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Bankruptcy reform is beginning to alter the legal and economic landscapes

of countries in transition from command to market economies. This article

summarises the major provisions of the recently renovated bankruptcy law

of Ukraine.

Ukraine’s new bankruptcy law: 
the demise of the dinosaurs?
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Introduction: where dinosaurs
roam the land

Thousands of highly inefficient enterprises,

many of them owned in whole or in part by

the state, continue to lumber across Ukraine’s

economic landscape, gulping down scarce

resources that might otherwise nourish a

nimbler, more productive breed of business.

As a US bankruptcy judge observed in

surveying the problem, these “economic

dinosaurs” would long ago have become

extinct, but for the fact that under communist

governments, no business was ever allowed

to fail.1

It is within this problematic context that

Ukraine has substantially revised its law on

bankruptcy. In general, the New Law,2 which

took effect on 1 January of this year, greatly

clarifies the judicial mechanisms available

for reorganising or terminating failing,

inefficient businesses. Perhaps most import-

antly, the New Law moves significantly closer

to the US model of attempted reorganisation

rather than outright liquidation. For the

reasons discussed below, many Western

analysts believe that in dealing with business

enterprises that cannot survive in competitive

markets, reorganisation – and not outright

liquidation – will be central to Ukraine’s

economic evolution. 

A large number of businesses in Ukraine are

inefficient and failing. A few short years ago,

Victor Yushchenko, then Chairman of the

Board of the National Bank of Ukraine and

now Ukraine’s Prime Minister, estimated that

90 per cent of Ukrainian businesses were

insolvent. More recently Oleksandr Tarasenko,

head of the Agency for the Prevention of

Bankruptcy, claimed that half of all Ukrainian

enterprises were actually or potentially bank-

rupt. Western analysts continue to maintain

that some 80 to 90 per cent of Ukrainian

enterprises are insolvent.

Ukraine’s first post-independence bankruptcy

law, enacted in 1992, was an initial step

towards giving Ukrainian enterprises the

necessary negative incentive of financial

failure.3 Although in many respects

incomplete and inadequate, the Old Law,

after a slow start, saw increasing numbers

of cases come within its provisions. In 1992,

the year of its enactment, some 20 bankruptcy

matters were adjudicated. In 1996, the

number had risen to more than 3600.4

Last year, the final year of the Old Law’s

effectiveness, Ukraine’s courts accepted

12,619 applications for bankruptcy proceed-

ings and declared 6,244 debtors bankrupt.5

The Old Law, however, was generally acknow-

ledged as a failure in promoting reorganisation,

and the numbers may reflect this. In 1997,

there were 32 decisions authorising financial

restructuring versus 4,107 declarations of

bankruptcy; in 1998, nine restructurings

versus 4,525 bankruptcies; in 1999, a mere

21 restructurings versus the above-mentioned

6,244 bankruptcies.6 The New Law seems

designed to rectify this failure. 

The automatic stay:
hold everything

The New Law provides in general for two

main substantive outcomes: reorganisation

or liquidation. A settlement agreement that

reschedules or cancels the debtor’s obligations

is a third alternative. Requiring the

unanimous consent of all secured creditors

as well as a simple majority of Creditors’

Committee votes, a settlement agreement is

not a plan of reorganisation; instead, it is an

agreement to resolve all insolvency issues

and thus halt the bankruptcy proceeding.

An essential component of the New Law, its

automatic stay provision, helps to ensure that

the final outcome is reached fairly. As its

name implies, the stay maintains the status

quo, prohibiting creditor collection activity

during the bankruptcy proceedings. The auto-

matic stay, not part of the Old Law, forms one

of the fundamental express features of the

New Law. Without the protection of the stay,

creditors could ignore the bankruptcy process

and simply devour the moribund debtor.

The automatic stay – which does not apply to

payments of wages, personal injury or other

damages claims, or certain claims relating

to the administration of the debtor during the

bankruptcy proceeding – remains in place

until the debtor is reorganised, liquidated

or enters into a settlement agreement.

Liquidation: neither desirable
nor practical 

Liquidation is one of the two main outcomes

under the New Law, but given the peculiar-

ities of Ukraine’s current economy, it may not

be the most desirable.

In fact, liquidation may not even be possible.

In Ukraine, there are few or no markets in

which to liquidate certain types of assets.

Moreover, potential private-sector purchasers

almost always lack the cash (or access to the

credit) to buy such assets at a price that will

give creditors much satisfaction. Even if

such markets were readily available, given

Ukraine’s sea of red ink, “the liquidation

1 The Honourable Samuel L. Bufford, “Bankruptcy

Law in European Countries Emerging from

Communism: The Special Legal and Economic

Challenges”, 70 American Bankruptcy Law

Journal, pp.459 and 482 (1996).

2 Referred to herein as the New Law, Ukraine’s

“Law on Restoring A Debtor’s Solvency or

Declaring It Bankrupt”, dated 30 June 1999, was

signed by the President of Ukraine on 17 August

1999. Prior to the New Law’s 1 January 2000

effective date, bankruptcies in Ukraine were

governed by “The Law of Ukraine on Bankruptcy”,

dated 14 May 1992, as amended (herein,

the “Old Law”).

3 “Such incentives need to be developed: If

financial failure is not a credible threat, managers

will not pay due attention to the short-term

liquidity of their businesses, or to their long-term

profitability.” Bufford, supra note 2 at p.465,

citing Kalman Minzsei, 5 Bankruptcy and the

Post-Communist Economies of East Central

Europe (1993).

4 Kevin P. Block, “Ukrainian Bankruptcy Law”,

20 Loyola of Los Angeles International &

Comparative Law Journal, pp.97 and 98 (1997);

BCD News (25 July 1995).

5 Statistics provided by Statistical and Analytical

Department, Supreme Arbitration Court

of Ukraine.

6 Ibid.
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of the insolvent enterprises would result

in the virtual disappearance of the economy

altogether.”7 A flood of liquidations would

submerge the economy entirely, and

workers, tax authorities, and unsecured

creditors would be left with next to nothing. 

In Ukraine, the liquidation of even one

large factory – let alone the liquidation

of hundreds – may be problematic. It’s not

uncommon for one large industrial plant

to constitute all or nearly all of a town’s

economy. Close the factory, and you destroy

the town. Needless to say, this is not an

option popular among Ukrainian politicians

either. Nevertheless, under particular

circumstances, liquidation may be the

most reasonable outcome for small

businesses that will never turn a profit,

even if reorganised.

Under the New Law, having made a declar-

ation of bankruptcy, the court will appoint

a liquidator to manage the liquidation and

disposal of the bankrupt entity’s property.

The liquidator must be licensed by Ukraine’s

Bankruptcy Agency. The Bankruptcy

Agency’s Licensing Committee, which

is still in the process of establishing the

relevant licensing procedures, has indicated

informally that in general a liquidator must

possess both an advanced degree in law

or economics and extensive practical

business experience.

The liquidator and the Creditors’ Committee

will then nominate members of the Liquid-

ation Committee, and the court will make

the final selections. When a state enterprise

is to be liquidated, the Bankruptcy Agency

nominates candidates for liquidator and the

Liquidation Committee. Under the New Law,

as under the Old Law, the Liquidation

Committee consists of representatives of

creditors, banks and other financial bodies,

and, in the case of a state enterprise, the

State Property Fund.

The Creditors’ Committee continues to func-

tion even after the appointment of the liquid-

ator and Liquidation Committee, representing

the creditors’ interests throughout the liquid-

ation process. In general, a liquidation must

be completed within twelve months from the

date on which the company is declared

bankrupt. It is within the court’s discretion to

grant an additional six months, if necessary.

Reorganisation:
one last chance 

A bankruptcy proceeding does not have to

end in the debtor’s liquidation. The New Law

permits its reorganisation. Under the New

Law, “reorganisation” is one of the methods

available in the course of a bankruptcy

proceeding: i) to avoid a declaration of

bankruptcy and the liquidation of the debtor;

ii) to restore the debtor’s solvency; and iii) to

satisfy the creditors’ claims in part or in full

through restructuring the debtor’s finances

and/or activities.

Among the methods of reorganisation

recognised by the New Law are:

■ restructuring the debtor’s finances;

■ modifying the mix of goods and services

offered by the debtor;

■ terminating unprofitable production lines; 

■ selling some or all of the debtor’s property; 

■ assigning debts to new investors; and/or

■ firing redundant employees.

A reorganisation plan may be initiated by

the creditors or by outside investors (outside

investors are persons or legal entities who

have applied to participate in the debtor’s

reorganisation). Importantly, in the case

of a voluntary bankruptcy, reorganisation

can be initiated by the debtor itself. The

reorganisation plan must restore the debtor’s

solvency and satisfy the creditors’ claims –

to the extent agreed upon by the creditors –

within twelve months. Upon the petition of

the creditors, the court may extend this

period by an additional six months. 

Pursuant to the New Law, the court will

appoint a chief reorganiser, who must

be licensed by the Bankruptcy Agency

as a qualified arbitration manager. When

a state enterprise is being reorganised,

the Bankruptcy Agency will nominate

candidates for the position of chief

reorganiser, although the final selection

rests with the court. Upon the consent of

the Creditors’ Committee and the investors

(if any), the court may appoint the debtor’s

general director to serve as chief

reorganiser. In this case, the New Law

is silent as to whether the director must

be licensed by the Bankruptcy Agency.

At the end of the reorganisation period,

the chief reorganiser must submit a

reorganisation report to the creditors.

The creditors may, among other options,

vote to extend implementation of the plan,

to settle, or to seek a bankruptcy declaration

from the court. If the creditors fail to reach

a decision (or to timely file their decision

with the court), the court will declare the

debtor bankrupt and commence the

liquidation procedures. 

A properly devised reorganisation preserves

the healthy components of the debtor, remov-

ing only its useless or unprofitable parts.

If the reorganisation is successful, everyone

benefits: The debtor’s employees, or many of

them, continue to work; its suppliers continue

to receive its business; the local economy

retains an important asset; and the Tax

Administration garners more tax revenue.8

Consumers may also benefit when large

debtors are restructured into competing

enterprises. Moreover, reorganisation

addresses some of the problems associated

with liquidation, given Ukraine’s significant

insolvency problem and the lack of markets

in which to liquidate certain assets.

The enforcers: the court,
the Creditors’ Committee,
and the chief reorganiser

The court 

The New Law gives the court expanded and

broad powers to act to secure creditors’

claims. The New Law explicitly gives the

court the power to, among other actions:

■ seize the debtor’s property; 
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■ require the debtor to transfer its monetary

and/or physical assets to third parties for

safe-keeping;

■ prohibit the debtor from taking certain

actions with respect to its property, such

as selling or leasing it; and

■ prohibit the debtor from taking certain

actions without the trustee’s consent, such

as obtaining loans from or providing loans

to third parties. 

The court may take such measures at any

time during the proceeding, either upon its

own initiative or that of any party. 

The Creditors’ Committee 

The New Law provides more detail regarding

the structure and functions of the Creditors’

Committee than did the Old Law, but overall

the Creditors’ Committee retains its essential

purpose, which is to represent the creditors’

interests throughout the course of the bank-

ruptcy proceeding. Decisions of the Creditors’

Committee, which may consist of no more

than seven individuals, are made by majority

vote, with each Creditors’ Committee member

holding a block of votes proportionate to the

amount of its claim. 

The chief reorganiser 

The New Law charges the chief reorganiser

with responsibility for assuming control over

the debtor’s property, conducting an inventory

of its assets, and opening a special account

for effecting the restructuring and settling

with creditors. Most importantly, the chief

reorganiser develops the plan for the debtor’s

restructuring and submits it to the Creditors’

Committee for approval, subject to the

debtor’s concurrence. The chief reorganiser

must also report regularly to the Creditors’

Committee on the plan’s implementation. 

