of
the bankrupt's asset value, manages to perfect its claim in such a way that the assets securing
the claim do not become a part of the bankrupt's estate in bankruptcy, but instead are
transferred to the creditor. In this case, the remaining creditors must line up to receive their
share of the remaining 50% of the debtor's assets rather than their share of the full 100% of
the assets. Given that some creditors are perfecting their claims in ways which prevent their
security from entering the bankrupt's estate in bankruptcy, other creditors will have an
incentive to do the same. What results is an unraveling of the process as discussed in the
introductory paragraph to German bankruptcy laws above.

There are generally two methods of securing claims which permit satisfaction
independent of the bankruptcy proceedings. First, a creditor may hold a right to request the
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restitution of assets (this right is known as Assonderungsrechte). Second, a creditor may have
a privileged claim against an asset which grants the creditor any proceeds from the sale of the
asset. This right is known as Absonderungsrechte. There are several methods of obtaining one
of these two rights.

Assonderungsrechte can be obtained from retention of title of a transfer of receivables,
while Absonderungsrechte can be obtained from a prolonged retention of title, reservation of
ownership, transfer of title or mortgages on real property. It is often the case that more than
70% of the debtor's assets are outside the domain of the bankruptcy trustee as a result of these
"bankruptcy-proof" security devices. As a result, liquidation of the debtor's assets is extremely
complicated. The necessity of disposing of certain assets separately from the rest of the firm
(due to the above securities), besides complicating the receiver's job tremendously, can
dramatically reduce the values which can be obtained for the remaining assets.

While the Assonderungsrechte are rarely contested by the receiver, Absonderungsrechte
are regularly contested by the receiver. The main reason for contesting an Absonderungsrechte
is the receiver's suspicion that it was transferred during the period immediately prior to
requesting bankruptcy. Transactions which occur in the year prior to the opening of
bankruptcy proceedings where the intent was to defraud other creditors and the favored
creditor is aware of this intent, or which occur after the cessation of payments where the third
party is aware of the financial state of the debtor, are voidable by the court.

ITALIAN BANKRUPTCY LAW

Initiation of Proceedings

A debtor may pass through as many as three different proceedings. A debtor who obtains a
suspension of payments may, at or before the end of the year, (i) successfully repay the
creditors on schedule and no longer require court intervention; (ii) sign a composition
agreement with the creditors; (iii) request and receive a suspension of payments for a second
year; (iv) petition for and enter preventive composition proceedings; or (v) be moved into
bankruptcy proceedings.

Similarly, a firm which enters preventive composition proceedings, but is unable to
meet the requirements of the court, or reach a composition agreement with its creditors will
be moved to bankruptcy proceedings. Given that the initiation requirements depend on the
procedure being requested, we consider the initiation of each procedure separately below.

Suspension of Payments (Amministrazione controllata)

This is available, upon petition of the court by the debtor, to debtors who are able to convince
the court that they have sufficient value to repay all claims in full but are suffering temporary
liquidity difficulties. If the court is not convinced of either fact (that claims can be paid in full
or that the problem is simply a temporary liquidity one), it will not confirm the request. In
addition, the debtor (the directors of a company) must prove that he (they) has not been
convicted of any criminal charges related to bankruptcy in the recent past, or, in some cases,
ever. The debtor must also have been registered as a company for at least two years (if less
then since the firm's incorporation) and must have kept acceptable accounting records.
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With the petition, the debtor must include financial statements, a statement of all
creditor claims with privilege and security status and a proposed repayment scheme, with
specific payment amounts and dates. Interest continues to accrue on the outstanding debts as
specified in the individual contracts during the suspension of payments.

If the court grants the request a commissioner will be appointed. The commissioner
ensures that the repayment proposal is sent to all creditors and informs them also of a special
creditors' meeting. The commissioner also attends the creditors' meeting to provide
information regarding the debtor's progress and financial health. Regarding the debtor, the
commissioner does not interfere in the day-to-day business of the firm, but is required to pay
close attention to the management of the firm and the ongoing health of the firm. At the
outset the commissioner must report to the court on the state of the firm's assets, and must
continue to report to the court on a regular basis regarding the debtor's progress. The
commissioner, along with a creditor's committee appointed by the court, are empowered to
take action against managerial decisions considered detrimental to the health of the firm, and
will continually oversee the management. Finally, the commissioner may recommend to the
court that the suspension be terminated and the firm moved into bankruptcy if he determines
that continuation of the firm will not benefit the creditors.

As stated above, the suspension of payments procedure can be ended by one of five
events. If the debtor is not resuscitated, or does not sign a composition agreement with the
creditors, and a second year's suspension of payments is not granted, the firm will be moved
into bankruptcy unless it petitions for, and is granted, entry into preventive composition
proceedings.

Preventive Composition (Concordato Preventivo)

Preventive composition proceedings can only be entered upon the granting of a petition filed
by the debtor. Whether this petition was filed by a debtor following a failed suspension of
payments or to initiate court proceedings has no impact on the treatment of the petition.
Accompanying the debtor's petition must be current and past financial information, a
statement of all creditor claims with privilege and security status, an explanation for the firm's
current financial position, and proof that the assets are sufficient to repay secured and preferred
creditors in full and at least 40% of the value of the unsecured claims.

In addition, the petition must be accepted by the shareholders of the corporation (or
an absolute majority of the capital if the debtor is a partnership). Acceptance is defined as a
majority (of eligible shareholders) vote in favor for a corporation and a 2/3 majority of
members for a limited company. With the petition, the debtor must also prove that it meets
the conditions regarding criminal charges, registration as a company and correct accounting
practices as outlined above for the suspension of payments procedure. The debtor is also
required to obtain at least 40% of the value of the unsecured claims in real assets (or cash)
within six months. If the plan calls for payments to be delayed by more than six months, the
debtor must also prove that it will be able to pay accrued interest at the time of settlement.
(In lieu of these last two conditions, the debtor may assign the assets to the unsecured creditors
provided their value represents at least 40% or the value of the unsecured claims).

The last major requirement is that the debtor obtains sufficient cash to cover the cost
of the proceedings. If all other conditions are satisfied, and the debtor's petition is granted, it
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has eight days to produce funds necessary to cover the cost of the proceedings. If any of these
conditions is not met, the debtor will be declared bankrupt.

Upon acceptance of the request for preventive composition, a commissioner is
appointed whose duties are similar to those of the commissioner in a suspension of payments.
The debtor remains in control of the business, but the commissioner also has responsibility for
the operation of the firm. New loans and continuation of the business are within the
commissioner's control. Any new loans extended receive super-priority over all loans
outstanding at the time of filing.

The proceedings are closed when either the creditors accept the composition agreement,
or when they reject it and the court moves the firm into bankruptcy proceedings.

Bankruptcy (Fallimento)

As discussed above, entrance into bankruptcy may follow failed reorganization attempts in
either (or both) suspension of payments proceedings or preventive composition proceedings,
or it may be the debtor's initiation into bankruptcy. It follows a court judgement of
insolvency following a petition for the process by one of four parties: (i) the debtor, (ii) a
creditor, (iii) the state attorney (Procurator della Rupubblica), or (iv) the Bankruptcy Court itself
based on information revealed in separate proceedings in another civil court.

The bankruptcy estate includes all domestic assets of the debtor except in so far as Italy
has signed a treaty with a particular country. Upon the adjudication of bankruptcy, a
Bankruptcy Judge is assigned along with a receiver, and a creditor's committee is formed. The
receiver acts on behalf of the Bankruptcy Judge who is responsible for the bankruptcy and the
actions of the receiver. The role of the receiver, therefore, is to administer the estate under
the supervision of the Bankruptcy Judge. Thus, upon the adjudication of bankruptcy, the
debtor loses all control over the assets of the firm. The receiver is required to assess the value
of the bankrupt estate and determine whether the assets will cover the cost of the proceedings.
If they will not, the court terminates the proceedings on the basis of insufficient assets. (The
expenses incurred in the administration of the bankruptcy are paid before any secured or
preferred claims.)

If the assets are deemed sufficient, the receiver announces a creditors' meeting and a
time period within which creditors are required to file their claims. All individual actions to
execute liens or judgements or obtain judgements against the debtor are stayed. While the
creditors committee represents the creditors and is also asked to advise on certain management
decisions (as mentioned above under the suspension of payments procedure), the receiver also
represents the creditors (in addition to the bankrupt) in any legal proceedings related to the
bankruptcy.

The receiver, under the supervision of the Bankruptcy Judge, disposes of the debtor's
assets and uses the proceeds to pay of the creditors according to the priority of claims as
certified by the court. As mentioned above, expenses incurred in the administration of the
bankruptcy have priority over all other claims. These are followed by secured and preferred
claims, employee wages and termination benefits, other unsecured claims, then income taxes,
and below them, local taxes and social security and insurance premiums.
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Suppliers of goods contracted for (by the debtor) and holders of retention of title clauses
are not treated as generously in Italy as they are in, say, Germany or the Netherlands. Indeed,
even if the goods have not been supplied, it is up to the receiver to determine whether the
contract must be honored. (Though this decision must be made within eight days following
a request by the supplier. If no decision is announced within this period, the supplier may
retain the goods.) If the receiver decides against the supplier (who would certainly prefer to
retain the goods), then the supplier must deliver the goods and then join the unsecured
creditors to seek payment. Retention of ownership is not recognized by the bankruptcy court.
If delivery has been made, the supplier must join the unsecured creditors.

While bankruptcy provides mainly for the liquidation of the assets and distribution of
the proceeds, there is a possibility for a settlement within bankruptcy which would lead to a
discharge. Without a signed settlement, no discharge is possible in bankruptcy. After the
distribution of the proceeds following liquidation, the proceedings are closed and creditors may
commence civil action to recover any unpaid portion of their claims and accrued interest. For
corporations, which are dissolved following the proceedings, this is irrelevant. However, for
natural persons (who are merchants and are put through bankruptcy), this can cause
considerable inconvenience following the proceedings".

The opportunity for settlement within bankruptcy follows the court's certification of
the priority of the claims, prior to liquidation. At this time, the debtor may submit a
reorganization proposal to the court. If the court determines that the plan is in the best
interests of the creditors it will permit it to be distributed to the creditors. The plan is
considered accepted when a majority of the unsecured creditors representing a 2/3 majority in
value vote to accept it. Creditors not submitting a vote are deemed to have accepted the plan.

