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INTRODUCTION

PRINCIPAL CHARACTERISTICS OF BANKRUPTCY REGULATION IN
LATIN AMERICA
This report summarizes the principal characteristics of legislation governing bankruptcy
in Latin America and the protection afforded security interests under such regimes. For
such purposes, we have examined the bankruptcy laws and related doctrine of five

countriesin the region: Argentina; Brazil; Guatemala; Mexico; and Panama.

We have reviewed the principal substantive and procedural aspects of the bankruptcy
systems of each of the foregoing countries and the manner in which such systems treat
security interests. This section provides a general and comparative overview of the
approaches adopted by each country for purposes of providing an overal vision of the

obstacles a secured creditor may encounter in the region.

A. Trendsin the Development of I nsolvency and Bankruptcy Regulations

Interestingly, the insolvency and bankruptcy systems of each of the countries subject to
analysis appear to follow common trends of development, albeit some countries have
implemented changes and modernized their systems more quickly and effectively than

others.

Originally, legidation in these countries considered the general default of a debtor as part

of ageneral scheme of foreclosure and collection.



The distinction between normal collection procedures initiated against a debtor in default
and bankruptcy procedures lay in the collective nature of the bankruptcy process. all
claims against a debtor in bankruptcy are consolidated into a single procedure in which

al the assets of the debtor are available to satisfy such debtor’s outstanding debts.

This approach is not particularly novel given that most legislation of Latin American
countries is modeled on long-standing European commercia codes which originally
treated bankruptcy as a foreclosure/collection action brought against a debtor, without
incorporating a preventive element into the process. At the end of the 19" century,
European legidation began to incorporate regulations meant to avoid bankruptcy, and

such measures were ultimately adopted in Latin America.

Eventually, Latin American legislation promulgated regulations that allowed a debtor to
avoid bankruptcy by entering into settlement agreements with his creditors that granted
the debtor additional periods within which to satisfy his debts and/or certain levels of
debt forgiveness. A debtor’s ability to negotiate such settlements represented an
important evolutionary step in bankruptcy legislation: traditional laws prohibited such
agreements or only allowed the debtor to reach such agreements after entering into

bankruptcy.

Progressively, the system that permitted a debtor to reach negotiated settlements with his

creditors for purposes of avoiding bankruptcy, which system is referred to as insolvency,



expanded and included new solutions and terms. Whereas the origina agreements
alowed the granting of additional payment periods and debt forgiveness, current
legislation allows a debtor to transfer title of his assets to creditors, the formation of joint
ventures between a debtor and creditor and the issuance of bonds or negotiable

instruments to pay a debt, among other solutions that continue to evolve.

Slowly, Latin American lawmakers and legal scholars have been influenced by theories
that regard insolvency proceedings as means for preserving the continued viability of a
company, employment and the country’s general economic health, rather than a mere
mechanism for the payment of debts. Certain Latin American countries that have found
themselves insolvent as a result of economic crises have adopted similar settlement
approaches, including the large-scae refinancing of debt and the staying of

foreclosure/collection actions.

During the 1990s, insolvency proceedings were amended to allow the quick and efficient
sale of a company or the assets thereof for purposes of maintaining the company in
operation and avoiding governmental bailouts of private enterprises. For instance, in
1995, the Argentine bankruptcy law introduced the notion of “cram down” which
streamlined the sale of an insolvent company to third parties. Regrettably, the system has

been subject to much criticism because it has proven inefficient.

The structure of such insolvency proceedings has also become more flexible. For

example, a debtor may reach an out-of-court settlement with his creditors. However,



athough the preliminary steps and the negotiation of a settlement do not require the
initiation of formal insolvency proceedings, the ultimate agreement must be approved by

acourt.

Interestingly, one of the sharpest criticisms leveled against the 1995 Argentine
bankruptcy law is that it “privatized” insolvency proceedings by alowing such
procedures to be administered by persons unconnected with the judicial branch, i.e,, a

trustee.

Another trend in the evolution of bankruptcy legidlation is that such laws do not regulate
the insolvency of financia ingtitutions. All the laws reviewed provide specific
procedures for the insolvency or bankruptcy of financial institutions. Such procedures
fall within the purview of the governmental entities that regulate the financial sector—

such as the Central Bank—albeit the courts may participate to alimited degree.