The New Law provides that the court may

invalidate preferential transfers upon the

petition of the chief reorganiser, but these

provisions on avoidable transfers are unclear

in two important regards. First, they appear

to require the chief reorganiser to request the

court to invalidate certain transfers, but it is

not clear whether the creditors alone may so

request or whether the court may unilaterally

invalidate preferential transfers. Second,

unlike the Old Law, the New Law makes no

reference to fraudulent transfers, only to

preferential transfers. The New Law thus

appears somewhat incomplete in its treatment

of avoidable transfers. 

The New Law: 
clearer and more specific

The New Law introduces a number of addi-

tional substantive and procedural changes.

Among other changes, the new bankruptcy

rules widen the category of claimants who

may initiate bankruptcies, establish the

minimum debt that may serve as a basis for

a bankruptcy proceeding, expand the time

allowed for a debtor to make good on claims

against it and, by amending the Criminal

Code,9 even create criminal liability for the

new crime of “causing bankruptcy”. 

Debtors subject to bankruptcy
proceedings – or not 

The New Law permits bankruptcy pro-

ceedings to be initiated against private

legal entities, including certain state-owned

enterprises, and unlike the Old Law, against

individuals carrying out entrepreneurial

activity. Although proceedings against private

legal entities and state-owned enterprises

are in general handled similarly under the

New Law, the latter are subject to certain

peculiarities. When state-owned enterprises

are liquidated, for example, certain state

representatives must be on the Liquidation

Committee, and any assets to be sold must

be transferred to the relevant privatisation

authority for sale. Enterprises in which the

state owns less than a 25 per cent stake

appear to be treated in general as private

legal entities, not as state-owned enterprises.

Certain wholly state-owned enterprises

known as “governmental enterprises” are

not eligible for privatisation and are not

subject to the New Law. Governmental

enterprises are entities “of national

significance”, such as national defence

weapons plants, pharmaceutical plants

and certain aeroplane manufacturers.10

Industry-specific provisions 

The New Law also establishes specials

rules relating to certain industries, such as

“especially dangerous enterprises” (chemical

plants, nuclear facilities, oil companies, and

coal mines), insurance companies, securities

market participants, and agricultural enter-

prises. The New Law further protects the

agricultural sector by prohibiting bankruptcy

proceedings against agricultural enterprises

from 31 August 1999 until 1 January 2004.

Who may initiate bankruptcy
proceedings? 

Under the New Law, the entities permitted

to initiate proceedings include creditors

(above certain minimum limits, discussed

7 Bufford, supra note 2 at pp.469-70, citing Iraj

Hashi, 21 The Economics of Bankruptcy,

Reorganisation and Liquidation: Lessons for

European Transitional Economies (1995).

8 Hayley Alexander, “Bankruptcy Doesn’t

Have to Mean Liquidation”, Kyiv Post,

(13 November, 1998).

9 The Criminal Code of Ukraine, dated

28 December, 1960, as amended

(the “Criminal Code”).

10 See the Law of Ukraine on Privatisation of State

Property, dated 4 March 1992, as amended.
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below), Ukraine’s national Tax Administration,

and the debtor itself. Additionally, the New

Law permits any state body charged with

collecting taxes or other fees or duties to

initiate proceedings. It appears that the State

Customs Committee, for example, could

initiate proceedings against a debtor unable

to pay customs duties or the import VAT.

When a debtor must file
for bankruptcy 

In certain cases, the New Law requires

the debtor to initiate its own bankruptcy

proceedings. The debtor must file for

bankruptcy, for example, if in undertaking

a voluntary liquidation it becomes aware that

it will be unable to satisfy the claims of all

its creditors. It is not clear how effective

these requirements will be in practice:

as to these provisions, the New Law lacks

penalties for non-compliance.

Application to initiate
bankruptcy proceedings 

The New Law establishes precisely the

information that must be included in any

application to initiate a bankruptcy

proceeding, whether from the debtor,

a creditor, or a state body.

Minimum claim amount 

Filling a gap in the Old Law, the New Law

introduces a minimum claim requirement.

A creditor may initiate a bankruptcy proceed-

ing only when its claim (or those of all of the

filing creditors) exceeds 300 minimum

wages (approximately US$ 5,000 as of

10 January 2000).

Time allowed for debtor
to settle claims 

Under the Old Law, a creditor could initiate

a bankruptcy proceeding if the debtor failed

to settle claims against it in one month.

The New Law triples this time period,

allowing the debtor three months in which

to settle such claims.

Creation of a creditors’ register 

The New Law mandates the creation of

a “creditors’ register” that records the

creditors’ claims and the order in which

they will be satisfied. The bankruptcy trustee

must complete the creditors’ register shortly

after his or her appointment at the outset

of the proceedings. The court will then

examine the proposed creditors’ register

to determine whether the claims have been

properly included.

Priority of claim satisfaction 

The New Law clarifies the priority provisions

of the Old Law. In addition, the New Law

establishes that severance payments are to be

satisfied in the first order. Although it is not

entirely clear on the face of the New Law,

claims within each level of priority appear

to be treated equally. The priority of claim

satisfaction under the New Law will thus be:

First priority
■ secured claims, 

■ employee severance payments, and

■ all expenses related to the bankruptcy

proceeding and the operations of the

liquidation committee, including payment

of the state duty for initiating a bankruptcy

proceeding, and the expenses of the

trustee, chief reorganiser and liquidator; 

Second priority
■ all claims of the bankrupt’s employees

(excluding dividends and returns of

contributions), and

■ all personal injury awards against

the bankrupt;

Third priority 
■ all taxes, fees and duties owed to the state;

Fourth priority
■ all unsecured claims;

Fifth priority
■ claims for dividends and returns of

contributions to the debtor’s capital fund;

and

Sixth priority
■ all other claims.

New criminal liability for
“causing bankruptcy” 

The New Law introduces a novel area of

liability under the Criminal Code, that of

“causing bankruptcy”. While concealing

or falsely asserting bankruptcy remains a

criminal offence, the New Law amends the

Criminal Code to establish the specific new

crime of “causing bankruptcy”.

“Causing bankruptcy” is defined as the

deliberate and self-interested actions of a

company’s owner or officer that force his or

her company into bankruptcy, if such actions

have significantly damaged third parties, the

state, or the public interest. In order to rise

to the level of a crime, the officer’s actions

in “causing bankruptcy” must have been

intended to enrich or otherwise benefit the

officer or a third party. 

Conclusion

Ukraine has substantially revised its law

on bankruptcy, and in so doing has clearly

moved toward the US model of attempted

reorganisation rather than outright liquidation.

Nevertheless, certain of its provisions, such

as the use of trustees, the tight timetables

for reorganisation plans, and the imminent

possibility of subsequent liquidation, more

closely fit the traditional European mould.

It’s too early to evaluate the impact of the

New Law on Ukraine’s economic landscape.

It remains to be seen whether it will so

change the environment that the dinosaurs

are supplanted by a smaller, more agile

species of enterprise.
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Adrian Cohen, Partner, and John MacLennan, Assistant, Restructuring and Insolvency, Clifford Chance L.L.P.

Case study: the out-of-court
restructuring of a Latvian bank

In March 1999, Pirma Latvijas Komercbanka (the First Commercial Bank

of Latvia) was, as a result of its insolvency, closed and placed into a formal

insolvency proceeding. Its insolvency was brought about by a rapidly

deteriorating balance sheet caused, in the main, by the Russian national

debt default and an ensuing “run on the bank” by nervous depositors.

Following negotiations between all interested parties, which included the

EBRD as both a shareholder and a lender, the bank is solvent and trades

once again. This article examines the process by which the re-opening of

the bank was achieved and analyses the legal and practical difficulties

encountered in that process and the solutions employed to overcome them.

It also considers improvements that could be made to the current legal

framework to assist future work-outs.

The 1990s saw the banking sector of many

countries in transition suffer collapse in vary-

ing degrees, such as the failure in 1997 of

one-third of Bulgaria’s banks and the ongoing

problems facing the Russian banking sector.

The Latvian banking sector has not been

immune from these difficulties, suffering

two major crises: in 1995 and again in 1998.

The 1995 collapse was brought about, in part,

because of the lack of strategic planning and

general inexperience of the participants in this

nascent and saturated banking market (there

were, and remain, over 30 banks serving a

population of around 2.5 million). The prob-

lems in 1998 were due in part to the systemic

risk attributable to heavy investment in the

Russian market and its subsequent collapse.

The turmoil in 1995 saw the collapse of four

leading commercial banks, among them Bank

Baltija, which was then Latvia’s largest bank.

Many individuals lost their deposits, which

in turn produced political and social unrest.

In 1998, two further banks collapsed,

and Latvia’s third-largest bank by market

capitalisation, Pirma Latvijas Komercbanka

(formerly Rigas Komercbanka) (PLK) ran

into trouble. By March 1999 PLK was forced

to close its doors and was placed under

“administration”.1 In common with Bank

Baltija, PLK’s primary business was private

retail banking. In PLK’s case, however,

there was a political will to see the bank

restructured rather than liquidated, and the

restructuring took place between April and

September 1999. PLK was the first bank to be

restructured, as opposed to liquidated, within

the amended legal framework. To date, the

only other bank restructuring under the

amended laws is that of Latvian Industrial

Bank, which is continuing. The EBRD, in

accordance with its mandate and in its

capacity as a shareholder and prospective

lender, played a significant role in the

restructuring of PLK. By way of a case study,

this article examines and analyses that

process as well as the following:

■ competing interests and expectations

of the parties to the restructuring and

the methods by which those interests

were reconciled;

■ practical issues associated with the

negotiation, documentation and

implementation of the restructuring; 

■ the legal framework for the restructuring

and its limitations; and 

■ improvements which could be made to the

present legal framework in order to avoid

the problems that arose.



The background 

What went wrong?

When Latvia became an independent state,

following the break-up of the Soviet Union,

PLK was one of the first banks to acquire a

banking licence from Latvia’s Central Bank

(BoL). Like many other financial institutions

in the Baltic states and Russia, PLK had

invested heavily in Russian treasury

securities – GKOs – as well as in Soviet-era

treasury securities, MinFins. As a result

of Russia’s August 1998 default of its

obligations under the GKOs and MinFins,

PLK found that its capital base was not

sufficient to meet BoL’s capital adequacy

requirements. This problem was com-

pounded by a sustained withdrawal of

deposits, triggered by a nervousness about

the then-prevailing economic circumstances

in Russia. 

The result

In the first instance, PLK’s business activities

were suspended by BoL. In March 1999,

PLK was placed into administration,2 and

the court in Riga appointed an administrator

to manage its business, property and assets.

The administrator considered that PLK’s

business could be continued as a going

concern, notwithstanding the difficulties it

faced, and a plan was prepared to bring this

about (the Rehabilitation Plan).

Clearly, it would not have been feasible

to implement the Rehabilitation Plan

without the agreement of the creditors of

PLK. Accordingly, the formation of the

Rehabilitation Plan was preceded by an

agreement (the Heads of Terms) setting out

a framework for the proposed restructuring

between the existing creditors of PLK as

well as those parties who agreed to provide

fresh capital as part of the Rehabilitation

Plan, including the EBRD. At the time of

its collapse, PLK’s principal creditors were

BoL, two commercial syndicates of banks

headed by the Fuji Bank, Limited (Fuji)

and Landesbank Schleswig Holstein

Girozentrale (LSH), and private depositors.

As PLK’s financial stability deteriorated,

BoL made facilities available in its capacity

as “lender of last resort” and took security

for the advances it had made under those

facilities. The two commercial syndicates

comprised in total 13 banks, which were

predominantly of central European origin.