Extraordinary Administration (Amministrazione Straordinaria)

The main condition for a company to be permitted access to this procedure is that it be
deemed of national or regional significance (economically or otherwise). In addition, it must
owe banks and social security institutions more than its paid-up capital and be insolvent. The
court's order declaring the firm insolvent shifts responsibility for the administration of the firm
to the Department of Trade and Industry. At this time, a stay is imposed on all creditors
seeking legal recourse to the company. The insolvency order may extend to the subsidiaries
and any lenders or associated parties to the debtor. If any such companies had already been
declared bankrupt, but not yet liquidated, those proceedings would be terminated and the firm
would fall under the umbrella of the extraordinary administration of the debtor.

In this procedure, administered by the Department of Trade and Industry, a
commissioner is assigned to oversee (along with existing management) the continued operation
of the firm for a term not exceeding three years. Relief from state and credit institutions may
be granted (without a vote from creditors) in addition to state guarantees in order to preserve
the firm as an on going concern. In this three year period, the commissioner must attempt to
return the business to profitability and stabilize debt repayment. If this does not appear
possible, the commissioner will seek a third party to purchase the debtor and maintain the firm
as a going concern. Finally, a composition plan, as presented in the discussion of preventive

12 Though debtors may apply for a discharge after a period of five years following the close of proceedings.
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composition proceedings above, may be proposed.

JAPANESE BANKRUPTCY LAW

Japan offers its corporations five forms of bankruptcy proceedings, two governing liquidation
and three concerning reorganization. The majority of these codes were developed in the 20th
century and are based, in part, on European bankruptcy procedures. The structure of the
various Japanese bankruptcy codes, and their resulting effect on firm behavior, offer an
excellent source for comparison with contemporary European bankruptcy law.

Hasan (Court Supervised Liquidation)

Historically, there was no written law governing the failure of a business in Japan until 1872
when a statute governing the liquidation of insolvent firms was introduced. This was followed
by a bankruptcy statute in the Commercial Code which was based on the French concept of
bankruptcy. When the Civil Code and Commercial Code were modified to be closer to
German provisions in 1923, a new bankruptcy law (Hasan•ho, referred to as "hasan"), was
introduced. These first codes deprived the debtor of numerous legal rights, including the right
to vote. These rights could only be recovered through a decree of restoration which was
rendered when the remaining debts were paid or forgiven by the creditors. During the
American occupation after World War II, the bankruptcy law was significantly revised to
reflect the American concepts of corporations.

Hasan is available to all debtors and recognizes two causes of bankruptcy: insolvency,
defined as an inability to pay debts and; technical insolvency, defined as liabilities in excess of
assets. The cause of bankruptcy must be proven at the time of the petition and estimated costs
must be paid in advance, whether the petition is debtor or creditor initiated. The costs are
scaled to the magnitude of the debtor's liabilities. Preservative measures are usually issued
immediately after the filing of a petition, even prior to the adjudication of bankruptcy, and is
necessary to avoid panicked action by the creditors. Upon acceptance of the petition, general
creditors are automatically stayed in enforcing their claims except through bankruptcy
procedure.

Hasan requires the court appointment of a trustee to replace management. The trustee
has the right to manage and dispose of the assets of the estate and distribute the proceeds
according to the priority of claims. Secured claimholders are generally allowed a separation
of their secured interests and may exercise their rights outside of the bankruptcy proceedings.
The rights of set-off outside of bankruptcy proceedings are also preserved.

Special Liquidation

In 1938, two additional bankruptcy codes were introduced for stock companies in the revised
1938 Commercial Code with one addressing liquidation and the other addressing
reorganization. The new liquidation procedure (Tokubetsu Seisan, referred to as "Special
Liquidation") was intended to provide a simpler alternative to formal bankruptcy. It provided
a framework in which the court could oversee the liquidation of an insolvent company without
the time and expense of hasan.
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Special liquidation is available only to stock companies which are already in the process
of ordinary liquidation. The acceptable causes for application are broader than those under
Hasan and include the suspicion that a condition of excess liabilities exists. The estimated costs
and, therefore, the advanced payment required, are usually lower than that of hasan. As with
hasan, the court may issue standard preservative measures immediately upon application and
may also suspend any executory process in progress. However, as a result of the requirement
that a firm must first apply for ordinary liquidation (which requires a vote at the shareholder's
meeting with two weeks advanced notice to shareholders) it is generally not feasible to obtain
preservative measures before the state of the firm becomes public knowledge. Therefore, the
threat of creditor panic makes special liquidation a risky alternative for all but small, closely
held companies which can obtain a waiver of the shareholder notification requirement. Stay
orders become automatic upon adjudication and, unlike hasan, can be extended to the
execution of security interests.

The most critical difference between hasan and special liquidation is the fact that the
liquidator remains the individual who was elected by the shareholders to manage the ordinary
liquidation. This debtor representative remains under the supervision of the court and may
be replaced by the court for cause. Special liquidation also differs from hasan in the fact that
the plan for debt repayment must be submitted to the creditors' committee for approval and
must be approved by three-quarters in value of creditors and by the court.

Composition

At the same time hasan was introduced in 1923, the Composition Law (Wagi•ho, referred to
as "composition"), was introduced as the first form of reorganization available under Japanese
bankruptcy law. Composition, in contrast to hasan, was based upon the Austrian Composition
code developed in 1914.

In contrast with both forms of liquidation, only debtors are eligible to file a petition
which must include a plan of composition. The acceptable causes for application are the same
as with hasan, which basically limits applicants to those on the verge of collapse. The
application will be accepted only after the court finds that the proposed plan is feasible and in
the interests of creditors. Upon application, the court may issue an order of preservative
measures but, in some cases, requires documentation of the consent of a majority of creditors.
(This requirement seems to be regional and is more commonly found in Tokyo than Osaka.)
However, composition does not prohibit payments to creditors outside the proceedings.
Further, stay orders do not apply to secured creditors, who may exercise their rights outside
of the composition proceedings.

Under composition, control of the firm is not transferred to a trustee leaving the debtor
free to manage and dispose of his assets. The debtor plan of composition is put to a vote at
the meeting of creditors and accepted when a three-quarters (by value of claims) majority of
the creditors present consent and the court approves. The plan is then binding on all
unsecured creditors. If the plan fails to obtain approval, the process is converted to a hasan
proceeding.

Corporate Arrangement
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The second bankruptcy code introduced into the revised commercial Code in 1938 (Kaisha
Seiri, referred to as "corporate arrangement") was a reorganization procedure believed to have
been based upon the rules in U.K. corporate law for voluntary arrangements. The purpose of
corporate arrangement was to provide a reorganization alternative to stock companies who
could not or would not pursue composition due to its restrictive application requirements.

Unlike composition, application to corporate arrangement is allowed even if there is
only a danger of insolvency or technical insolvency. As with the other forms of bankruptcy,
an advanced payment of costs is required upon application, usually significantly in excess of
the payment required for composition. Upon application, an investigator is appointed to
confirm the possibility of rehabilitation of the debtor. If the court deems that reorganization
is not possible, the case is converted to a hasan proceeding. Upon application, the court may
issue an order of preservative measures. Upon adjudication, the suspension of executory
procedures becomes automatic. In contrast to composition, the stay can extend to secured
creditors.

The debtor retains control of the firm and court supervisor is appointed to oversee
management activity. The court rarely exercises its right to appoint a receiver. The debtor
must present a plan within the court designated period which is usually six months following
the opening of proceedings. Unlike composition, there are no voting rules, although the court
generally will issue an order to execute the plan when 90% or more of the creditors agree.
Dissenting creditors are not bound by the plan, but independent collection efforts are
prohibited until conclusion of the bankruptcy proceedings. An additional difference from
composition is the fact that the court does not close a case until the majority of the plan has
been executed and the court continues to supervise the debtor's performance during that time.

Reorganization

The final reorganization alternative was introduced in 1952 (along with the revision of hasan)
as the Corporate Reorganization Act (Kaisha Kosei•ho, referred to as "reorganization"). This
law was modeled after the 1938 version of Chapter 10 of the U.S. Bankruptcy Act and was
significantly revised in 1967. The revisions introduced a voting rule for secured creditors,
allowed the courts to appoint an interim trustee before the commencement of proceedings and
disallowed the withdrawal of petitions after the granting of preservative measures without court
approval.

Reorganization is intended for stock companies for which there is "the prospect of
rehabilitation". The scope of eligible applicants is expanded from corporate arrangement to
include a company unable to pay its obligations "without exceedingly impeding continuation
of its business". Advanced payment of costs is also required in reorganization and costs
generally exceed those of the other reorganization proceedings. As with corporate
arrangement, reorganization has explicit grounds for the dismissal of an application judged not
to be bona fide. The court appoints an investigator to determine the prospects for
rehabilitation of the debtor. The period between the filing of the application and adjudication
ranges from 3 - 6 months. Also in accordance with corporate arrangement, the court may issue
an order of preservative measures upon application with an automatic stay extending to secured
creditors at the time of adjudication. But unlike the other Japanese bankruptcy proceedings,
secured creditors must participate to receive performance and submit their claims to revision.
The right of set-off is unaffected but it must be exercised within the period designated for the
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report of claims.

Under reorganization, it is mandatory that the court appoint a trustee to take over the
management of the company and the disposition of assets. The reorganization plan is drafted
by the trustee and must usually be filed within one year following commencement of
proceedings. A unique feature of reorganization is provisions for the priority of claims which
arise subsequent to commencement of the proceedings. A second unique feature is the
treatment of employee claims. Collective bargaining agreements must be honored and the
payment of employee claims are payable before other reorganization obligations. The plan is
submitted to the creditors for a vote and must have a majority of two-thirds in value of the
unsecured claims and four-fifths of the secured claims for approval. The code also includes
provisions for cram down (which allows the court to approve a reorganization plan even if
there are dissenting groups) but the right is rarely exercised in practice. The trustee then
continues management and supervision of the company until the majority of the claims are
paid.

Alternatives to Court Proceedings

Although Japan offers five bankruptcy codes, there are two additional categories of business
failure that are not governed by the bankruptcy courts. The process known as internal
arrangement is a form of private reorganization where a formal creditors' meeting is held and
an agreement is reached on the suspension of debts. The second and most common process
is the suspension of bank transactions which constitutes over 90% of business failures in Japan
(and is seen most commonly with small firms). If a firm's promissory note is not honored
twice within a six month period, the bank suspends all current account transactions and loans
with the firm for two years. This basically shuts down the firm outside of the bankruptcy
courts and can be thought of as a private liquidation.

SWISS BANKRUPTCY LAW

Initiation of Proceedings

Only merchants are subject to bankruptcy proceedings under Swiss law, where a merchant is
defined as an individual or legal entity inscribed in the commercial register as a sole proprietor,
partnership, unlimited partner, stock corporation, limited liability company, managing director
of a limited liability company or association. ( An individual not inscribed in the commercial
register may submit to bankruptcy voluntarily but cannot be forced unless they have defrauded
their creditors in some way.)

Proceedings are initiated by a creditor's request to the debt collection office to have a
'payment order' issued. The creditor does not need to show proof supporting the alleged claim
and the debt collection office has no means by which to investigate the validity of claims. The
issuance of a payment order is a mere formality. The opposition of a claim is even more
simple. If a debtor does not accept the claim, he must oppose the payment within 10 days.
The debtor does not need to give any grounds for his opposition unless the claim is based on
a bill of exchange, a promissory note or a check. Again, the debt collection office has no
power to verify the validity of the opposition.
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At this point, a creditor who wishes to pursue his claim must initiate court proceedings.
He may obtain a "definitive" lifting of the opposition if his claim is based on a court
judgement. In this case, the debtor has limited defenses. The creditor may also obtain a
"provisional" lifting of the opposition in summary court proceedings. If a "provisional" lifting
is granted, it becomes "definitive" unless the debtor initiates ordinary proceedings contesting
the claim within 10 days. If the claim was based on a bill of exchange, a promissory note or
a check, the creditor has access to accelerated proceeding where the debtor has limited defenses.

Bankruptcy

Once the opposition to the payment order has been "definitely" lifted, the creditor may
demand the issuance of a "threat of Bankruptcy" and, if the claim is not satisfied within 2C
days, the court will declare the debtor bankrupt. Other creditors will receive notice of the
bankruptcy by individual notification or by publication in Switzerland. The liquidation is then
managed by the bankruptcy office and will only be pursued if the debtor has enough assets to
cover the expected costs of the procedure or if the costs are secured or advanced by a creditor.
At the first creditor's meeting the creditors will vote as to whether the administration of the
bankruptcy should be left with the bankruptcy office or whether a third party (usually an
accountancy or law firm) should be elected. A creditor's committee may also be elected to
supervise the bankruptcy administration. The bankruptcy administrator prepares the inventory
of assets and the listing and priority of claims and has the right to sell the debtor's assets and
distribute the proceeds to the creditors according to their priority.

All creditors with claims against the debtor may participate in the bankruptcy including
secured creditors. Creditors with a secured interest have preferential right to be paid out of
the proceeds from the sale of their collateral. Any shortfall is converted to an unsecured claim.
Creditors who are also debtors prior to the adjudication of bankruptcy retain the right to set-
off. Unsecured creditors are divided into five classes and will receive a portion of the proceeds
only if the claims in the class ranking before them are fully satisfied. The order of priority as
dictated by the Code reflects the legislature's concern for the welfare of certain creditors who
would be particularly negatively impacted by a loss. Therefore, the first class of claims includes
wages, salary and alimony. The second class includes claims of children and dependents against
parents and guardians while the third class addresses the claims of commercial agents, consumer
purchasers and the social security system. Interestingly, taxes are not given preferential
treatment.

Reorganization

Under the Swiss Bankruptcy Code, any debtor may apply for composition or an assignment
of the assets to creditors, even after bankruptcy proceedings have commenced. The application
must be submitted with a plan of composition. If the plan is accepted by the court, a
commissioner is appointed to supervise the proceedings and a four month moratorium (which
can be extended to six months) is declared. The moratorium provides for the suspension of
debt collecting activities and no new proceedings are admitted except for salary, maintenance
and secured claims. The debtor may be allowed to continue operations under the supervision
of the court appointed commissioner.

A plan of reorganization requires approval by more than 50% of the unsecured
creditors in number who represent at least two thirds of the claims in value. The court will
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independently confirm the fairness of the plan and upon issuance of a court order, the plan will
be binding on all creditors.

If the debtor does not expect to be able to continue as a going concern, the creditors
may still benefit from an assignment of the assets for their benefit, as an alternative to
bankruptcy. The proceedings are similar to bankruptcy, with a liquidator appointed by the
court and the creditor's committee, but the liquidator may have more flexibility than the
bankruptcy administrator to maximize the value of the assets. The creditors retain the same
rights they would have under bankruptcy and the proceedings are supervised by the court.
Upon court approval, the plan becomes binding on all creditors, but cannot be forced on an
unwilling debtor.

A debtor may always try to arrange an "extrajudicial composition" (i.e. a private
arrangement) with its creditors without the involvement of the court. But private
arrangements are difficult to negotiate in multi-creditor situations and are not binding on non-
consenting creditors.

UK BANKRUPTCY LAW

Reorganization

The Insolvency Act applies to England, Wales and Scotland, but not to the other parts of the
United Kingdom. Similar legislation is in place in Northern Ireland. The Act defines
insolvency as a company being unable to pay its debts which includes: inability to pay debts
as they fall due; the value of the company's assets being less than the amount of its liabilities;
or failing to pay for at least 21 days a demand for payment of a debt of at least 0750.

In each of the English bankruptcy procedures, control of the company is transferred
from its directors and given to a third party. The Cork Committee was concerned with the
qualifications of the individuals appointed, therefore, the Insolvency Act requires that any
person taking office as a liquidator, administrator, administrative receiver or as a supervisor of
a voluntary arrangement must be a licensed 'insolvency practitioner'. Most licensed
practitioners are members of accounting firms".

Administration

The administration procedure was introduced by the 1986 Insolvency Act as an alternative to
receivership. Administration is initiated by the directors of the company petitioning the court
for the appointment of an administrator. Although creditors have the legal right to submit a
petition, they rarely do because of their limited ability to provide the evidence required in
support of the petition. The petition for an administrative order must be supported by a
report from an insolvency practitioner demonstrating to the court that the company is unable
to pay its debts and that making the order is likely to achieve one of the following results:
saving the company as a going concern; an eventual voluntary arrangement (discussed below)
or; a more beneficial realization of assets than would be achieved in a liquidation. Although

13 The Official Receiver named in compulsory liquidations is an official of the Department of Trade and Industry.
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administration is the UK's most advanced form of court supervised reorganization, it is rarely
used compared to liquidation".

The practitinner's report will also outline the company's financial position, its assets
and liabilities (including contingent liabilities) and detailing any security held by creditors and
whether the security gives the power to appoint a receiver. A certain class of secured creditor
whose security is not liable to be set aside may prevent an administration order being made
against the company by appointing an administrative receiver before the court reaches its
decision on the petition. An administrator can only be appointed if this receiver resigns his
office. Furthermore, an administration order cannot be made where a company has already
gone into liquidation.

At the time of appointment of an administrator, a stay of claims is issued which applies
to all actions against the company including the execution of judgements previously found
against the debtor. Also, the rights of secured creditors and owners of assets under lease or
high-purchase agreements are suspended and must be pursued within the administration
proceedings.

The charge of the administrator is to manage the company as a going concern,
summarize the position of the firm for the court and propose a plan for its future. The
administrator must continue the management of the firm in the interests of both the creditors
and the shareholders which affords him a wide range of powers which includes the right to
borrow money and, subject to the court's approval, grant security over the company's
property. He also has significant control over the structure of the operations and its
employment practices. One the administrator has drafted a plan, it is then presented to a
meeting of the creditors and the company where it is ultimately voted upon. The proposal
may be for reorganization and continuation of the company or for its liquidation.

If the administrator proposes liquidation and his proposal is accepted, a liquidator is
appointed. The liquidator will have the choice of managing the company as a going concern
until its eventual sale, take the company out of liquidation via a voluntary arrangement or
liquidate its assets and distribute the proceeds to creditors.

Administrative Receivership

An administrative receiver may be appointed by the court but a preferred method is for the
company to issue a type of secured credit, referred to as a debenture with a floating charge,
which gives the creditor security over an identifiable pool of assets, but not over specific assets
in that pool. A floating charge confers on the creditor the right to appoint a receiver on the
occurrence of certain specified events. Since a floating charge is the most common form of
security taken by English banks, administrative receivership is the most common form of
reorganization. Only creditors secured by a floating charge can appoint a receiver, unsecured
creditors cannot. Creditors with fixed charges on specific assets, such as mortgage holders,
have priority over creditors secured by a floating charge and unsecured creditors.

The role of an administrative receiver is to realize the security and, after deducting his

14 The Department of Trade and Industry statistics for 1989 report 10,440 liquidations and only 135
administrations.
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expenses and paying prior ranking interests, to pay the proceeds to the debenture holder up
to the amount of the secured interest. The balance is paid to the company, its liquidator or
any subsequent ranking security holder. Although appointed by a creditor, the administrative
receiver acts as agent for the company and has broad powers including the ability to manage
the company's business and to sell assets. He often borrows money from the debenture holder
so that he is often able to sell the business as a going concern. Although receivership does not
exclude the possibility of reorganization and continuation of the firm, it usually results in the
quick sale of the business, often within days or weeks of the receiver being appointed.

Voluntary Arrangement

Like administration orders, voluntary arrangement is a new procedure introduced by the
Insolvency Act but is much less significant than administration". A voluntary arrangement
gives the company the opportunity to propose a reorganization plan to the creditors under the
supervision of an insolvency practitioner. Major limitations of this procedure include the fact
that the rights of secured and preferential creditors cannot be varied without their consent and
that there is no stay of claims or other protective measures put in place until the proposals
have been approved at a creditors' meeting. As a result, this procedure is often used in
conjunction with administration, which does not have these limitations.