As one would expect in the inter-bank

lending market, each of the syndicated

loans was unsecured. The number of

private depositors exceeded 5,000. Each

of these interests was represented in the

restructuring negotiations and ultimately

was a party to the restructuring

documentation.

The deal

Parties’ expectations and interests

Each party to the restructuring had differing

expectations and, as a result, brought a

different force to bear on the restructuring

process. It is worth noting that if any one

party did not have the will to see the

restructuring succeed, the process would

have fallen at the first hurdle. If any

restructuring is to be successful, whether

in England under the “London Rules”3 or

in any other country, all parties must be

amenable, in principal, to the solution on

offer. However, notwithstanding the need

for the parties to share a common purpose

and goal, they did have different views

on the process.

BoL and GoL 

At the time PLK entered into administration,

BoL was the largest creditor of PLK. BoL

had made advances totalling approximately

19 million lats (LVL) to PLK, on a secured

basis. BoL was clearly concerned to protect

its exposure. BoL also had a regulatory

function to perform in the restructuring

process, where its approval was required at

every significant stage, including approving

the Rehabilitation Plan put forward by the

administrator. Given the many hats that BoL

wore during the restructuring of PLK, it was

clear that BoL expected the Rehabilitation

Plan to be implemented and, therefore,

the restructuring to succeed.

The Government of Latvia (GoL) was to pro-

vide capital to PLK as part of the restructur-

ing. While the sum involved was modest,

LVL 1 million, state budget considerations at

that time meant that this was, in fiscal terms,

a significant expense. 

The commercial syndicates

The loans extended to PLK by the com-

mercial syndicates were, in global terms,

relatively modest, being US$ 30 million and

US$ 15 million respectively. Accordingly,

the syndicate members’ individual exposures

were, in terms of their general lending,

small. By the time PLK had been placed

into administration, many of the banks had

written off their exposure. This would, in the

ordinary course, have militated against their

participation in the restructuring – why

invest further management time and capital

when their original stake had already been

lost? However, to their credit, the commercial

syndicates considered the restructuring

proposal and signed up to the Heads of

Terms, on the condition that they did not

provide “new money” as part of the

restructuring.

The depositors

Latvian law affords depositors statutory

protection in the event of a bank’s insolvency,

via a provision in the state budget from which

depositors are guaranteed a payment of up to

LVL 500. However, it became apparent that

this provision would not be sufficient to

meet the claims of all depositors of PLK.

Generally, depositors will be happy to parti-

cipate in a restructuring if it means that there

will be a realistic possibility of having their

deposits restored, if not in full at least in

part. This was the case for many of the PLK

depositors, over 1,000 of whom ultimately

participated in the restructuring. They were

represented by a firm of Latvian advocates,

appointed as their attorney.
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The “new” money – GoL and the EBRD

The Rehabilitation Plan required fresh

capital to be injected into PLK in order to

restore its solvency. Given the commercial

syndicates’ stance on this issue, the capital

had to come from other sources. BoL’s and

GoL’s desire to see PLK restructured was

backed by the provision of fresh capital. A

further source of new money was the EBRD.

The EBRD was an existing shareholder of

PLK. It had also previously provided loan

facilities, but at the time of the collapse of

the bank, it had no debt exposure. However

as a shareholder in PLK and with a mandate

to assist transition, the EBRD had an interest

in a further investment in PLK, provided that

this new investment was protected.4

The commercial terms

The broad commercial terms of the

restructuring were as follows:

■ The commercial syndicates and the in-

dividual depositors participating in the

restructuring would convert 50 per cent

of their existing debt into equity in PLK.

The equity would take the form of a new

class of shares divided between ordinary

shares and preferential shares;

■ All individual depositors became subject to

new deposit arrangements restricting their

ability to make withdrawals for a period of

one year commencing on PLK’s reopening;

■ BoL’s existing facilities and its security

would be discharged and a standby

liquidity facility put in place: In

consideration of BoL discharging its

existing facilities, a company owned

and controlled by BoL would receive

equity in PLK;

■ GoL, following a vote of approval by

the state parliament, would invest LVL

1 million. This investment was to be made

partly by way of the grant of capital to PLK

for utilisation on a day-to-day basis and

partly by converting deposits that GoL

had made with PLK to equity;

■ The EBRD would provide US$ 9 million to

PLK, to be split between a working capital

facility and a further equity investment; 

■ PLK’s obligations to each of the parties

would also be secured by way of a

“commercial pledge” over all its non-real

property assets, and by a “mortgage” over

all its real property assets. The security

was to be held on trust for the parties by

an independent security trustee;

■ Priority of repayment and application of

security proceeds would be regulated on

an agreed basis.

A diagram outlining the principal relation-

ships between the interested parties

appears below.

1 “Administration” is a form of insolvency/bankruptcy

proceeding applicable to “credit institutions”,

a term which includes banks, pursuant to the

Latvian Law “On Credit Institutions”. If the court,

upon application, determines that the “credit

institution” is insolvent, it appoints an

“administrator” who has the power to manage

the business and assets of the credit institution.

The administrator determines whether the credit

institution should be liquidated or rehabilitated.

The process is explained in detail further on.

2 See note 1.

3 The “London Rules” (or “London Approach”) are a

set of general principles, originally enunciated by

the Bank of England, by which lenders should be

guided when a borrower faces financial difficulty.

The aim of the principles, whose application is

voluntary, is broadly to achieve a solution to the

borrower’s troubles, for the benefit of the borrow-

er’s creditors as well as the borrower, without

having to resort to formal insolvency procedures.

4 The EBRD was prepared to provide equity and

loan capital.
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The legal framework 

The background

A legal framework for the regulation and

supervision of “credit institutions”5 has

existed in Latvia since 1992. Since 1995 the

cornerstone of this framework has been the

law “On Credit Institutions” (the Law),

which was adopted on 5 October 1995. It

is supplemented by the law “On Joint Stock

Companies” and the Civil Procedure Law of

Latvia. During the 1995 crisis this framework

was found to be severely wanting, in terms

of its ability to provide a system which was

able to manage a bank’s insolvency effective-

ly and balance the interests of the bank, its

shareholders and its creditors (secured, pre-

ferential and unsecured). In order to correct

these shortcomings, the Law has undergone

a number of amendments, in much the same

way as measures were introduced in Russia

in response to the collapse of the banking

sector there.6

The detail

The purpose of the Law is twofold. On the

one hand, it regulates certain matters relating

to a bank’s ongoing business – for instance,

banks’ licensing and financial reporting

requirements – and, on the other, it provides

a framework within which to manage a bank’s

“insolvency” and to liquidate a bank.7

“Insolvency” is defined as a “condition,

acknowledged by a court verdict, whereby

a credit institution is unable to meet its

liabilities”.8 The bank is obliged to file an

application to the court for a declaration of

insolvency in certain circumstances;9 in a

solvent liquidation, the liquidator of the bank

is obliged to file such an application if it

transpires that the bank is in fact insolvent;10

and various third parties11 are also entitled

to file such an application under the Law.

A secured creditor is only entitled to file

such an application for the part of its claim

that may be unsecured.12 Before the applica-

tion is filed with the court, the interested

party, if other than BoL, must first submit

its proposed application to BoL. If BoL forms

the view, on the basis of the application,

that the bank is insolvent, it must submit

the application to the court (though it may

suspend the submission of the application for

a period if it is of the view that the insolvency

is as a result of short-term liquidity problems).

If BoL forms the view that the application

does not disclose that the bank is insolvent,

the applicant may still submit the application

to the court. However, pending the hearing of

the application, the applicant is not entitled

to take steps to realise any sums that may be

due from the bank (for example, by suing for

the debt and seeking some form of execution

of the judgement).13

Upon considering the application, the court

will, if the material conditions have been

met, make a declaration that the bank is

insolvent. Thereafter, an administrator, who

may be a duly certified lawyer or accountant

or an accountancy firm in its own right,14

will be appointed to the bank, and the

bank’s business activities are suspended.

The administrator appointed to PLK was

a lawyer. 

Upon the declaration of insolvency and

appointment of the administrator, the

principal effects are that:

■ The administrator assumes all the rights,

obligations and powers of management over

the bank (including those powers that the

bank’s shareholders acting in a general

meeting would otherwise have enjoyed);15

■ The bank loses its right to deal with its

assets, such rights being vested in the

administrator;16

■ A moratorium is put in place, which

prevents creditors from entering into

transactions that may cause loss to other

creditors or third parties17 and which

prohibits the bank from discharging any

of its debts or claims against it;18 and

■ Any payments due from the bank which

have been incurred as a result of its default

under any agreement and any interest

payments due to creditors are suspended.19

The last effect was of immediate concern to

the commercial syndicates, each of whose

facilities provided for a “bullet” repayment

of the principal, making interest payments

critical.

The administrator’s primary obligation is to

manage the insolvency process in an effective

and lawful manner. Chief among his or her

obligations in upholding this requirement

is devising a solution to restore the bank’s

solvency, after the bank’s financial standing

has been evaluated. In effect, the admini-

strator has two choices: either to liquidate

the bank and pay a dividend to creditors in

order of priority prescribed by the Law, or

to prepare a plan for the rehabilitation of the

bank. If the latter course is to be adopted, the

decision to do so and the terms of the plan

must be prepared within one month of the

declaration of insolvency,20 and thereafter

BoL must approve the plan.21

The rehabilitation plan itself constitutes a set

of measures designed to:

■ avert the bankruptcy (i.e., the liquidation)

of the bank; 

■ restore the bank’s solvency; and

■ meet the valid claims of the creditors.22

The administrator is responsible for imple-

menting the rehabilitation plan. To that end,

he or she is able to enter into contracts and

sign any other documents on behalf of the

bank as well as to borrow capital secured

upon the bank’s assets.23

When the rehabilitation plan has been

successfully implemented and the bank’s

solvency restored, the administrator makes

an application to the court for a declaration

of solvency. If the court is satisfied, on the

evidence presented to it, that the bank is

solvent, it will issue the declaration. There-

after, the administrator will be required to

relinquish control of the bank.

The restructuring negotiations 

The necessary dynamic

It became apparent that there were two main

barriers hindering the establishment of the
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dynamic necessary to take the negotiations

forward. In the first instance, certain

practical difficulties presented themselves.

These were compounded by what was

perceived to be an unwillingness on the part

of PLK to cooperate with the other parties

as fully as it might. It is imperative that any

restructuring be conducted as quickly as the

circumstances permit. Usually it will be the

estate of the insolvent party that bears the

cost of the process (which was the case for

PLK). The longer the process takes, the

greater this expense will be, especially if

there are many parties to the process, each

with their own set of professional advisers.

The insolvent party can ill afford such

expense. It was therefore essential to resolve

both problems in order for the restructuring

of PLK to succeed.

The practical difficulties

Practical difficulties encountered from the

outset included:

■ the lack of “overall” directive leadership;

■ the number of interested parties in the

negotiation and their representation; and

■ the logistical requirements relating to the

transaction documentation (including

execution and notarisation of

documentation and registration of security).

Leadership and communications

In marked contrast to the role undertaken

by an insolvency officeholder in England (for

instance, an administrator or administrative

receiver), Latvian administrators have histori-

cally played a passive role in the restructuring

process. Consequently, the broad commercial

terms of PLK’s restructuring were formulated

by and proposed by PLK and its professional

advisers. The administrator merely signed off

on the proposals, as required under the Law.

This immediately created a vacuum of leader-

ship at the “all parties meetings” convened to

negotiate the terms of the restructuring docu-

mentation. This could have proved fatal to

the process, were it not for the commercial

syndicates – the EBRD, GoL, BoL and PLK –

taking it upon themselves to address the

issues in a forthright and efficient manner.