Liquidation

Liquidation is the last resort for insolvent companies. It involves the appointment of a
liquidator to take control of the company and to distribute the proceeds from the sale of assets
in accordance with the rules of the various liquidation proceedings. The procedures offered
under the Insolvency Act provide varying degrees of control to shareholders, creditors and the
court, depending on the type of liquidation. Although a liquidator has the power to continue
operations for sale as a going concern, this is rarely a viable option. The same definition of
insolvency used in the reorganization proceedings is used for the liquidation which is 'a
company unable to meet its debts'.

Under all forms of liquidation, the creditors have similar rights. Unsecured creditors
submit claims to the liquidator and it is on the basis of these claims that the liquidator
determines the amounts due to unsecured creditors. A secured creditor holding a valid secured
interest is generally protected in liquidation. The secured creditor has the right to force the
sale of the asset, receive the proceeds and submit a claim to the liquidator for any shortfall.
The right of set-off is also protected for creditors who are also debtors of the company.

The liquidator distributes the proceeds, after satisfying secured claim holders, in the
following order: preferential debts (usually taxes, social security and employee related debts);
unsecured creditors pan passu to their claims and; shareholders according to their interests in
the company.

Members' Voluntary Winding•Up

This form of liquidation allows the company's directors to actually control the events of its

IS Department of Trade and Industry statistics for 1989 report 43 voluntary arrangements.
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liquidation. A members' liquidation may take place when a company is unable to pay its debts
on time, but able to do so within a 12 month period. The directors must give a 'statutory
declaration of solvency' and may then appoint their own liquidator to liquidate the assets of
the company. There are large penalties for false declarations of solvency, therefore, directors
must 1:e certain of their ability to pay their debts within a 12 month period.

Creditors' Voluntary Winding-Up

A creditors' voluntary winding-up cannot be initiated by the creditors, as the name might
imply, but offers the creditors a degree of control over the proceedings. The shareholders pass
a resolution for the liquidation of the company and then appoint a liquidator of their choice
for the liquidation of the company's assets. A meeting then takes place of the company's
creditors, who may approve of the appointed liquidator or appoint one of their own. The
final choice of liquidator is determined by a simple majority of creditors based on money value
of their claims.

At the time a liquidator is chosen, a liquidation committee is also established whose members
are principally representatives of creditors. The liquidation committee has the power to
sanction the activities of the liquidator in regards to his powers to negotiate with creditors,
debtors and contributories. The liquidator is obliged to report to the liquidation committee
ard, in practice, looks upon the committee as having a supervisory role in the liquidation.

Compulsory Winding-Up

The Insolvency Act enables any creditor with an overdue debt to issue a formal demand for
repayment. A statutory demand against a company may only be issued for a debt which is
already payable at the date of the demand. The demand notifies the company of the creditor's
intent to submit a winding-up petition for liquidation if the creditor's claim is not satisfied
within 21 days. There are circumstances where a creditor may proceed immediately to present
a petition without having served a statutory demand. These are as follows: the creditor has
obtained a judgement which it has attempted to enforce and the judgement is wholly or
partially unsatisfied; the company is unable to pay its debts as they fall due (the creditor can
use various pieces of evidence, such as dishonored checks or statements by the company or its
advisors that their are cash flow problems); where the value of the company's assets is less
than its liabilities taking into account contingent and prospective liabilities; where it is 'just
and equitable' to liquidate the company. An immediate stay of claims is in effect as of the date
of presentation of the petition unless the Court otherwise orders.

If a winding-up order is issued by the court, the Official Receiver, who is an official of
the Department of Trade and Industry, becomes liquidator. He calls a meeting of creditors at
which time they can appoint an insolvency practitioner to act in place of the Official Receiver.
This is usually the case as long as there are sufficient assets to pay the insolvency practitioner's
expenses. The creditors may also appoint a liquidation committee which performs a similar
function to that in a creditors' voluntary winding-up, although the court maintains a greater
degree of control in a compulsory winding-up.
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IL Implications of Bankruptcy Law Structure for Corporations in
Financial Distress

To the extent that bankruptcy laws should facilitate an efficient liquidation of an economically
nonviable firm or permit a quick restructuring of a viable firm, many of the national
bankruptcy laws have failed. Reorganizations within insolvency proceedings in most European
countries are extremely rare.

Without the option of restructuring debt, either inside or outside of bankruptcy
proceedings, a firm in financial distress and its creditors have few options. Secured creditors
can rush to seize the assets which serve as collateral for their loans. Unsecured creditors can
sue the firm and call the authorities to enforce the court's judgement. In the absence of
restructuring, the methods available for debt collection provide incentives for creditors to
expend resources in order to exercise their liens on collateral or to be the first to receive a
court judgement against the debtor.

The rush to extract value from the firm usually results in a suboptimal realization of
the assets as creditors do not necessarily seek the highest valuation buyer of the assets. The
result is assets going to users who may not put them to their best use. Value is lost, especially
in cases where the firm is worth more as a going concern than the sum of its underlying assets.
In addition, in many countries, employment and local economies are important policy
variables, and liquidation necessarily results in jobs lost and economic hardship for localities
affected. Thus, the option to renegotiate debt contracts, privately or through the courts, is an
attractive one.

In all countries, the opportunity to privately negotiate a restructuring of debt with
creditors is available but the feasibility of this option varies greatly from country to country
depending on the rules regarding formal reorganization procedures. The effect of bankruptcy
rules on private restructurings can be seen by comparing the United States and the United
Kingdom with Germany and Japan. Through provisions in the U.K. Insolvency Act referring
to "shadow directors" and the U.S. laws regarding "lender liability", banks are discouraged from
forming close working relationships with their clients. Banks become hesitant about providing
advice to a company for fear of being held financially liable for any directions that may result
in a loss in firm value or be construed as "wrongful trading"". Such bankruptcy law provisions
create an unwillingness on the part of banks to form advisory relationships with their clients
or to participate in private reorganizations.

In contrast, private reorganizations dominate in countries like Germany and Japan
where banks often take responsibility for organizing creditor/debtor negotiations and often
hold equity stakes in the firms to which they lend. In such an environment, a bank's behavior
is affected by its desire to maximize firm value, as opposed to just the value of its credit claim,
and to maintain its reputation as a supportive lead bank. German and Japanese banks have a
reputation for being much more willing to "rescue" ailing clients than banks in other countries.
This is no doubt a result of several factors, one of which may be that in other countries the
creditors can put a firm into bankruptcy with the knowledge that this may provide a

16 An individual can be guilty of contributing to "wrongful trading" by the company, if the individual or
institution was aware that the firm was insolvent but did not take immediate action to protect the interests of creditors.
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structured arena in which to resolve the difficulties, often entailing some writedowns by the
creditors. German and Japanese creditors, on the other hand, have limited access to such a
structured negotiating environment (German creditors perhaps more so than the Japanese), and
thus must writedown the claims voluntarily or face an inefficient liquidation of the firm,
leaving less to be distributed and an even smaller value received.

Where bankruptcy laws do provide procedures for reorganization, their effectiveness
will depend on how well they address the difficulties associated with the restructuring of debt.
The first obstacle to a debt restructuring is the asymmetry of information across concerned
parties. Equityholders and debtholders may have different expectations concerning the firm's
profitability and prospects as a result of the information they possess. This information
disparity can be difficult to overcome, particularly since it is often not in each side's interest
(especially equity's) to give the other parties complete information. Thus, whether a firm elects
to do a private workout or enter court supervised reorganization, the revelation of information
can be quite costly.

Secondly, the interests of equity holders and debtholders become directly at odds with
one another, creating a hostile negotiating environment. Therefore, the parties involved behave
with much less attention on the efficient operation of the firm, and much more attention on
maximizing their individual payouts. Conflicts also arise when trying to negotiate between
different classes of debtholders. Each debtholder has the incentive to not grant any concessions
because concessions granted by any one party benefit all other parties as well. This holdout
problem entails significant costs and is one of the main reasons firms enter a court supervised
reorganization process.

Of the bankruptcy codes we consider in this study, few offer a complete array of
provisions designed to help a debtor overcome the difficulties associated with restructuring
troubled debt. While all provide at least a token opportunity to reorganize the firm and
survive bankruptcy, most (notably Belgium, Germany, the Netherlands and Switzerland) make
no attempt to aid in the process of making a settlement more likely. Countries can improve
the likelihood of successful reorganization by including provisions in the laws which address
the above difficulties. The presence or absence of the provisions detailed below have a direct
effect on the likelihood of reorganization and, therefore, on firm behavior.

Cram Down

The "cram down" provision in Chapter 11 in the U.S. (which allows the court to
approve a reorganization plan even if there are dissenting groups) is an additional tool which
is designed to mitigate the holdout problem associated with debt restructuring. While this may
be one of the most effective means of mitigating this problem, it is available only in the U.S.,
and in Japanese reorganization. While some may argue that, as it is almost never used in the
U.S., its importance cannot be significant, this argument misses the impact that the threat of
cram down can have on creditors' willingness to negotiate and reach a settlement. The lack
of similar provisions in other countries no doubt reduces the ability to successfully reorganize
within bankruptcy.

Another approach, similar to cram down in many respects, is that used in France. The
ability of the court to unilaterally impose a plan on the firm and creditors is designed to
maximize the likelihood of continuation of the business as a viable concern, rather than a
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reorganization of claims. The difference between these two goals is illustrated by the court's
ability to alter and impose a given plan. The court is limited only to the extent that it cannot
force any creditor to accept a writedown in their debt. Rather, it can force the firm to change
or sell portions, or even all, of the business in any way, or even acquire additional businesses
or assets if such actions are deemed to make the firm more efficient and viable.

This is very unlike the U.S., cram down where the main ability of the provision is to
enable the court to writedown the debt of creditors. (Those not willing to consent to a plan
of reorganization which the court and at least one other creditor group approves.) The clear
purpose of the U.S. provision is to convince creditors to negotiate with the debtor while in
bankruptcy. The French law, on the other hand, sees this encouragement of bargaining as one
of the main failings of the U.S. law (as do most other countries). France is not at all interested
in providing a forum in which interested claimants can contest one another's claims for 2 or
more years. Rather, it believes continuation of the company is of primary concern and has
determined that the best means of achieving this end is to impose a business plan on the firm.