The lack of overall leadership also meant that

no one person was tasked with overseeing the

implementation of the Rehabilitation Plan,

which, if it was to work, would have to be

steered through various regulatory and

statutory pitfalls. Such issues should be dealt

with by the administrator so as to allow the

parties to concentrate on the detail of their

compromise with the insolvent party.

It can only be hoped that as accountants

and lawyers gain experience in corporate

restructuring and insolvency work in Latvia,

they will take a firmer grip of the process

upon being appointed as an administrator.

Depositors’ representation

There were over 5,000 depositors of PLK.

A firm of Latvian advocates were appointed

as attorneys for the depositors during the

negotiations. In order to secure their

appointment, each of the depositors was

asked to execute a power of attorney in

favour of a representative, and a series of

meetings were held throughout Latvia to

enable this to happen. Over 1,000 depositors

availed themselves of this opportunity to

participate in the restructuring, though a

significant number did not. The signing-up

process was time consuming and expensive

and gave rise to legal and practical diffi-

culties, as did the presence of depositors who

did not sign, described in the “Limitations

of the legal framework: Creditors’ rights”

section of this paper, below. 

Representation of commercial syndicates

and the EBRD

Representation of the banks in the commer-

cial syndicates also proved problematic.

In the first instance, it was arguable that

the syndicate agents’ terms of agency did

not extend to representing their syndicate

members in the restructuring process.

However, it became clear that it would not

be practical for each syndicate bank to

participate individually in negotiation

meetings. Indeed many of the banks would

not have wished to participate in such

meetings, given the size of their commitments

and the cost in terms of management time.

5 Article 1(1) of the Law “On Credit Institutions”

defines a “credit institution” as “a business

venture that has been established to accept

deposits and other repayable funds, and to grant

loans on its own behalf”. This article refers

throughout to “banks” rather than “credit

institutions”.

6 The laws introduced most recently in Russia

are Law No. 40-FZ of 25 February 1999 “On

Insolvency (Bankruptcy) of Credit Organisations”

and Law No. 144-FZ of 8 July 1999 “On

Restructuring of Credit Organisations”.

7 The Law provides for the solvent and insolvent

liquidation of a bank. The procedure for solvent

liquidations, known as the “liquidation process”,

is set out in Section IX of the Law and may be

initiated by the shareholders (in which case it is

known as a “voluntary liquidation”), the bank or

the court. Insolvent liquidations are regulated by

Section XIV of the Law. The procedure is known

as the “bankruptcy procedure” and is conducted

by the administrator appointed to the bank upon

application to the court and upon approval by BoL

(see Articles 130 and 184).

8 Article 1(26) of the Law.

9 Pursuant to Article 140(2) of the Law, the bank

shall make an application if: (i) it is not able to

meet its debt liabilities within eight days of the

date set for payment and a written agreement

for the settlement of the debt has not been

concluded with the creditor; or (ii) its debts

exceed its assets.

10 Article 141 of the Law.

11 The third parties entitled to make an application

are BoL (Article 145 of the Law), a creditor or

a group of creditors (Article 143 of the Law),

and the administrator of another bank which

is subject to the insolvency procedure 

(Article 142 of the Law).

12 Article 144 of the Law.

13 See Article 146 of the Law for a description

of this process.

14 Articles 131(1) and 154 of the Law.

15 Articles 149(2) & 161(1) of the Law.

16 Articles 149(2), 161(2)(2), 161(2)(3) & 171(1)

of the Law. The definition of “assets” (Articles

170 & 172(1)) includes deposits with the bank

but excludes the property of third parties which

is held by the bank. Third-party property is held

on trust by the administrator for the benefit

of that party. 

17 Article 148(1) of the Law.

18 Save where a rehabilitation plan permits this,

Article 158 of the Law.

19 Article 149(3) of the Law.

20 Articles 161(2)(4) & 178 of the Law. 

21 Article 179(1) of the Law.

22 Article 176 of the Law.

23 Articles 180(1), 180(2) & 161(4)(7) of the Law. 
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This could have proved detrimental to the

restructuring process, were it not for the

preparedness of the syndicate agents to

discuss the restructuring with PLK, as well

as the other interested parties, as a natural

extension of their discussions with PLK at

the time of its default upon their facilities.

Each syndicate agent then reverted to its

syndicate members in order to obtain the

authority to take matters forward, through

a series of “all banks” meetings. Although

these meetings did not form part of the formal

restructuring process, they were crucial to its

success, as they ensured the syndicate banks’

acquiescence to the process and removed

inter-bank issues from the negotiations.

Thus two advantages were obtained: (i) the

syndicate banks were “on board”; and (ii)

the number of parties negotiating the terms

of the restructuring was reduced, thereby

cutting costs. The syndicate agents’ actions

ensured, to a certain extent, that a

consensus of opinion existed on an intra-

syndicate level. As the negotiations

proceeded, it became apparent that there

would also need to be a consensus of

opinion between each syndicate and the

EBRD (in its capacity as a provider of new

debt). To achieve this, an “ad hoc lenders

group” was formed consisting of Fuji, LSH

and the EBRD. It provided a forum, outside

the restructuring negotiations, for discussion

of “bottom line” requirements. 

This enabled the group to formulate a

composite and coherent negotiating strategy.

Delivery of this strategy was greatly assisted

by the representation of each party by a single

law firm, Clifford Chance. This was not the

case from the outset (Clifford Chance initially

acted for Fuji) and came about as a direct

result of Clifford Chance’s advice to Fuji to

meet with the other lenders in order to discuss

matters relating to any potential restructuring.

While it may not be possible, or even appro-

priate, in every case to obtain joint represen-

tation of creditors, it is desirable and to the

advantage of all parties to establish a protocol

that enables parties with similar interests to

develop a common view and stance. This goes

some way towards avoiding the detrimental

effect of having too many parties discussing

too many issues in too little time. 

Logistics

Logistical difficulties concerning the

transaction documentation also emerged

towards the end of the restructuring process.

The reason that these difficulties did not

emerge until such a late stage was in part due

to the lack of overall leadership previously

discussed. The role of transaction and docu-

mentation coordinator should have been filled

by the administrator. It should not have fallen

to the other parties to the restructuring to fill

aspects of this role. The principal problems

that arose concerned:

■ translation, execution and notarisation

of the transaction documentation; and

■ registration of the security documentation. 

Save for the BoL standby liquidity facility,

the transaction documents were prepared in

English (the majority of the documentation

was also governed by English law). In order

to register the security documentation –

which consisted of a Latvian law commercial

pledge and Latvian law mortgage over real

property – it was necessary to translate these

documents into Latvian, to have each party’s

Latvian counsel agree the translations, and

to submit for registration the principal debt

documents, the priorities agreement and the

debt-to-equity conversion documents. The

timetable for the implementation of the

Rehabilitation Plan meant that there was

little time available to do this. Additionally,

each document that required translation

also required notarisation in Latvia. Again,

this was a process that took some time, a

commodity that was not readily available.

Once again, the parties could have been

spared the time, and PLK the expense, of

dealing with such macro issues, had overall

responsibility for the implementation of

the Rehabilitation Plan been vested in

one person.

An unexpected twist came up with regard to

registration of the mortgage by the local land

registries: a land registry requirement, dating

from the Soviet era, caused real problems.

The mortgage could not be registered until

the court had declared PLK solvent. Only

then could the land registry lift the insolvency

notice that prevented the registration of

mortgages against real property owned by

PLK. This was of concern to the beneficiaries

of the security package, because either their

fresh capital or the waiver of part of their

existing debt would be required to obtain

the declaration of solvency, thus giving rise

to a period during which they would have

only a partial security package. It cannot

be a coincidence that this matter was not

highlighted until the restructuring process

was coming to a close, as no one person had

control of all of the issues of concern to the
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parties and fundamental to the success of

the Rehabilitation Plan.

Limitations of the legal
framework

The restructuring of PLK demonstrated that

the Law provides an adequate system within

which to frame a restructuring. Ironically, it

was the supplementary laws upon which the

restructuring documentation relied that

proved to be limiting. The principal

deficiencies related to:

■ the ability to waive debt in return for the

issue of equity in PLK; and

■ the extent to which it was possible to

“cram-down” creditors rights, in order to

bind them into a settlement without their

express consent.

Debt-to-equity conversion

In many jurisdictions, it is possible for a

creditor to waive a portion of its debt in

return for the issue of shares, or equity, in the

debtor. The consideration for the issue of the

shares is the waiver of debt. This process

enables the debtor to reduce its debt without

affecting its net asset position. It is therefore

a very simple way of restoring a company’s

solvency.

In Latvia, “joint stock companies” are able

to convert debt to equity pursuant to Article

41.1 of the law “On Joint Stock Companies”.

It was this law that the Rehabilitation Plan

sought to invoke so as to convert PLK’s debt

to equity;24 however, sub-paragraph 4 of the

Article requires a company to have a positive

balance sheet before it may convert debt to

equity. Thus a significant weapon available

to those seeking to restructure insolvent

companies in various jurisdictions is effect-

ively removed from the Latvian admini-

strator’s armoury. 

The only way in which PLK could have

converted its debt to equity was for the

syndicate banks to subscribe for new shares

in cash (equivalent to half of their existing

exposure). This would ensure that PLK had

net positive assets so that the application for a

declaration of solvency could be made. Upon

the declaration of solvency, the conversion

could occur, and each bank would receive

a sum from PLK representing half of their

original exposure – the same amount as their

subscription. The syndicate banks had made

it clear, before signing the Heads of Terms,

that they would not provide PLK with further

capital. This meant that the Rehabilitation

Plan could not be implemented as envisaged,

which left the whole process in grave

difficulty. Two solutions were put forward:

■ to amend Article 41.1 so as to permit a

debt-to-equity conversion by a company

that was balance-sheet insolvent; and

■ to attempt to rely on various accounting

principles.

It was not thought feasible to obtain a change

in the law in the time available, so the parties

were forced to explore the second solution.

Views differed among Latvian counsel as to

whether this would prove effective and whether

the court would accept its validity so as to

be in a position to grant the declaration of

solvency. The risk to the parties arose because

it would be necessary for some parties to pro-

vide new capital and the syndicate banks to

waive half their debt before the application for

a declaration of solvency was made, in order

that PLK would be solvent at the time of

hearing of the application. The parties felt

that they must be restored to their “pre-

application” position if the court refused to

grant a declaration of solvency, on the basis

that the accounting solution was illegal. A

mechanism to achieve this was incorporated

in the debt-to-equity conversion documenta-

tion, but a residual doubt remained as to

whether this would work. The parties sought

an indemnity from BoL to cover this risk,

in the event that the court refused to grant

a declaration of solvency and the unwind

mechanism was found to be defective as

a matter of Latvian law.

Ultimately, a special session of Parliament

was called at short notice to debate an

amendment to Article 41.1, which was

modified so as to permit a “credit institution”

to convert debt to equity while insolvent.

Accordingly, there was no need for the

indemnity. Curiously, Parliament did not

extend this change so as to apply to all

“joint stock companies”; in retrospect, this

was a lost opportunity to bolster Latvia’s

restructuring/work-out regime.

Creditor’s rights

As has been mentioned above, the represen-

tation of the many individual depositors was a

concern. Unfortunately, it was suspected that

there may have been a difficulty on this front,

in that the signatures of the individual

depositors granting the power of attorney to

their representative had not been notarised.

While logistical difficulties in effecting such

notarisation (for over a thousand individual

depositors) should not be underestimated,

failure to effect notarisation gave rise to the

possibility that the depositors’ representative

could not execute the transaction documen-

tation appointing the security trustee.25 In

order to resolve this problem, a trust company

was set up to represent the interests of those

depositors party to the power of attorney. That

trust company executed an English law deed

poll26 in favour of the individual depositors

by virtue of which it undertook to pay to the

individual depositors any sum due to them

under the transaction documentation. This

obligation was backed by an indemnity from

PLK to pay the trust company any sum that

the deed poll required to be paid to the

24 PLK was a “joint stock company” for the purposes

of the law “On Joint Stock Companies”.

25 It is a requirement of Latvian law that the docu-

mentation pursuant to which a security trustee

is appointed be notarised and that if the person

executing such a document is doing so on behalf

of others, the document by virtue of which he

was empowered to do so must also have

been notarised.

26 A “deed poll” is a form of document under English

law by which one person undertakes an obligation

to another, or others, but only the one who under-

takes the obligation executes the document. The

person or persons obtaining the benefit under the

document are entitled to sue upon the document

even though they are not a party to it.
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individual depositors. The trust company

executed the documentation appointing the

security trustee on behalf of the individual

depositors as it was able to meet the Latvian

law notarisation requirements.

The utilisation of the trust company and the

execution of the powers of attorney ensured

that those depositors party to the power of

attorney were bound into the restructuring

in an equitable manner. These mechanisms

did not, however, address the representation

and the rights of a not-insignificant number

of depositors who were not party to the

powers of attorney. While this was not an

issue as regards two major (corporate)

depositors, as they were able to represent

themselves, the remaining depositors were

a cause of concern for a number of reasons. 

First, there was an overriding concern that

the “unrepresented” depositors’ rights may

be prejudiced by the restructuring, such that

a court action by any one or more of them

might have proved fatal to the whole process.

Secondly, there was a danger that the restruc-

turing might fail if the unrepresented deposit-

ors were not “tied” into the process by some

means. They could, in theory, have sought to

withdraw their deposits upon the reopening of

PLK, the consequences of which would have

been detrimental to PLK’s liquidity at its most

vulnerable time. To overcome this problem,

the administrator used his powers to amend

the deposit agreements of all depositors,

which were varied so as to prevent an

immediate withdrawal of funds upon

reopening and put in place a structure

limiting the extent and timing of withdrawals

thereafter. In the absence of a specific legal

remedy to this problem, it was inevitable that

there would be an element of doubt as to the

effectiveness of the “solution”. This was far

from ideal given the risk it posed to the

restructuring, and it certainly highlighted

a gap in the legal framework.

The problems associated with the depositors’

representation, and the time taken resolving

these problems, presented a serious threat

to the Restructuring Plan’s success. It is the

view of the writers that these problems could

have been avoided if Latvian law had provid-

ed a mechanism, similar to that under English

law, whereby creditors of a certain class, or

classes, could be bound by a court-sanctioned

arrangement without having to obtain the

express consent of each such creditor.27

Pursuant to such an arrangement, the insolv-

ency officeholder formulates and documents

the proposed arrangement. Meetings of each

class of creditor are convened (notice of

which has been given to the class or classes

of creditors concerned in a manner determined

by the court) for the purpose of voting upon,

and approving, the arrangement. If each class

of creditor so approves the arrangement

(by a majority specified in law) and the court

sanctions the arrangement, it becomes effect-

ive and binding on all members of the class.

The key to the usefulness of this process is

that the majority required for approval of the

arrangement at each class meeting is based

upon those attending and voting rather than

by reference to the total number of all such

creditors. While it can be time-consuming to

put such an arrangement in place, in the case

of PLK this would have been worthwhile,

given the certainty that would have resulted

and the time and expense saved in not having

to have dealt with the problems associated

with the depositor’s representation, as and

when they arose.

Conclusions

As PLK was the first bank to be restructured

under the Law, it would have been surprising

if the parties had not encountered any prob-

lems. The lessons and solutions to be drawn

from these problems are many; indeed, in

other jurisdictions, some lessons have already

been learned from past restructurings and are

known only too well to practitioners there.

Other lessons are particular to this nascent

area of law and practice in Latvia.

■ The officeholder responsible for overseeing

the restructuring, in this case the admini-

strator, must take an active and forthright

role in guiding and managing the process;

■ There must be full disclosure on the part

of the insolvent party, so far as any inform-

ation is material to the restructuring. The

insolvent party must also ensure equality

of information as between the parties

to the process. Without such disclosure

and equality, trust cannot be engendered

between the debtor and the creditors. This

may well prove fatal to the restructuring.

■ If cooperation and a consensus of opinion

can be established at an early stage

between the major creditors of the insolvent

party, the chances that the restructuring

will succeed are greatly enhanced.

■ The legal system within which the

restructuring is framed must facilitate the

process rather than hinder it. Ongoing law

reform in light of practical experience must

be encouraged.

Given the vital role of GoL and BoL in the

restructuring of PLK, it must be hoped the

lessons learnt will be acted upon and, where

appropriate, that action will be taken by the

legislature to enhance the present system.

It must also be hoped that this restructuring

will serve as a role model for future work-outs

and restructurings in Latvia and will bolster

the knowledge and experience of those

involved with such work.
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27 Such an arrangement is known as a “scheme

of arrangement”, provision for which is made

under Part XIII of the Companies Act 1985.
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In the wake of the 1997-98 financial crisis in

emerging markets, the International Bank for

Reconstruction and Development (The World

Bank) undertook an initiative to develop prin-

ciples and guidelines for effective insolvency

systems and debtor-creditor regimes with an

emphasis on emerging markets. The work on

insolvency principles supports related acti-

vities to strengthen the international financial

architecture in critical areas: enhancing trans-

parency and promoting standards of best

practices; strengthening country policies,

financial systems and institutional found-

ations; involving the private sector in crisis

prevention and resolution; and strengthening

and reforming international forums.

The World Bank initiative is being carried

out in partnership with leading multilateral

institutions and organisations, including

the African Development Bank, the Asian

Development Bank, the EBRD, the Inter-

American Development Bank, the Inter-

national Finance Corporation, the Inter-

national Monetary Fund, the Organization

for Economic Cooperation and Development,

the United Nations Commission on Inter-

national Trade Law, the International

Federation of Insolvency Practitioners

(INSOL) and the International Bar

Association (Committee J). A consultation

draft of the report on insolvency principles

and guidelines will be made public in early

March. The report was prepared with the

assistance of a World Bank task force and

working groups comprised of well-known

international experts from emerging and

developed market economies. In addition,

The World Bank is consulting widely with

experts from many countries and with regional

audiences through a series of regional

insolvency workshops conducted in

cooperation with the multilateral partners.

Background

The international financial system is made up

of a number of national systems, the strength

of which depends on a range of structural,

institutional, social and human foundations

needed to make a modern market economy

work. Insolvency systems, including their

supporting institutions, are of critical import-

ance to enable countries to achieve the

benefits and avoid the pitfalls of integration

with the international financial system. 

During earlier periods of rapid growth,

governments could afford to bail out the

occasional failing business. Banks played

their role by continuing to extend credit,

with implicit or explicit government encour-

agement, regardless of repayment risk. In

these expanding credit markets, the signifi-

cance of effective insolvency systems and

debtor-creditor regimes was little understood

and largely ignored.

Now, with credit markets tightening and

enterprises struggling to survive, the

challenge is to reinvigorate insolvency

systems by promoting the restructuring

of viable businesses, the efficient closure

of failed businesses, and the transfer of their

assets to more efficient market users. To

achieve this result, maximum play must be

given to private creditors and debtors to

develop solutions, in the knowledge that

there are reliable courts, administrators and

trustees ready to support those solutions

or impose an alternative solution if none

can be achieved by negotiation.

In advanced systems, the institutional

underpinnings took time to put into place,
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Towards international
standards on insolvency:
the catalytic role of The World Bank

The World Bank has taken a primary role in developing principles and

guidelines on effective insolvency systems and promoting discussion in the

regions of the world in need of effective insolvency systems. The following

article looks at the insolvency initiative sponsored by The World Bank.
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and even today need constant attention and

improvement. Emerging market economies

are finding that to participate and benefit

from the global economy, they must strength-

en their institutions on an accelerated

timetable. 

Principles and guidelines for effective
insolvency systems

Against this background, The World Bank

is developing an “integrated matrix” of

components for building effective insolvency

systems. This involves highlighting

international best practice where appropriate.

The report does not espouse a “one-size-fits-

all” approach. Rather, its objective is to

prepare design features which complement

a country’s broader legal and commercial

systems, demonstrating how they interact

with and affect the overall performance of

the system. Principles and guidelines are not

standards, but are closer to core elements,

allowing some flexibility to adapt to varying

circumstances. In addition, the report

discusses key aspects of debtor-creditor

regimes, including the interplay between

modern credit and security systems and

insolvency, the process of corporate rescue

through informal and formal channels,

and specialised conditions of a broader

macroeconomic nature, such as systemic

financial crises, enterprise distress among

state-owned enterprises, and bank

insolvencies. The following summary

provides a brief overview of some of the

key concepts, principles and features

of the initiative.

Significance in stabilising
commercial relationships

The report first addresses the significance

of insolvency systems in today’s economic

environment, in particular as a disciplinary

mechanism for both commercial and

corporate sectors. The system of insolvency

law that happens to be operative within any

given society has an impact on parties and

interests at every level and in virtually every

context in a variety of ways, some rather

subtle and indirect. In the case of societies

that operate at an advanced level of economic

and commercial development, involving the

intensive exploitation of credit in forms

which are progressively more complex and

sophisticated, the significance of insolvency

is correspondingly magnified. The impact

of the relevant rules of law should logically

form a direct and constant part of the

considerations influencing debtor-creditor

relationships, and in the monitoring and

management of risk by the parties concerned.

Although the laws concerning individual

debtor-creditor relationships outside of

insolvency may appear to be distinct from

the collectivised regimes that are operative

in the event of the insolvency of either

of the parties, there are in reality some

interrelationships between them that are of

profound importance. Thus, the efficiency

and effectiveness of the relevant procedures

for individual enforcement by creditors can

have a vital bearing on their policy and

approach towards the initiation of various

forms of insolvency procedure with respect

to their debtor. An equally significant issue

concerns the treatment, under the provisions

of the insolvency regime, of any rights,

interests or expectations previously

established outside of the insolvency law.

Prominent among these concerns is the

capability of various types of security, or

security-like devices, to remain effective

in relation to the encumbered assets despite

the commencement of formal insolvency

proceedings affecting the debtor. Therefore,

while the respective components of non-

insolvency and insolvency law are each

important in themselves, an evaluation of

either element would be incomplete – and

misleading – without appropriate reference

to the other: The wider context needs to

be considered. 

Where the combined effect of the relevant

components causes creditors to perceive

themselves as occupying a comparatively

weak position in the event of the debtor’s

insolvency, this consideration influences all

aspects of the approach throughout all stages

of any relationship involving the provision

of some form of credit. Conversely, the

awareness that under some circumstances the

impact of insolvency law could significantly

reinforce the economic prospects of one or

several of the creditors may be exploited

to tactical advantage by those concerned.

At one extreme, the absence of credible

sanctions and remedies exercisable on the

part of the creditor, or on the part of society

at large in the interest of upholding proper

standards of financial discipline, can furnish

conditions under which moral hazard will

operate in relation to the debtor’s approach

to the management of its affairs. At the

opposite extreme, if the law confers an

unduly favorable position upon certain

groups of creditors, a similar form of moral

hazard is generated with regard to the

manner in which that creditor may approach

any material questions concerning the

provision of credit and the management

of the risk. This has potentially adverse

consequences both for the debtor and for the

other, less-favoured, creditors concerned. 

Thus, the stability of the credit culture itself

is capable of being undermined by the

presence of imbalances affecting the debtor-

creditor relationship, viewed in its broader

context. While at a purely domestic level

each state may claim the privilege of

determining the balance between the

interests of debtor and creditor that is

appropriate for commercial relationships

conducted within that particular system

and its markets, such self-contained solutions

are not so readily maintainable in the context

of globalised commercial activities between

parties established in different systems.