Debtor-in-Possession

A provision which allows the existing board of directors and management to remain in place
rather than be immediately removed, makes the decision to enter insolvency proceedings a
much easier one for management. The behavior in which management usually engages when
facing insolvency may be partially mitigated by this provision, thus reducing the ex ante cost
of financial distress while also giving the debtor an incentive to enter insolvency proceedings".

The debtor management and directors rarely retain control upon entrance to
bankruptcy. Of the countries that offer a significant form of reorganization, France, the U.S.
and Japan are the only countries that offer debtors the opportunity to maintain control. (See
Exhibit 3.) In the U.S., where a large number of firms enter Chapter 11, the debtor regularly
maintains control. Likewise in France where the debtor remains in place (but must submit to
control decisions of the court) upon entrance to judicial arrangement proceedings (but are
removed upon initiation of judicial liquidation which often closely follows the entrance to
judicial arrangement)". Japan offers this through one of their three forms of reorganization
(referred to as "reorganization"). In the three countries which offer suspension of payment
proceedings (Belgium, Italy and the Netherlands), the debtor remains in control during these
proceedings. However, upon initiation of bankruptcy proceedings the current management
is removed from power.

Whether the lack of debtor control in bankruptcy impacts the willingness of managers
to declare bankruptcy, or misbehave prior to bankruptcy in the countries where it is not
available is an empirical question. However, the extremely poor state of the firms which

" The behaviors referred to are the under-investment problem, where managers turn down positive NPV projects
that diversify the cash flows of the firm because too much benefit accrues to creditors, and the over-investment
problem, where managers take on exceedingly risky projects because, as equityholders or equity representatives, they
only share in the firm's upside potential while creditors bear the downside risk.

11 The French debtor also remains in possession during seldom used negotiated settlement proceedings but this
procedure is unique in that the debtor has not yet defaulted on a payment to a creditor.
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eventually enter bankruptcy" as compared to those entering Chapter 11 in the U.S., would
indicate that this may be having an impact. Management may tend to delay the inevitable,
leading to poor investment decisions and a more acute state of distress when bankruptcy does
occur.

Stay of Claims

The 'stay of claims' prevents claimants from taking any action to attempt to recover any value
from the firm. This removes any incentives creditors have to attempt to be first in line in
order to be paid. Eventual payments will depend only on the liquidation or reorganization
plan implemented by the courts. Thus, a stay of claims may reduce the cost of financial
distress while also giving the debtor an incentive to enter insolvency proceedings.

The bankruptcy codes in Italy, Switzerland and the U.S. provide a stay of claims on
both secured and unsecured creditors in all procedures offered. (See Exhibit 4.) In Belgium,
Germany and the Netherlands, on the other hand, court protection is offered against the
collection activities of unsecured creditors only; secured creditors are free to pursue their
claims. The Japanese and British codes offer a stay of claims against both class of creditors in
some proceedings but only unsecured creditors in others. The French law stays all claims in
judicial arrangement, but does not stay any claims in negotiated settlement proceedings. This
is less critical however, as negotiated settlement proceedings are, in theory, restricted to debtors
which have not yet ceased payments.

The usefulness of a bankruptcy code is dramatically reduced by a lack of protective
measures against all creditors. This can be clearly seen by the business practices encouraged
in Germany as a result of its failure to provide a stay of claims against secured creditors.
Creditors of German firms have learned to use a wide variety of security devices to proof their
claims in ways which are not voided by bankruptcy laws. As a result, firms which enter into
bankruptcy often have a large percentage of their assets (70 to 80% is not uncommon)
committed to satisfying these securities. Thus, bankruptcy laws only apply to the distribution
of the remaining "free" assets. As a result, the German bankruptcy code cannot effectively
address the difficulties associated with restructuring debt (such as the holdout problem, the
under-investment problem, and other conflicts of interest arising as a result of distress and
information asymmetries).

The ability of the laws to facilitate an efficient outcome, be it liquidation or
reorganization, is also critically crippled. When creditors are able to disassemble the firm even
while the courts are attempting to secure an efficient outcome, there is little chance that
anything close to efficiency will be achieved. Of course, the securing practices of creditors in
Germany indicates a market response to a failing in the bankruptcy statutes. We would
similarly expect to see a market response to the resulting impotence of the law. In Germany,
the result can be seen from the increased support and management intervention by banks in
failing firms prior to bankruptcy. Presumably, the banks determine whether a firm should or
should not be rescued. If the banks are making accurate assessments of firm viability, and
rescuing those which should be saved, then the result is positive. Those firms which should
be resuscitated are, and those which should not be are left for bankruptcy, where they are

19 As evidenced by the fact that a very large percentage of firms requesting bankruptcy are rejected due to
insufficient assets to cover tax and administration costs (over 95% in Germany and the Netherlands).
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quickly liquidated.

Super-Priority of New Claims

Super-priority of claims refers to the priority of contracts initiated after the commencement
of bankruptcy proceedings over all other claims (referred to as "post-adjudication financing").
If a bankruptcy code offers such a provision, it provides the necessary incentives for suppliers,
banks and other creditors to extend the funds needed to maintain operations during the
restructuring period.

The UK and Japan are the only countries in this study who do not offer super-priority
to post-adjudication financing claims on a consistent basis. (See Exhibit 5.) In Japan, this
feature is only offered through the proceeding known as reorganization.

The lack of incentives to creditors to provide financing during reorganization greatly
hinders the effectiveness of a reorganization procedure. In the UK, the banks themselves have
recognized the need for the priority of such claims and are developing a multi-bank approach
towards companies in financial distress. Due to the advent of syndicated loans, in which the
risk and responsibilities of bank lenders are spread between a variety of financial institutions,
banks are finding it necessary to develop a coordinated approach to collection efforts in the
case of a debtor in financial distress. One of the guidelines suggested for bank procedure is the
contribution by syndicate members, on a pro rata basis, of any funds needed by the distressed
firm during reorganization. Due to the additional risk this creates for the lenders, these new
monies would enjoy priority security. This guideline, combined with an agreement not to
pursue claims against the company during the reorganization period, would give the debtor
time to formulate a solution that would avoid insolvency proceedings and be in the best
interest of syndicate members.

Such an agreement addresses the need for funds in the reorganization of large
corporations in the La who have syndicated debt financing but does not provide incentives
for other lenders and trade creditors to aid a financially distressed firm. Companies which rely
heavily on supplier credit will find the UK insolvency laws of little assistance.

Discharge of Indebtedness

Pursuing insolvency proceedings is useful to a financially distressed debtor only if it results in
an efficient liquidation of assets or a negotiated settlement with creditors. The usefulness of
these outcomes is greatly diminished if the debtor is not discharged from the remaining unpaid
liabilities at the end of the proceedings. This "discharge" of indebtedness allows the debtor to
emerge from bankruptcy proceedings, whether liquidated or reorganized, with no continuing
obligations.

France, Japan, the UK and the U.S. provide a discharge of indebtedness for all debtors
who complete bankruptcy proceedings, regardless of the outcome. (See Exhibit 6.) But
Belgium, Germany, Italy, the Netherlands and Switzerland do not provide a discharge unless
a negotiated settlement has been reached with the creditors within bankruptcy.

The lack of a discharge upon completion of liquidation proceedings is of little concern
to a corporate entity which ceases to exist but it is of major importance to partnerships,
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individuals and other non-limited liability entities. Entrepreneurs who guarantee loans or fail
to limit their liability through a corporate structure do not receive a discharge upon liquidation
and, therefore, creditors are entitled to pursue their claims against any future gains or assets.
Needless to say, the benefits to limiting liability are greatly enhanced in countries that do not
offer a discharge of indebtedness. One would expect, in those countries which do not offer
discharges, that the vast majority of entrepreneurs would set up corporate structures so as to
ensure minimal personal liability in the event of collapse.

The lack of discharge may encourage desperate behavior by entrepreneurs prior to
bankruptcy. Failing to reach a settlement, such individuals face the prospect of losing all of
their assets (in liquidation) and still owing claims. Starting in a financial hole will make it
considerably more difficult to start a venture in the future. As a result, the existing firm
becomes the only prospective tool for reducing the future liability, making entrepreneurs
consider every possible use of it to repay the debt.

On the other hand, facing the downside of any decisions as increased future
indebtedness, may reduce the incentive to take on excessively risky projects. Trivially, equity
without limited liability no longer resembles a call option, and thus no longer has the incentive
to increase the risk of the underlying assets of the firm.

Preservation of Set-off

The possibility for set-off occurs when the creditor of an insolvent firm is also a debtor of that
firm. Where the right to set-off is preserved, the creditor is able to use the full amount of debt
owing (from the debtor to the creditor) to reduce the amount of debt owed (by the creditor
to the debtor). The preservation of this right provides a direct monetary payoff to the
creditor.

Belgium and Germany are the only countries that do not preserve the right to set-off
within bankruptcy. (See Exhibit 6.) As a result, Belgian and German creditors (secured or
unsecured) must pay the debt owed to the insolvent debtor and then join in the proceedings
to receive consideration for their claim. The right to set-off is clearly of much more
importance to creditors than debtors as they reap the direct benefits. Its inclusion in a
bankruptcy code reflects the goal, shared by most countries considered in this study, to deal
fairly with all parties involved.

Court Approved Asset Sales

One of the best means of raising cash in a distressed firm is to sell assets. Asquith, Gertner
and Scharfstein [3] show that selling assets is one of the surest ways to avoid corporate collapse.
In fact, they show it is one of the best means of avoiding bankruptcy. However, purchasers
of assets will prefer to deal with a firm after it has entered formal bankruptcy proceedings
because of fraudulent conveyance laws. If a firm sells an asset and soon after enters bankruptcy
or reorganization proceedings, the sale may be interpreted as an attempt to liquidate the assets
and funnel the proceeds to equityholders before the firm defaults and loses control of the assets.
If the interpretation is true, this would be an illegal act known as fraudulent conveyance. In
such a case, the buyer would be forced to give back the asset and then file a claim with the
courts to receive their payment from the now bankrupt firm. But, if an asset is sold under
bankruptcy court approval, the buyer can be confident that the asset is his to keep and will
not demand a discount for this uncertainty.
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While this provides another incentive for a debtor in financial distress to enter
insolvency proceedings, to the extent that it reduces efficiency enhancing asset sales the laws
have a negative impact. All of the countries in this study have laws against fraudulent
conveyances. Unfortunately, while they differ somewhat in the degree and latitude to which
the court is able to rule actions fraudulent, we are unable to draw inferences about the likely
impact of this law in the different countries without knowing the "normal" behavior of the
courts.