Some element of flexibility, based upon an

acceptance of the reality of the challenges

and responsibilities of participation in

international commerce, is essential.

Significance of insolvency
in corporate discipline

As earlier indicated, an insolvency system

also plays a vital disciplinary role in the

corporate sector. In developed and



developing societies, the legal device of

incorporation is the preferred vehicle for

the conduct of a substantial proportion of

the business activity through which the

wealth of the national economy is generated.

Incorporation, particularly where it is

accompanied by limited liability, is a most

effective way of managing the financial risks

inherent in virtually every kind of business

venture. In particular, it enables those

who invest in or manage companies to

predetermine the level of their personal

financial exposure to liability resulting from

the operation of the business in question.

This is especially important in the event that

the business is commercially unsuccessful

to an extent which results in the insolvency

of the company. At that stage, the regime of

insolvency law supersedes the general system

of corporate law to which the company’s

governance was subject at all stages of its

existence since formation. 

Under the more exacting provisions of

insolvency law, conduct and transactions

that took place at a time prior to the opening

of formal insolvency proceedings (in some

instances, several years prior to that time)

can be re-examined in the light of what has

subsequently transpired. Not only may

certain transactions be impeachable (even

at the expense of disrupting commercial

certainty), but also it is possible that

individuals who have participated in

corporate management may be held to

bear personal responsibility for a portion

of the losses incurred by the company.

They may also be subject to criminal

liability, and possibly be disqualified

from being concerned in the management

of companies for a prescribed period.

These sanctions – whose elements and

operation varies considerably from system

to system – supply a necessary backbone

to the proposition that the privilege of

limited liability and companies’ access

to credit is matched by corresponding

responsibilities, which are imposed

in the interests of maintaining public

confidence in the credit culture within

which companies operate.

A well-designed and effective system of

insolvency law provides a valuable incentive

for the maintenance of high standards

of corporate governance, including the

maintenance of financial discipline in the

course of managing the company’s affairs.

In this sense, important social objectives –

including maintaining public confidence

in the integrity of the credit system – are

advanced. The etymological roots of the term

“credit” lie in the concepts of “trust” and

“faith”, and, under modern social conditions,

it may be said that the notion of credit

involves a reliance on the systemic

reinforcement of creditors’ expectations

founded upon their assessment of the debtors’

ability to perform that which is due.

Balancing policy considerations

The report also discusses the critical

importance of balancing difficult policy

considerations in today’s complex and rapidly

changing global markets. Some policies

collide with others and some may even

promote anti-competitive practices. The

overall objective should be to ensure that the

insolvency policy is coherent and operates

from a consistent set of principles while at

the same time keeping in step with the wider

social goals of the legal system as a whole. It

should therefore reflect the values of society. 

In modern, pluralistic societies, however, it

can be difficult to identify those propositions

that are truly representative of a nationwide

consensus, or to articulate them except in the

most general and abstract terms. Nevertheless,

for the purpose at hand, it is necessary to

accept this challenge of reviewing the pre-

vailing social ethos as regards such matters

as the credit culture as well as the balance

to be struck between the promotion of

commercial enterprise and the maintenance

of commercial morality. Other matters to be

considered are the regulation of corporate

behaviour and the exercise of legal capacity

by corporations; the relative priority to be

accorded to the fulfillment of fiscal obliga-

tions, as against the fulfillment of private

debts and liabilities; and the particular

meanings ascribed within that society to

the notions of due process and respect for

the rule of law.

As society itself is dynamic and constantly

evolving, so insolvency law, as part of the

wider framework of law by which society

is regulated, cannot be static in nature.

There needs to be a process of reappraisal

at regular intervals to ensure that the law

is in touch with social needs. Deciding how

to respond to perceived social change

involves a further act of judgment. While it

should be the aspiration of the custodians

of legal revision and reform to identify what

is internationally regarded as the current

standard of best practice, and to transpose

that into the system for which they are

responsible, they must necessarily have

regard to the practical realities of the system

itself, and the human and material resources

that are currently available. The final choice

may therefore be a reflection of what is

realistically attainable within the system.

With respect to policy objectives, the report

underscores the need to integrate insolvency

law into the broader legal, commercial

and socio-political context of a country,

to consider the available capacity of the

institutions and the system for implementing

the law effectively, and to assure operational

integrity through the process. Finally, while

the primary focus is on how best to serve the

needs and interests of society, it is unrealistic

to ignore the wider global context in which

trade and commerce take place. The design

of the system must take stock of the strong

international influences that drive the global

markets and competition in those markets

today by accommodating issues arising in

the cross-border insolvency context. 

The legal framework

The legal framework is the first of three core

building blocks identified as essential to an

effective insolvency system. This component

of the initiative focuses on the need to inte-

grate and harmonise the insolvency law

within the broader legal and commercial
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framework. The second aspect of the legal

framework reviews fundamental design

features that should be present in an insol-

vency law, whether for liquidation or rescue.

Integration of the insolvency system within

the context of the general law is important to

assure that the two complement and reinforce

one another. In the final analysis, each

insolvency system must be complementary to,

and compatible with, the legal system of the

society in which it is rooted, and whose

value system it must ultimately sustain. The

general law and the insolvency law of a given

society can only function in a satisfactory

way if they each feed off the other’s funda-

mental principles and reinforce, rather than

undermine, the goals and values to which

they are committed. Thus, a philosophical

consistency must be maintained between the

two component parts of the legal system as a

whole. Maintaining this consistency requires

a careful scrutiny of the contents of many

different parts of the general law, including

the rules and structure of property, contract

and commercial law, and the features of the

law regarding mortgages and other types of

security, as well as tax and inheritance laws,

employment and social security regimes, and

even family and matrimonial law questions.

Within each of these areas, certain

propositions express the essential value

system to which that society is committed. 

An area in which the legal framework must

be carefully scrutinised to achieve efficiency

deals with the procedural rules for admini-

stration of bankruptcy. In most instances,

the general civil procedure framework for

resolving legal disputes or contested matters

is ill-equipped to address the needs for dis-

pute resolution in insolvency, as decisions

must be made at a more rapid pace to

preserve value and protect the rights of

stakeholders. Likewise, procedural and sub-

stantive rules of the system must be designed

to match the capacity of the various agencies

(judicial, professional, institutional, regula-

tory and administrative) for applying and

implementing them properly and effectively.

Unrealistic requirements in terms of the

functions or duties to be performed by the

respective elements within the system will

contribute to undermining its quality and

integrity. Care must be taken to ensure

that regulatory or supervisory agencies are

demonstrably impartial and objective, and

are themselves amenable to further processes

which render them ultimately accountable

for the proper discharge of their mandate. 

The institutional framework

The second building block for developing

effective insolvency systems deals with the

supporting infrastructure for implementation.

This encompasses the governing institutions

vested with authority to process cases and

administer insolvency proceedings. The

report acknowledges the need to adopt stan-

dards by which to measure the competence,

performance and service of a court in its role

within an insolvency system and to reinforce

the institutional process by qualification,

training and continuing education criteria

and programmes for the judiciary. 

Given the unique nature of bankruptcy

proceedings and the issues that arise from

them, the report points out the importance of

having specialised judges. While emerging

market countries may not be equipped to

establish specialised bankruptcy courts, they

could appoint specialised insolvency judges

within the courts of general jurisdiction. Court

organisation should take stock of resources

available to the court, including sufficiency

and composition of judicial officers and staff,

and adequacy of court facilities. Courts

should be structured so as to operate

autonomously and in such a way as to reduce

the potential for inappropriate external control

or influence over court objectives and

decisions. To the extent possible, uniform

operating rules and practice regulations

should be established to govern the role,

responsibilities and activities of the court

and other participants in the court process. 

With respect to external activities and

operations, the report notes that a court

should deal with the case administrator in

a fair, objective and open manner. A court’s

external activities and operations in relation

to the diverse communities of interests

should be designed to avoid compromising

the integrity and independence of the court.

The diverse communities interacting with

the court, or affected by its decisions,

should have a reasonable expectation that

the system will be fair and independent.

The complementary qualities of trans-

parency and accountability are vital to

fostering trust and confidence in the system.

A bankruptcy system should embrace these

principles to the maximum extent possible

in establishing practices that assure the

transparency of and access to the court,
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court decisions and records, hearings

and trials, public information, and debtor

financial data, and accountability by all

participants in the process.

Finally, there are several rules on decision-

making that promote efficiency, transparency

and predictability. Judicial decision-making

should encourage consensual resolution

where possible, and efficient and timely

adjudication where necessary, with a view

to reinforcing predictability in the system

through consistent and uniform interpretation

and application of the law. To this end,

published written opinions reflecting the

court’s analysis of matters of significance

or unique encounter should be encouraged.

In the same vein, the statutory appeal process

and appellate courts should not constitute

unnecessary impediments to efficiency.

The appeals process should provide for

minimal appeals without sacrificing constitu-

tional rights, and appellate courts should

operate in a timely and effective manner.

The regulatory framework

The third fundamental building block relates

to the regulatory framework, an aspect that

tends to be the weakest in most emerging

markets. The regulation of an insolvency

system is essential to assure the competence

of office holders and other participants, to

ensure the efficiency and effectiveness of

the system, and to maintain the integrity of

and public confidence in the system. It is

essential that the working of the system

be continuously monitored, to ensure that

it is being implemented in accordance with

the policies and purposes of its design.

Imbalances or distortions should be detected

early and corrected, so that the original

objectives may be more consistently

achieved. At the same time, the process

of monitoring should address any processes

of social change that may warrant a re-

evaluation of the assumptions on which

the system itself was designed.

The regulatory framework deals with the

qualification and regulation of office-holders

(e.g., trustee, liquidator, administrator,

supervisor, receiver or receiver and manager,

curator, official, judicial manager or

commissioner), and the establishment

and implementation of the regulatory body

that has oversight and responsibility for

implementing the regulatory procedures.

To exercise powers and discharge functions,

duties, responsibilities and accountabilities

effectively, an office-holder should be

suitable (or, in the terms of some legislation,

“fit and proper”); and by his or her conduct

foster public confidence in the insolvency

system. The report notes that this is best

achieved where the office-holder is:

■ competent to undertake insolvency work;

■ independent of the parties and able to act

impartially;

■ insured or bonded against loss through

fraud, defalcation or other malpractice;

■ subject to some form of oversight and

monitoring both generally and in relation to

individual cases to assure continuing

competence and the propriety of actions

and decisions;

■ knowledgeable about the nature and scope

of the duties to be performed and, where

necessary, specialised in the business

of the debtor and able to assess risks

and conduct administrations in a cost-

effective way; and

■ diligent, meticulous and scrupulous in his

or her work, and possessed of a sense of

urgency in the performance of duties.

The regulatory body may be a government

department or agency (or a separately

constituted body), a professional body

(or bodies), or a combination of the two,

provided that their respective roles, duties

and responsibilities are clearly spelled out.

It is particularly important where a pro-

fessional body is involved in the regulation

of office-holders that the independence of

its members is clearly demonstrated through

its constitution, mechanisms and processes,

and through its staff. That may require

a legislative framework or some statutory

oversight – but not necessarily involvement

in individual matters – by a government

department or agency or by a separately

constituted body to give assurance of that

independence. Finally, the report notes that

the regulatory body (or bodies) should be able

to show that:

■ its standards and best practice guidance

reflect the requirements of the legislation,

recognise the interests and rights of those

involved in insolvencies, and meet public

expectations of a profession;

■ its requirements as to suitability, compe-

tence and probity, and insurance and

bonding are set at appropriately high levels

to provide assurance that office holders can

be expected to discharge their functions,

duties, responsibilities and accountabilities

fully and properly;

■ effective and prompt action will be taken

within clearly defined criteria as a result

of monitoring or a complaint against an

incompetent or dishonest office-holder

on the facts and merits without regard

to reputation or other personal factors; and

■ its procedures are fair, impartial and

transparent towards both those it regulates

and those who complain or are otherwise

adversely affected by the office-holder’s

conduct, and are subject to review.