France has the unique measure which automatically puts up for sale any firm, or part
thereof, upon commencement of judicial arrangement. Upon adjudication, all potential
purchasers are invited to submit bids for the firm. The main conditions of purchase are that
it be unconditional (which discriminates against foreign purchasers) and that the firm (or
portion purchased) be maintained as a going concern to the extent possible. Again, the most
important consideration being continued employment.

IV. Summary

Bankruptcy laws have a major impact on lender/borrower relationships, and on the structure
of ownership and capital in corporations. In spite of the many recent criticisms of Chapter
11, we have seen that the U.S. approach to dealing with firms in financial distress has certain
advantages over systems in place in other parts of the world. It is alone in providing strong
encouragement for creditors to negotiate with the debtor while in bankruptcy. It is not alone
in believing that a main goal of the bankruptcy code should be to facilitate the continuation
of viable firms, however. Among the countries considered, France appears to feel most
strongly about continuing viable firms, mainly for economic and social reasons. However,
France has taken a very different tact with respect to obtaining this outcome. Rather than
encourage negotiations between interested parties, the French code provides the court with the
power to impose a business plan on the debtor. The main reason for this approach is the
feeling that employees' interests will not be properly represented if parties are left to negotiate
a settlement without court intervention. A second important reason for the approach is the
French belief that the negotiations within bankruptcy which U.S. laws encourage, increase the
cost of the reorganization, and in so doing reduce the likely viability of the firm.

While Italy, Japan and the UK wave somewhere between Germany and the U.S., the
Netherlands, Belgium, and Switzerland stand much closer to Germany in believing that
creditor's rights should dominate the concerns of bankruptcy law. The German approach
results in behavior very similar to the bank-corporation relationships famous in Japan. By not
providing a stay of claims against secured creditors, German law, like Belgian and Dutch law,
has very little power to impact the outcome of a given bankruptcy. (Though the recently
introduced, but very short, "freezing order" introduced into Dutch law makes this less true
in the Netherlands.) The success of each case, therefore, relies heavily on the administrator
assigned. The result has been a removal of responsibility from the courts to the banks. By
forming close relationships with their borrowers, banks are much more involved in out-of-
court settlements than banks in countries whose laws provide this facility.

This is a much less interventionist approach in that the courts leave reorganizations
completely in the hands of the parties involved, and will only deal with a firm when it must
be liquidated. Thus, the courts leave the determination of which firms should be maintained
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and which should be liquidated to the banks and other creditors involved. While France and
Italy are at the other end of the spectrum on this point, the U.S., is actually in the middle.
The U.S., feels that the parties involved should make the determination of viability, however,
they should do so while under the supervision of a bankruptcy court. The extraordinary
adrainistration and the standard judicial arrangement offered in Italy and France respectively,
provide for the government and court to intervene and impose a reorganization on those firms
which they feel should be maintained.

While some of these systems no doubt achieve similar aims through different means
(which would provide a useful empirical testing ground to see which system does so most
inexpensively), most have quite different aims and approaches to the problems facing firms in
financial distress. As the new trading communities evolve and the international marketplace
continues to integrate, the importance of uniform bankruptcy laws will increase. While the
current study provides an introduction to the different aims and approaches, the difficulty of
writing a bankruptcy code that incorporates these aims and provides effective means of
achieving them will be daunting. This is evidenced by the fact that the European Community,
in spite of several attempts over the two past decades, has been unable to get to even a draft
of a bankruptcy code.
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Exhibit 1. Forms of Court Supervised Liquidation

Country Name for procedure Comments

Belgium Bankruptcy (Faillissement) Debtor must have ceased payments,
and	 not	 simply	 have	 liquidity
difficulties, and must	 notify	 court
within	 3	 days	 of	 cessation	 of
payments.

France Judicial Liquidation (Liquidation Firm	 must	 enter	 judicial
Judiciare) arrangement (See Exhibit 2) and if

deemed nonviable, will enter judicial
liquidation.

Germany Bankruptcy (Konkursordnung) Debtor must be unable to pay debts
(i.e. insolvent) or have liabilities in
excess	 of	 assets	 (i.e.technically
insolvent).

Italy Bankruptcy (Fallimento) Debtor must be technically insolvent
or is "no longer able to fulfill his
obligations through ordinary means
of payment".

Japan Court Supervised Liquidation (Hasan) Debtor	 must	 be	 insolvent	 or
technically insolvent.

Special Liquidation (Tokubetsu Seisan) The same as Hasan but includes the
'suspicion' of technical insolvency.

Netherlands Bankruptcy (Faillissement) A creditor must file a claim that its
payments are not being received and
that the debtor has other creditors in
the same position.

Switzerland Bankruptcy After satisfying certain requirements,
a creditor can demand issuance of a
"bankruptcy threat".	 If claim is not
satisfied in 20 days, the debtor will
be declared bankrupt.

UK Members' Voluntary Winding-up Allowed when a company is unable
to pay its debt on time, but can do
so within a 12 month period.

Creditors' Voluntary Winding-up The creditors of an insolvent firm
may	 pass	 a	 resolution	 for	 the
liquidator of the company's assets.
Creditors	 are	 given	 significant
control of the liquidation.

Compulsory Winding-up Normally, a creditor issues a demand
for payment and gives notice that a
petition	 for	 winding-up	 will	 be
submitted within 21 days.

US Chapter 7 Debtor must be insolvent but not
necessarily technically insolvent.
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Exhibit 2. Forms of Court Supervised Reorganization

I
Country Name for procedure Comments

Belgium Composition (Concordat) This	 is	 the	 traditional	 preventive
composition.	 The	 debtor	 must
prove that it will be able to repay
the creditors in full in order to have
any	 opportunity	 to	 use	 this
procedure (and this is not normally
sufficient, as the procedure is only
applied in exceptional circumstances).

France Negotiated Settlement (Reglement Procedure	 available	 prior	 to
Amiable) bankruptcy providing the debtor an

opportunity, with a court appointed
conciliator, to reach agreement with
the creditors.	 Conciliators typically
attempt to obtain writedowns of 40 -
60% of the creditors' claims. 	 Little
used since introduced in 1984.

Judicial Arrangement (Redressement Debtor remains in place but court
Judiciare) takes	 over	 effective	 control.

Provides	 several	 tools	 designed	 to
avoid	 free-rider	 and	 conflict	 of
interest problems.	 Also provides a
means for takeovers which otherwise
does not exist in France.	 Emphasis
is on continuation of the business,
either sold as a going concern, or
reorganized.

Germany Forced Settlement (Vergleicbsordnung) Similar	 to	 traditional	 preventive
composition	 but	 rarely	 used	 in
practice due to extremely unrealistic
requirements.

Italy Preventative Composition Preventive composition is the more
(Concordato Preventino) traditional reorganization procedure.
Extraordinary Administration In extraordinary admin., the firm
(A mministrazzione Straordinaria) avoids bankruptcy proceedings and is

managed by court and government
authorities (who may grant relief or
loan guarantees) in addition to the
existing management 	 in	 order	 to
reorganize the debt and maintain the
firm as a going concern.
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Japan Composition (Wagi-ho) Severe eligibility	 requirements	 and
discretionary stay of claims limits
usefulness of composition.

Corporate Arrangement (Kaisha-Seirt) Broader eligibility, stay of claims is
automatic and can extend to secured
creditors.

Reorganization (Kaisha Kosei-ho) Further	 expansion	 of	 eligibility,
automatic stay of claims, and secured
creditors	 must	 participate	 in
proceedings but debtor loses control
of firm during proceedings.

Netherlands Suspension of Payments (Sursiance Can only be requested by debtor and
van Betaling) must	 be	 granted	 by	 a	 vote	 of

unsecured creditors.
Composition agreement within Subject to court approval, requiring
bankruptcy 2/3 approval by unsecured creditors

representing	 3/4	 of	 accepted
unsecured claims.	 Extremely rarely
successful.
Preferred creditors are not restricted
by	 either	 insolvency	 procedure,
making both very poor means of
providing relief and an opportunity
to reorganize.

Switzerland Composition (Nachlassvertrag) Any debtor can submit a plan of
composition even after bankruptcy
proceedings have begun. 	 Provides 4
month	 moratorium	 (excluding
secured claims). 	 Debtor maintains
control of firm.

UK Administration Administration	 offers chance for
debtor	 to	 continue	 as	 a	 going
concern.

Administrative Receivership Receivership usually results in quick
sale of firm.

Voluntary Arrangement Voluntary arrangement has limited
powers	 and	 is	 usually	 used	 in
conjunction with administration.

US Chapter 11 Provides strong encouragement for
negotiation between parties. 	

_
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Exhibit 3. Ownership and Control in Bankruptcy or Reorganization

Country Control status Comments
Belgium Debtor loses all control in

bankruptcy but normally retains
control in suspension of payments
proceedings.

France Debtor often remains in place in
judicial arrangement but submits to
control decisions of the court
appointed administrator.
Debtor maintains control in
negotiated settlement proceedings.

Germany Debtor loses all control over the Control is returned only in event of
assets in the bankrupt's estate in
bankruptcy.

settlement.

Italy Debtor loses all control over the Control is returned only in event of
assets in the bankrupt's estate in
bankruptcy.

settlement.	 In	 spite	 of	 statute,
debtors	 may	 retain	 control	 over

Debtor maintains control in bankrupt estate to meet personal and
suspension of payment proceedings family needs.

Japan Third party is appointed under all Control is returned after claims are
five codes except composition and
corporate arrangement.

paid in reorganization.

Netherlands Debtor loses all control in Control is returned only in event of
bankruptcy. settlement in composition.
In suspension of payments
proceedings, debtor (management and
directors of a debtor company)
normally retains control.

Switzerland Debtor loses all control in both Control is returned in event of a
liquidation and reorganization settlement	 in	 reorganization
proceedings. proceedings.

UK Third party is appointed Exception	 is	 members'	 voluntary
winding-up

US Debtor normally maintains control
as debtor-in-possession in Chapter 11
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Exhibit 4. Stay of Claims/Preservative Measures

Country Stay of Claims Comments

Belgium Unsecured creditors only
France None in negotiated settlement None is necessary in a negotiated

procedure. settlement given that the debtor has
On all creditors in judicial
arrangement.

not yet defaulted on a debt payment

Germany Unsecured creditors only
Italy Upon adjudication of bankruptcy, all

creditors.
Upon adjudication of preventive
composition, all creditors.
Upon petition for suspension of
payments, all creditors.
Upon adjudication of extraordinary
administration, all creditors.

Japan Upon petition for Hasan, unsecured
only.
Upon adjudication of special
liquidation, all creditors.
Upon petition for composition and
subject to discretion of court, only
unsecured.
Upon petition for corporate
arrangement and subject to discretion
of court, all creditors.
Upon petition for reorganization and
subject to discretion of court, all
creditors.

Netherlands Unsecured creditors only, upon Recent legislation has introduced a
adjudication of bankruptcy, upon "freezing	 order"	 which	 stays	 all
petition for suspension of payments. creditors for one month, and may be

extended for a second month.
Switzerland Upon adjudication of bankruptcy or

reorganization, on secured and
unsecured creditors.

UK Upon adjudication of administration
on all creditors.
Under voluntary arrangement
procedure there is no stay until a
proposal has been approved.
Upon petition for liquidation,
unsecured only.

US Upon petition for Chapter 11 on all
creditors
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Exhibit 5. Super-priority of loans advanced to debtor in bankruptcy

Country Loans advanced after filing for
proceedings receive super priority

Comments

Belgium Yes

France Yes
Germany Yes Privileged but subordinate to other

claims. As continuation is effectively
only a short term option (until the
firm can be liquidated), this concerns
more costs of administration than
new loans (which are very rare). 	 If
the court determines that there are
insufficient free assets to cover these
costs, proceedings will be terminated.

Italy Yes In either bankruptcy or preventive
composition proceedings.

Japan Only in Kaisha Kosei-ho
(Reorganization)

Netherlands Yes Termed	 "estate	 creditors"	 and
including costs of administration or
costs	 of	 continuing	 the	 business
during the proceedings

Switzerland Yes See comment for Germany
UK No
US Yes
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Exhibit 6. Possibility for Discharge
Country Possibility for discharge Comments

Belgium No
France Yes
Germany No Companies which	 do	 not satisfy

creditor's claims in full are dissolved.
Individuals who do not satisfy all
claims will likely require third party
intervention in the future to ensure
an orderly satisfaction of creditors'
claims from the debtor's future gains.

Italy No Unless a settlement (as opposed to
liquidation)	 is	 reached	 within	 the
proceedings.

Japan Yes
Netherlands No Unless a composition agreement is

reached (which is extremely rare).
Switzerland No Unless debts are paid in full, or a

composition agreement is signed.	 If
no composition agreement is signed,
creditors not paid in full receive a
"certificate	 of	 loss."	 While
corporations are dissolved following
bankruptcy proceedings, in the case
of	 an	 individual	 debtor,	 creditors
may collect on their	 certificate	 of
loss whenever the debtor	 acquires
new assets.

UK Yes
US Yes
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Exhibit 7. Preservation of Set-off

Count?)• Creditor permitted to set-off inside
bankruptcy'

Comments

Belgium No
France Yes
Germany No
Italy Yes Unless	 the	 claim	 owing	 to	 the

creditor was	 assigned	 in	 the year
preceding adjudication of bankruptcy
and is not yet due.

Japan Yes
Netherlands Yes
Switzerland Yes

UK Yes
US Yes
Notes:
2	 A "Yes" indicates that the creditor (secured or unsecured) is able
creditor) to reduce the debt owed (by the creditor to the debtor)
this is not the case, the creditor must pay the debt owed to the
attempt to receive consideration for the debt owed by the debtor.
applies only to mutual obligations that pre-date the commencement

to use debt owing (from the debtor to the
by the full amount of the debt owing. Where

debtor, but then join in the proceedings to
Unless noted otherwise, the right to set-off

of proceedings.
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Exhibit 8. Entities able to petition for bankruptcy/reorganization

Country Entities which can request proceedings Comments

Bankruptcy Reorganization

Belgium Debtor
Creditors
Court of
Commerce

France Debtor Debtor In France, bankruptcy proceedings
Creditors Creditor commence	 with	 the	 judicial
Court Court arrangement proceedings, intended

to	 provide	 an	 opportunity	 for
reorganization.	 Thus, the debtor,
creditors	 or	 the	 court	 may
commence the judicial arrangement
proceedings (reorganization).

Debtor Negotiated Settlement proceedings
can only be initiated by the debtor.

Germany Debtor Debtor
Creditors Creditors

Italy Debtor
Creditors
Attorney General
Bankruptcy Court

Debtor For	 both	 the	 preventive
composition	 and	 suspension	 of
payments	 procedures,	 the	 debtor
must petition the court. 	 For the
extraordinary	 arrangement
procedure, no petition is necessary.

Japan Debtor Debtor
Creditors

Netherlands Debtor Debtor
Creditors
Public Prosecutor

Switzerland Debtor
Creditors

Debtor In	 bankruptcy	 proceedings,	 the
creditor must file a claim with the
court.	 If the claim is satisfied in an
appropriate	 way,	 the	 creditor
cannot petition for bankruptcy.

UK Shareholders for Creditors for Creditors	 rarely	 initiate
Member's
Voluntary Wind-

Receivership,
Debtor or

administration due to information
requirements	 of	 application.

up, Creditors for creditors for Voluntary Arrangement is debtor
all others Administration initiated,	 usually	 in	 conjunction

with Administration.

US Debtor Debtor
Creditors Creditors

Reorganization refers to the country-specific procedure defined in Exhibit 2.
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Exhibit 9. Assets of the Debtor Entering the Bankrupt's Estate

Notes:
I Secured creditors includes those holding mortgages on properties, those retaining title to assets, and others.
See section on this country for more detail.

Country Assets entering bankrupt's estate Comments

Belgium All domestic and foreign assets

France All domestic and foreign assets
Germany All domestic and foreign assets.

Secured creditors retain right to
exercise on secured assets'.

Receiver's ability to obtain
possession of foreign assets is subject
to the applicable foreign courts. Due
to Germany's lack of recognition of
foreign bankruptcy laws, possession
of foreign assets generally cannot be
obtained without the debtor's aid.

Italy All domestic and foreign assets as of
the time of filing and all assets
acquired thereafter

Receiver's ability to obtain
possession of foreign assets is subject
to the applicable foreign courts.

Japan All domestic assets
Netherlands All domestic assets as of the time of

filing and all assets acquired
thereafter.
Secured creditors retain right to
exercise on secured assets'.

Creditors who collect consideration
from assets outside of the
Netherlands must turn it over to the
receiver. A treaty between Belgium
and the Netherlands enables the
receiver to take control of debtor
assets located in Belgium.

Switzerland All domestic assets

UK All domestic and foreign assets Receiver's ability to obtain
possession of foreign assets is subject
to the applicable foreign courts.

All domestic and foreign assetsUS
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Exhibit 10. Availability of Bankruptcy Law

Entities able to use bankruptcy Comments Country
BBelgium Merchants only
F: ;.:.c: Merchants or sole proprietors
Germany Merchants or non-merchants
Italy Merchants only Small traders (annual income below

minimum taxable income) cannot be
declared bankrupt.

Japan Merchants or non-merchants
Netherlands Merchants or non-merchants
Switzerland Merchants or non-merchants Non-merchants	 only	 upon	 own

request or if defraud creditors
UK Merchants or non-merchants
US Merchants only (Chapter 11)
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Exhibit 11. A Brief History of Bankruptcy Laws

French bankruptcy law, embodied in Book III of the Commercial Code of 1807, became the
main law of bankruptcy for much of Europe. As nations regained their independence, revised
their own laws, or adopted their first laws of bankruptcy, most adopted the basic provisions
of French bankruptcy law of 1807 and as amended in 1838. Thus, we start with France and
follow with brief histories of the bankruptcy laws of other countries included in the present
study.

France

Ancient French law, based on Roman laws, dealt with a failed debtor as a criminal, to
the extent that the death penalty was an available punishment for a failed debtor up until the
18th century. The Commercial Code of 1807 mitigated the severity of the penalties, but
retained the general philosophy that the failed debtor is a criminal to be punished. Bankruptcy
was, and remains, available only to merchants. Composition was available but was intended
only as a means for terminating the proceedings, not preventing them. Otherwise, the law
provided for liquidation and distribution of the proceeds to creditors. Discharge occurred only
with a signed composition agreement.

There were several amendments and revisions of the laws in the next century, intended
to liberalize the law, but having little real effect. With the law of 1955 (incorporated in Book
III of the Commercial Code in 1958) the laws began to focus on the survival of viable firms
and the liquidation of economically failed firms. The judicial settlement (reglement judiciare)
procedure replaced a procedure introduced in 1889, and was intended to provide a real
opportunity to a significant number of debtors to resolve their difficulties and avoid
bankruptcy. Unfortunately, it was felt that too many firms surviving as a result of this
procedure, which usually did end in composition, were not economically viable. With the law
of July 13, 1967 dramatic reform was adopted to better implement the desired outcome.

This law was further reformed with the law of January 25, 1985. The judicial
arrangement (redressement judiciare) procedure is intended to provide for the continuation and
reorganization of viable firms, while the judicial liquidation (liquidation judiciare) procedure
is intended to facilitate the efficient liquidation of non-viable businesses. Viable firms have an
alternative to judicial arrangement. The negotiated solution (riglement amiable) is a pre-
bankruptcy procedure, supervised by the court which also provides a conciliator, which is
intended to enable viable firms to avoid bankruptcy altogether.

Belgium

Annexed by France on October 1, 1795, Belgium lived under French Law until 1814. From
1814 to 1830, in its union with The Netherlands, Belgian and Dutch bankruptcy law coincided.
With the Belgian independence in 1830, Belgium re-adopted most of the French Codes from
1807. A notable exception was the right of the King to grant a suspension of payments 2° which
was introduced with the Dutch in 1814.