The commercial continuum
and corporate rescue culture

As stated earlier, insolvency systems serve

as a disciplinary mechanism in commercial

relationships and the corporate sector. An

understanding of incentives and disincentives

created in the insolvency system cannot

be isolated from creditor expectations and

behaviour based on bargained-for rights and

the treatment or alteration of such rights in

bankruptcy. Accordingly, two chapters seek

to emphasise the spectrum of rights and

expectations that give rise to a country’s

credit culture and promote the corporate

rescue mentality. These chapters complement

subsequent chapters on systemic, state-

owned enterprise and bank insolvency. 

As a fundamental principle, the report

notes that commercial confidence in credit

relationships depends on transparency,

certainty and enforceability, with reliable
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enforcement mechanisms that provide

continuity in the treatment of such rights.

All developed economies depend to a

high degree on the availability of credit.

Enterprises that had to depend entirely

on their own funds for working capital

and long-term investment would find

their activities seriously curtailed, to the

detriment not only of their own businesses

but of the national economy as a whole.

Credit is the lifeblood of commerce, but

it depends on the ability and willingness

of prospective lenders to lend, which

in turn are conditional on the type and

volume of lending allowed by law or by

the central bank, and on-lenders being

given a reasonable assurance of repayment. 

Surveys of developing economies have shown

that in many cases the ability of financial

institutions to make loans is severely

restricted by legislation or government policy

and that even where the provision of credit

is allowed, the undeveloped nature of the

security law, the absence of adequate credit

reporting facilities, and the lack of suitable

debt enforcement machinery seriously inhibit

the grant of credit. In this regard, the report

emphasises the importance of a flexible legal

regime for security interests, permitting the

broadest security over classes of assets,

including over future property. This discuss-

ion is complemented by a comparative review

of available models and elaboration on

specific types of security devices. 

The cornerstone of commercial confidence

in any system is the adoption of transparency

and accountability, and access to current,

accurate, and reliable financial information

on businesses. Such information becomes

even more important at the stage of financial

distress, as it provides the basis for negotiat-

ing work-outs and restructurings in the

informal context, or for informed negotiation

and development of a rehabilitation plan in a

formal court-supervised rescue. The chapter

on corporate rescue discusses the range of

work-out options and the vital features of

these processes, whether informal or formal. 

Specialised insolvency
conditions

The four final chapters of the principles

and guidelines report focus on conditions

of insolvency that raise specific and possibly

unique considerations. These include

systemic insolvencies in times of financial

crisis. The issues discussed are condition-

specific (as opposed to region-specific).

A close variant on this theme has to do with

issues arising in the context of insolvencies

within the state-owned enterprise sector,

in particular where state holdings constitute

a significant portion of the market. The

chapter on bank insolvencies complements

the crisis management discussion pertaining

to systemic insolvencies and outlines

important contingency preparations. 

Finally, although the primary focus is on

how best to serve the needs and interests of

society, it is unrealistic to ignore the wider

global context in which trade and commerce

take place. The design of the system must

include appropriate provisions to accom-

modate cross-border issues. Part III of the

report discusses a number of concepts that

are central to understanding the international

dimension of transnational insolvency

proceedings where there are foreign creditors,

and businesses or assets of the insolvent

enterprise that are situated outside the

domestic venue. 

Next steps

As part of the feedback process, The World

Bank has organised a series of regional

workshops to discuss the principles and

guidelines with developing and transition

countries around the world. The first of these

regional workshops took place in Sydney,

Australia in November 1999 in cooperation

with the OECD, APEC and the Australian

Treasury. The Australasian conference was

attended by delegations from 16 countries

in the region together with participants from

outside the region. The second workshop,

co-sponsored by the EBRD, took place

on 14-15 March 2000 in Bratislava, Slovak

Republic, where approximately 15 countries

from central and eastern Europe participated,

together with representatives from other

countries. Workshops have been planned for

Central Asia, Latin America, and Africa and

the Middle East. They are scheduled to be

completed in June and July of 2000. The

feedback received from these workshops

will be considered in finalising the report

on principles and guidelines by September

of this year.

It is hoped that the achievement of a broad

consensus on those principles will lead to

improvements in the capacity and reliability

of insolvency systems, contribute to improved

efficiency of banking systems, and help

in restoring capital flows as economies

move into recovery. As discussed earlier,

The World Bank intends to release a

“Consultation Draft of the Principles and

Guidelines” in early March. This draft,

together with papers and speeches from

the various conferences, can be accessed

on The World Bank’s web site

(www.worldbank.org/legal/insolvency_ini.

html). The World Bank is soliciting feedback

on the principles and guidelines from all

organisations and associations that may have

an active interest in this area.
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developments
developments

Legal transition developments

ALBANIA

L E G A L  D E V E L O P M E N T S

Secured transactions

In October 1999 the Albanian Parliament

adopted the new “Law on Securing Charges”,

which entered into force on 1 January 2000.

This law will become effective only after the

introduction of the new charges register,

scheduled for March/April 2000. The new

law, drafted with the assistance of consultants

funded by the US Agency for International

Development, introduces the concept of non-

possessory registered charges over movables

and intangibles. It creates a legal environ-

ment designed to foster modern secured

lending in Albania, thus contributing towards

economic growth.

L E G A L  R E F O R M  P R O J E C T S

Telecommunications

In 1999 the EBRD assisted the Albanian

Government in creating a new modern

telecommunications regulatory framework.

As a result, the Albanian Government

has adopted a new sector policy and has

issued licences to designated operators in

anticipation of their privatisation. A new

draft law has also been prepared and

is now being discussed within the Council

of Ministers. 

At the Government’s request, the EBRD

launched a second project during the last

quarter of 1999. The project’s main objective

was to assist the Government in preparing

all tender documents for the award of the

second GSM licence through an open and

transparent bidding process. This project

is currently ongoing, and the tender is

expected to be launched during the first

six months of 2000.

AZERBAIJAN

L E G A L  R E F O R M  P R O J E C T S

Establishment of the Baku
Stock Exchange

At the request of the State Committee of

Securities Commission of Azerbaijan, the

EBRD is developing a project to assist

Azerbaijan in developing the proper legal

and regulatory framework for the establish-

ment of the Baku Stock Exchange.

BELARUS

L E G A L  D E V E L O P M E N T S

Financial markets

In June 1999 a new “Law on Financial and

Industrial Groups” was passed. This law lays

down conditions for the creation, state

registration, operation and termination of

operations of financial and industrial groups

in Belarus. Currently, financial and industrial

groups are not considered legal entities under

Belarussian law.

BULGARIA

L E G A L  D E V E L O P M E N T S

Financial markets

In December 1999 a “Law on Public Offering

of Securities” was adopted by the Bulgarian

Parliament. The law aims to provide protection

of investors and to facilitate the development of

a transparent and efficient capital market in

the country. The law governs the public offer-

ing and trade in securities, the activities of

securities markets, and issues relating to the

central depository, investment intermediaries

and investment companies.

New foreign exchange law

Effective 1 January 2000, a new “Foreign

Exchange Law” was adopted to replace the

1966 “Transactions with Currency Valuables

and Currency Control Law”. The “Foreign

Exchange Law” will significantly liberalise

foreign exchange regulations. It also abolishes

the requirement that all financial transactions

between Bulgarians in Bulgaria be in lev.

Insurance law

In October 1999 amendments to the

“Insurance Law” entered into force. These

changed the rules for the investment of insur-

ance reserves and also set forth a licensing

regime for the activities of insurance brokers.

The amendments also vest some of the powers

of the National Insurance Council with the

Insurance Supervisory Department, which

is the main insurance supervisory body.

CROATIA

L E G A L  D E V E L O P M E N T S

Bankruptcy law

Amendments to the “Croatian Bankruptcy

Law”, which were officially published in

1999, set further qualification requirements

for administrators and expand the role of

bankruptcy tribunals.

New telecommunications law

A new telecommunications law was adopted in

July 1999. The law establishes an independent

regulator and creates a regulatory framework

that reflects most of the principles included in

EU telecommunications legislation. Under the

new law, the regulator will have responsibility

for licensing, setting of tariffs and inter-

connection charges and will have the power

to resolve disputes between operators.
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ESTONIA

L E G A L  D E V E L O P M E N T S

New securities law

In January 2000 the Parliament of Estonia

approved a new “Law on Securities”. The

law aims to strengthen the rights of minority

shareholders. Under the new law, minority

shareholders must be treated equally so

that investors acquiring a majority stake

must make an offer to redeem the shares

of minority shareholders on equal terms.

Furthermore, according to the new law,

securities brokers of EU countries can

operate in Estonia without a local repre-

sentative office. The law is expected

to increase domestic and foreign interest

in the Tallinn Stock Exchange.

GEORGIA

L E G A L  R E F O R M  P R O J E C T S

Assistance with the new
telecommunications law

At the request of the Georgian Government,

the EBRD will initiate a project to assist the

Georgian authorities with the preparation

of a modern licensing policy for the tele-

communications sector. Georgia has recently

adopted a new law that creates an inde-

pendent regulator. However, the country still

needs a new regulatory framework covering

licensing aspects as well as providing for a

cost-oriented tariff policy and an adequate

interconnection regime. The procurement

process for this project has already begun.

The project is expected to start in the first

quarter of 2000 and will run in parallel with

the country’s attempts to privatise its main

telecom operator. 

POLAND

L E G A L  D E V E L O P M E N T S

Draft of new commercial code

In January 2000 the Polish Government

approved a draft of a new commercial code.

The new code is expected to bring the present

code, which dates back to 1934, into line with

EU norms. The new code simplifies the regu-

lations concerning mergers and acquisitions.

It also allows two new types of firm to be

established – namely, partnership companies

and limited joint-stock companies. Further-

more, the draft code simplifies rules for the

establishment of ordinary joint-stock com-

panies and their capital increases, and intro-

duces higher minimum initial capital require-

ments for limited liability companies. The

draft code, if approved by the Polish Parlia-

ment, will take effect on 1 January 2001.

RUSSIA

L E G A L  D E V E L O P M E N T S

Financial markets

In October 1999 the Federal Securities’

Commission issued Resolution No. 9

approving the rules of brokering and dealing

on the Russian securities market. The rules

were approved in accordance with Article 42

of the federal law of 22 April 1996, No. 39-

FZ “On the Securities Market”.

L E G A L  R E F O R M  P R O J E C T S

EBRD/Federal Commission for
the Securities Market project
to develop Russian company/
securities laws 

The EBRD/FCSM is involved in a project to

develop the Russian company/securities laws.

Draft amendments to the “Company Law”,

prepared with the assistance and under the

supervision of the EBRD, have been submitt-

ed for their second reading at the State Duma.

They are expected to be heard early in 2000.

The draft “Law on Investment Funds” has

been approved by the Government and was

approved by the Duma on their first reading

in February 2000. Concepts for a number

of special capital markets laws have been

drafted and presented for the consideration

of FCSM. 

Company/capital markets
law workshops

In December 1999 the EU signed a contract

with the consultants to extend funds for hold-

ing a series of workshops on the proposed

company/securities law changes. The new

EU/EBRD project complements the ongoing

EBRD/FCSM project and aims to better

explain the sense of the proposed legislative

amendments and to create a forum for an

exchange of views by relevant market partici-

pants and authorities. The first workshop took

place on 23 February 2000 and focused on

the proposed amendments to the “Joint Stock

Companies Law”. Further workshops will

cover the draft “Law on Investment Funds”

and issues of securities transactions.