Belgium promulgated its own laws of bankruptcy in 1851 as Book III of the
Commercial Code. While still remaining close to the French law of 1838, the Belgian law

2° See explanation in the Dutch Bankruptcy Law section, below, or in the glossary.
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reduced the suspect period to a maximum of six months prior to filing (meaning that the
retroactivity of bankruptcy to transactions occurring prior to filing was limited to six months).
A provision was added for preventive compositions in 1887. This 1887 law was amended and
finally consolidated in 1946. Under the present law, preventive composition continues to be
available only in exceptional circumstances for honest debtors who will be able to repay their
debts in full.

Germany

Current German bankruptcy law derives from two separate statutes. The Bankruptcy Code
(Konkursordnung, abbreviated "KO") enacted in 1877 outlines the procedure for the distribution
of a debtor's assets to the creditors. Though amended many times since 1877, the basic
provisions of this Code remain in effect today. The second statute, the Forced Settlement Act
(Vergleichsordnung, abbreviated "Vg10") passed in 1935, is intended to provide an opportunity
to restructure a company which is in a temporary state of distress, but whose underlying
business is sound. In both statutes, the emphasis is on satisfying the claims of creditors. Unlike
other countries (most notably, of course, France) social and economic policies play no role in
domestic German bankruptcy laws.

Italy

Following Italian unity, Italy in 1865 adopted the Commercial Code of the Kingdom of
Sardinia-Piedmont, which followed closely the French Commercial Code of 1807 with the new
(French) bankruptcy provisions of 1838. Italy revised the bankruptcy laws in 1882, though
maintaining many of the key features of the French law of 1838.

In 1894 preventive compositions were introduced which were influenced chiefly by the
English Bankruptcy Act of 1869 and the Belgian law of 1887. Following French law, the
Italian bankruptcy laws continued to deal only with merchants. In 1842 new Italian Codes
were adopted in an Act separate from the Commercial Code. Among other changes, a
procedure similar to the Dutch and Belgian suspension of payments was introduced. This
procedure, amministrazione controllata, provides a relief period of one year. It is intended for
firms which are in a position where a majority composition may be obtained but where
creditors also believe that they may be able to receive full consideration of their claims.

In 1979 a new procedure was introduced to allow large debtors to avoid bankruptcy
proceedings altogether. The new extraordinary administration procedure, amministrazione
staordinaria delle grandi imprese in crisi, follows a determination by the court of insolvency.
At that time, a committee is appointed to assess the continuation possibilities of the firm. This
procedure, while outside the laws of bankruptcy, is heavily monitored and controlled by the
state entities responsible.

The Netherlands

The Netherlands had the beginnings of a law of bankruptcy from a 1799 code of Civil
Procedure. However, when annexed by the French in 1810 the French Code was applied in
full. With independence restored in 1813, the Dutch, in their subsequent union with Belgium,
sought new measures, mainly in an attempt to provide an opportunity to resolve the distress
before court ordered liquidation. Nonetheless, the next Code, promulgated in 1837, contained
many of the qualities of the French Code of 1807, though slightly liberalized.
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The laws in effect today date from the Dutch Bankruptcy Act of 1893 (promulgated in
1896 and amended since). This differed from that of 1837 in a number of ways. One of the
more salient features was the reintroduction of an old Dutch practice of permitting the debtor
a period of relief (suspension of payments) in order to reorganize the troubled debtsn . While
the law of 1896 required that a debtor prove an ability to pay all debts in order to use this
procedure, this requirement was weakened in subsequent amendments.

Switzerland

Until the Federal Law on Debt Collection and Bankruptcy of 1889 (referred to as the "Swiss
Bankruptcy Code" or the "Code") was put in force in 1892, creditors were faced with 25
different cantonal laws in Switzerland. Although the Swiss Bankruptcy Code has been
amended with various ordinances and directives over the years, it has survived in its original
form to date. The Code is currently under revision but the revised Code is not expected to
enter into force in the near future.

The Swiss Bankruptcy Code is a vehicle for creditors to enforce their claims primarily
through the liquidation of the debtor. It does, however, provide alternative solutions in order
to avoid immediate liquidation of the debtor for the purpose of allowing the creditors to
maximize the value of their proceeds or, in some cases, to allow the debtor to continue as a
going concern.

United Kingdom

Although many European bankruptcy laws were influenced by the Napoleonic Codes and
French bankruptcy law, English law developed independent of Continental law. In 1825, the
concept of compositions was introduced to English bankruptcy law but not yet as binding
settlements on dissenting creditors. In 1844, debtor initiated petitions were allowed for the first
time. At this point in time, the Bankruptcy Act only applied to merchant debtors. A separate
law enacted in 1844 provided for binding compositions for non-merchant insolvent debtors.
In 1849, a law providing for compositions as binding on all non-secured creditors was

introduced for merchant debtors; non-merchant insolvencies still fell under the jurisdiction of
the 1844 law. The new Bankruptcy Act of 1861 superseded the previous Act of 1849 and was
available to merchants and non-merchants alike. This act provided for preventative
compositions, as a means of avoiding bankruptcy.

In 1856, the first modern English Company Law was created and then consolidated in
1862. This law addressed corporate insolvency and, as a consequence, corporate bankruptcies
in England are still covered under the Company's Act and not the Bankruptcy Act.
Throughout the late 19th century and early 20th century, the English bankruptcy laws
underwent a number of revisions.

The most dramatic change in English Bankruptcy law was initiated by the official Cork
Report of 1982, prepared by a commission established in 1977 to report on the insolvency laws
of England and Wales. The report based itself on the philosophy of the continuation of the
debtor's business as a going concern, largely inspired by the U.S. bankruptcy laws. The result
of this five year study was the Insolvency Act of 1986, which offers six methods of dealing
with an insolvent company. Three of these methods (administration, administrative

21 See explanation in glossary or in Suspension of Payments section below.
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receivership and voluntary arrangements) offer varying degrees of opportunity for
reorganization and the ultimate survival of the company as a going concern. The three
remaining methods (members' voluntary winding- up, creditors' voluntary winding-up and
compulsory winding-up) are variations of liquidation.

An International View of Bankruptcy Laws 	 Page 48



Exhibit 12. Glossary of Bankruptcy Terms

Adjudication of bankruptcy - The adjudication of bankruptcy is the determination by the
relevant court considering an application for bankruptcy proceedings (requested by
either the debtor or creditors (or whomever else is able to make the request)) that
the debtor will be declared bankrupt and proceedings will be granted.

Assignment - An assignment for the benefit of creditors refers to a "right" normally given to the
debtor to assign title to certain assets (in places it applies only to either all assets of
the debtor or none, partial assignment is not permitted) to a trustee who is then
obliged to liquidate the assets as expeditiously as possible and distribute the proceeds
to the creditors. This was often permitted to enable a bona fide (non fraudulent)
debtor to avoid imprisonment.

Depending on the location, assignment can be judicially implemented or
voluntarily accepted by the creditors affected. If voluntary, the assignment only
affects those creditors who consent. An assignment does not discharge the debtor
from any shortfall arising from the fact that the assigned property is liquidated for
less than the amount required to pay the debts in full (unless the creditors agree to
such, see Compositions).

Assignments have advantages over bankruptcy proceedings. They can often be
accomplished more quickly and efficiently, and often result in higher values being
obtained for the property liquidated. These facts also are related to the types of
firms which will be more likely to utilize assignment (smaller firms with liquid assets
and an uncomplicated debt structure).

Composition - A composition is a contract signed between the debtor and two or more creditors
in which the creditors agree to writeoff a portion of the debt in exchange for a
partial payment, thus discharging the debtor of additional responsibility for the debt.

Extension - An extension is a contract signed between the debtor and two or more creditors in
which the creditors agree to extend the time permitted to repay their claims.
Extensions often accompany compositions, where creditors agree to accept a partial
payment in place of full payment, and provide the debtor additional time to meet
the payments.

Fraudulent conveyance - A transaction determined by the court to have been contrary to the
intentions of bankruptcy law. Normally a sale or assignment of property which
benefits an individual creditor (or the debtor) in a way which would not have
occurred in bankruptcy (i.e., in a way which violates the equitable treatment of
creditors or a similar bankruptcy policy). (What constitutes a fraudulent conveyance
is subject to judicial interpretation and varies by locality.)

Merchant vs. non .merchant - In many countries, the availability of bankruptcy procedures is
restricted to merchants, defined normally as legal entities or natural persons whose
profession (at least in part) is commerce. Under this definition, a natural person
whose source of income is employment in a firm would not be capable of being
declared bankrupt. Such persons must use remedies provided by applicable civil law.
(Definition varies slightly by country.)
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Preventive Composition - Is a procedure separate from the bankruptcy procedure which is
available to certain debtors in certain countries upon petition. The procedure is
intended to permit a solvent and honest creditor an opportunity to come to an
agreement with creditors (either through an assignment, a partial or total liquidation,
or another form of settlement) and avoid bankruptcy proceedings.

Set-off - The possibility for set-off occurs when a creditor of the bankrupt firm is also a
debtor of the firm (is owed by the firm). If the right to set-off is preserved within
bankruptcy, the creditor is able to use the full amount of the debt owed (from the
debtor to the creditor) to reduce the debt owed by the creditor to the debtor.

Super priority status - Debts which are incurred by the bankruptcy estate while in bankruptcy
or reorganization proceedings often receive this super-priority status giving them
priority over essentially all debts outstanding at the time of filing.

Suspect period - Period of time prior to adjudication of bankruptcy in which actions and
transactions performed by the debtor which are detrimental either to the bankruptcy
estate or to the equitable treatment of creditors will be assumed to have be
performed with this knowledge by both parties to the transaction. Thus, such
actions will be declared void without the receiver (or court) being required to prove
such knowledge existed. (Specifics vary by country.)

Suspension of Payments Procedure - Used in various forms in the Netherlands, Belgium and
Italy, the suspension of payments procedure is a procedure separate from the
bankruptcy procedure. Upon commencement of the suspension of payments
procedure, a stay is imposed on all unsecured creditors from taking individual action
to recover claims from the debtor and a conciliator is appointed by the court to
mediate a settlement between the debtor and its creditors. This procedure is
intended to provide the debtor who is in temporary liquidity problems with an
opportunity to resolve its financial difficulties without resorting to bankruptcy.
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