Inter-agency co-ordinating
committee (IACC)

The IACC was set up in 1999 at the initiative

of the Central Bank of Russia (CBR), the IMF

and The World Bank to assist Russia with

bank restructuring. Its six working groups

include representatives of the above IFIs, the

EBRD, the EU and other donor organisations

and their consultants. The first task of the

Legal Working Group was to provide comments

on a draft law on bank restructuring. The

enactment of such a law was first on the IMF’s

list of conditions for extending its loan to

Russia. Since the enactment of this law, the

Legal Working Group has taken up a more

diverse and implementation-oriented agenda. 

EU/EBRD proposed project
to assist the Central Bank
of Russia (CBR) with bank
insolvency regulations 

This legal reform project is a product of the

EU-EBRD Russia joint task force. The

project aims to assist the CBR in drafting

and implementing some key follow-up

regulations after the enactment of the bank



insolvency law. The project has three

components: drafting, advisory and training.

The project is expected to start early in 2000.

SLOVAK REPUBLIC

L E G A L  D E V E L O P M E N T S

New law on collective
investments

In December 1999 a law on collective

investments was adopted. The new law, which

took effect on 1 January 2000, regulates the

activities of open-ended mutual funds in line

with EU norms. The law also strengthens state

supervision over investment funds.

Financial markets

In December 1999 an amendment to the

“Law on Foreign Exchange” was passed by

the Slovak Parliament. The amendment will

allow foreign bonds to be issued on the Slovak

market. Meanwhile, the law on bonds was also

amended to bring it in line with the norms of

the OECD. Approvals from the Ministry of

Finance will now only be needed for bonds

with a maturity of one year or less. This

amendment took effect on 1 January 2000.

TURKMENISTAN

L E G A L  D E V E L O P M E N T S

Company law

In November 1999 a “Joint Stock Company

Law” was adopted by the Parliament of

Turkmenistan. This law establishes the legal

framework for the creation, operation,

reorganisation and liquidation of joint-stock

companies and the rights and duties of

shareholders. According to this law,

individuals, legal entities resident inside or

outside Turkmenistan and stateless persons

may form joint-stock companies in

Turkmenistan.

UKRAINE

L E G A L  D E V E L O P M E N T S

Financial markets

In November 1999 a new decree of the

National Bank of Ukraine came into force,

allowing banks to borrow funds as sub-

ordinated debt for increasing their capital.

According to the decree, the funds may be

borrowed from residents and non-residents

in local and international currency, with terms

of not less than five years. To be eligible

to borrow such funds, commercial banks

should have at least one year of experience

in the market.

Investment funds legislation

In December 1999 a new regulation of

the State Commission on Securities and

Stock Market took effect. The regulation

establishes rules for the reorganisation

of investment funds and provides for an

investment fund to be reorganised by

decision of the higher managerial body only.

Furthermore, merging and associating are

permitted only to homogeneous investment

funds, upon prior consent of the Anti-

monopoly Committee.

Bankruptcy law

In August 1999, the President of Ukraine

signed the “Law of Ukraine on Restoring a

Debtor’s Solvency or Declaring It Bankrupt”

(the “New Bankruptcy Law”), dated 30 June

1999. Bankruptcies in Ukraine were

previously governed by the “Law of Ukraine

on Bankruptcy”, dated 14 May 1992, as

amended. Any bankruptcy initiated on or

after 1 January 2000, whether voluntary or

involuntary, will be governed by the New

Bankruptcy Law. This provides much greater

detail concerning bankruptcy procedures

and introduces several new concepts. For

a discussion of the New Bankruptcy Law,

see the article on page 56.

L E G A L  R E F O R M  P R O J E C T S

Strengthening the Ukrainian
securities market

At the request of the Securities and Stock

Market State Commission, the EBRD is

developing a project to assist Ukraine in

improving the legal and regulatory framework

governing the securities market in the country.

Telecommunications law

The EBRD will launch a telecommunications

regulatory project in Ukraine. The Ukrainian

Government has asked the EBRD to assist

with preparing a regulatory framework that

will permit and facilitate the privatisation of

Ukretelecom. The procurement process for

this project has already begun. The project’s

main focus will be drafting a new tele-

communications law, establishing an inde-

pendent telecommunications regulator with

the capacity and knowledge to foster reform

and creating a regulatory environment that

is likely to attract private investment. 

UZBEKISTAN

New telecommunications law

In August 1999, Uzbekistan adopted a

new telecommunications law. The new law, 

however, fails to establish an independent

regulator or to provide any guidance on future

telecommunications policy and strategy. The

law empowers the Government to make all

major decisions regarding the licensing, scope

and pace of liberalisation as well as universal

service through secondary legislation.
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Workshop on telecommuni-
cations policy in Bosnia
and Herzegovina

In November 1999 the EBRD organised a

workshop on telecommunications policy in

Neum, Bosnia and Herzegovina. The

workshop, which was chaired by the EBRD’s

resident representative in Sarajevo, was

attended by numerous government officials

from both Entities as well as the members

of the board of the State Telecommunications

Agency. The main theme of the workshop

was “telecommunications liberalisation and

privatisation” and the principal objective

was to stimulate debate among the various

decision-makers on how to proceed with the

privatisation of the telecoms operators of

Bosnia and Herzegovina as well as the

recommended pace of liberalisation for all

telecommunication services. Presentations

on the subject were made by Meni Styliadou

from the Legal Transition Team, Maria

Vagliasindi from the Bank’s Office of the

Chief Economist, and Dan Stefanescu from

the Bank’s Telecommunications Team,

as well as by independent consultants.

The workshop proved successful since it

permitted some important policy debate

to take place and prepared the ground for

discussions on the country’s sector policy,

which took place a few weeks later. The

telecoms sector policy has now been agreed

by the various parties, and measures are

being taken for its implementation.

According to the agreed sector policy, all

telecommunications services, including

international voice telephony, will be

liberalised by the end of 2004. The process

for the privatisation of the three operators

will be launched no later than 2001.

Coordination meetings with
the OECD on implementing
the South-Eastern Europe
Stability Pact’s Investment
Compact in Europe

During November 1999 staff of the Legal

Transition Team and the EBRD’s Office of

the Chief Economist met with their OECD

counterparts to assist in the implementation

of the Stability Pact’s Investment Compact.

A component of the Stability Pact’s Working

Table on Economic Reconstruction and

Development, the Investment Compact is

designed to help the countries of south-

eastern Europe improve their investment

climate for private sector development.

The Compact is divided into three phases

for implementation: (i) country-specific

assessment of the investment climate; (ii)

development of a set of country-specific

policy recommendations; and (iii)

implementation and monitoring of reform

programmes. The Bank has agreed to take

the lead in the areas of commercial law,

administrative/bureaucratic obstacles to

private sector development, and SME

financing systems. Under the OECD’s

coordination, the participating international

organisations are finalising a set of country-

specific assessments, and phase two of the

implementation is scheduled for the second

quarter of 2000.

Collaboration with The World
Bank, the European Investment
Bank and the European
Commission in Brussels
regarding telecommunications

In December 1999 the European Commission

hosted a meeting of representatives of

international organisations involved in the

telecoms sector in Russia and Ukraine as

well as those involved in the reconstruction

of the telecommunications network of Kosovo.

The main objective of the meeting was for

the various representatives to exchange ideas

and experiences on how best to address the

situation in these areas and to agree on a

coordinated approach and strategy. The

EBRD was represented by Meni Styliadou

and David Cooper, who presented a paper

summarising the Bank’s views and experience

in Ukraine. The various representatives

agreed to intensify cooperation and

communication among themselves in an

attempt to increase their efficiency in

promoting privatisation and liberalisation

in the telecommunications sector.

ISDA “Netting Seminar” 
in the Czech Republic

In December 1999 the International Swaps

and Derivatives Association Inc. held a

“Netting Seminar” in Prague. The seminar

was organised in connection with the close-

out netting legal technical assistance project

currently being undertaken by the Legal

Transition Team of the EBRD in the Czech

Republic. The main objective of the seminar

was to raise awareness in both the public and

private sectors of netting and its importance

for over-the-counter derivatives contracts.

Two EBRD representatives spoke at the

seminar. Jukka Lähteinen, Senior Counsel,

spoke about the EBRD’s operations and the

relationships between close-out netting and

the EBRD’s Treasury activities in obtaining

local currency to fund banking projects.

Hsianmin Chen, Counsel, made a

presentation on the EBRD’s Legal Transition

Programme and close-out netting projects

in the region.

Legal transitionevents
events
events

Legal transition events



USAID workshop on assessing
commercial law reform
in Prague

In December 1999 the US Agency for

International Development (USAID) hosted

a workshop in Prague to review the results of

a commercial law assessment tool that it has

developed. In an effort to better understand

the dynamic forces that affect the content

and pace of legal reform and to develop

approaches that can strengthen and

accelerate commercial law and institutional

development, USAID commissioned the

assessment of commercial law reform in

Kazakhstan, Poland, Romania and Ukraine. 

During the workshop, representatives from

these countries and others from central

Europe and the CIS as well as representatives

from donor institutions were given

descriptions of the assessment tool and

process developed by USAID. Through a

series of sessions focusing on law reform,

institutional development and the “supply

and demand” for commercial legal reform,

these representatives were given an

opportunity to comment on USAID’s

methodology. There were a number of

exchanges on the appropriate sequencing

of legal reforms, the need to identify legal

reform supporters outside of governments

and the critical need for more assistance

in the enforcement of legal rules and judi-

cial decisions. Following the conference,

USAID and its consultants have been

revising their assessment tool.

Russia Corporate Governance
Roundtable in Moscow

In February 2000 the OECD sponsored

the second annual Corporate Governance

Roundtable in Russia. The roundtables bring

together Russian regulators, corporate

officers, domestic and foreign investors

as well as international financial institutions

to discuss solutions to critical corporate

governance issues. The February roundtable

focused on the equitable treatment of

shareholders and enforcement of their rights.

It included sessions on property rights

protection rules of the Federal Commission

for the Security Market on disclosure of

ownership and control structures and case

studies on market abuses. Dragica Pilipovic-

Chaffey, director of the EBRD’s Russia Team,

chaired a session on market manipulation. 

A highlight of the roundtable was the series

of presentations by a number of large, high-

profile Russian corporations on their efforts

at managing and improving relations with

their shareholders. The roundtable closed

with a presentation by the OECD on

the roundtable’s future work, including the

development of a White Paper on corporate

governance issues in Russia.
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In March 2000 The World Bank and the EBRD co-

sponsored a regional workshop on insolvency for central

Europe and the Baltic states. The workshop was hosted by

the Slovak Government with additional support provided by

USAID. The workshop brought together government

officials, lawyers and insolvency practitioners from 17

countries in the region along with a number of their

counterparts from western Europe and the United States. 

During the first day, leading insolvency experts from the

West presented a draft set of international principles and

guidelines presently being developed through The World

Bank’s Insolvency Initiative. Representatives from the

region commented on the legal, institutional and judicial

frameworks for insolvency systems contained in the draft

principles and guidelines. 

The second day was devoted to the practical aspects of

restructurings and insolvency legal reform. Slovak officials,

including the Deputy Prime Minister and the Minister of

Finance, addressed the workshop, which concluded with

a discussion of how The World Bank’s draft principles and

guidelines could be used by various countries in the region

to push forward the reform of their insolvency systems.

This regional workshop is one of a series that The World

Bank is co-sponsoring around the world in an effort to

reach international consensus on the insolvency principles. 

Regional workshop on insolvency reform in Bratislava
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