Finally, it is noteworthy that although the subject countries tend to follow and implement
common legidative trends, insolvency and bankruptcy procedures are typically governed

by different laws.

For instance, in Brazil and Panama, bankruptcy is regulated by the Commercial Code. In
Guatemala, bankruptcy legidation is highly procedural in nature, and the rules related
thereto are contained in the Procedural Code. Substantive law contained in the

Commercial Code was repeded. Finaly, the most recent trend is to promulgate laws



specifically regulating insolvency and bankruptcy. Hence, Argentina and Mexico each
have bankruptcy laws. The Argentine law was passed in 1995, and the Mexican law was

adopted in 2000.

B. Procedures M eant to Avoid Bankruptcy
As indicated above, the majority of Latin American laws have incorporated procedures

designed to avoid full-scale bankruptcy.

The inspiration for such procedures stemmed from late 19" century Belgian and French

legislation.

The original commercial codes did not provide solutions for purposes of avoiding
bankruptcy. Some allowed a bankrupt debtor to request a moratorium—the granting of
additional time periods for the payment of a debt. Others permitted such debtor to reach
an agreement with his creditors to conclude bankruptcy proceedings. However, none of
the codes contemplated a procedure whereby a debtor could reach a negotiated settlement

with his creditors to avoid having to declare bankruptcy.

Bankruptcy was the exclusive sanction imposed upon a debtor in default. The notion that
bankruptcy is a sanction is further evidenced by the criminal provisions incorporated in

most of the bankruptcy regimes of Latin American countries.



Latin America has systematically begun to abandon the penalizing aspects of bankruptcy
legidation and has slowly begun to accept the fact that bankruptcy is a normal
circumstance that may afflict any debtor, especially in the commercial readlm. This has
resulted in the adoption of insolvency procedures meant to avoid bankruptcy. Such
procedures are premised on the concept that only a qualified majority of creditors are
required to accept a settlement agreement proposed by the debtor and to bind al
remaining creditors. This approach, central to all insolvency proceedings, contradicts one
of the basic tenets of Latin American legislation: the terms of an agreement are only
binding on those parties who have entered into such agreement and may not be imposed

on third parties.

Currently, however, insolvency proceedings have a stronghold in Latin American

legidation and are included in the bankruptcy laws analyzed.

Insolvency proceedings provide a debtor the opportunity to negotiate a settlement
agreement with his creditors and to determine the viability thereof on the basis of
financia information provided by the debtor, the creditor and by third parties specialized

in financial issues.

To afford such opportunity, procedural mechanisms typically stay foreclosure/collection
proceedings brought against a debtor by unsecured creditors. This allows the parties to
value the debtor’s assets and liabilities and to determine whether such assets are

sufficient to satisfy the debtor’s obligations.



C. Bankruptcy and the Effect Thereof on Security Interests

Bankruptcy is the stage during which a debtor’s assets are liquidated for purposes of
satisfying the debts due and payable to all his creditors, based on the ranking and priority
accorded each debt. Recently, efforts have focused on making bankruptcy a last resort,
initiated only after insolvency proceedings have proven ineffective, to avoid the
liquidation of a debtor’s assets, especially in the case of companies and other commercial

entities.

One concept shared by the majority of the laws reviewed is to determine whether
bankruptcy should be initiated on the basis of whether the debtor’s assets are sufficient to
satisfy his obligations. A debtor’s inability to meet his obligation is commonly referred
to as insolvency. Most of the laws analyzed provide certain criteria that indicate
insolvency. Some of these indicators include a specific number of foreclosure/collection
cases brought against the debtor or the lack of sufficient unencumbered assets to satisfy

creditors’ claims.

The laws reviewed also tend to require the debtor to declare bankruptcy voluntarily and
to submit certain accounting and commercial information for purposes of determining

accurately the assets and liabilities of the bankruptcy estate.

Such information is also essential to determine the effective date of bankruptcy. The date

of bankruptcy is critical because it determines the period immediately prior to default—



commonly known as the “period of suspicion”—during which certain acts to defraud
creditors may be challenged. Thisis particularly important because acts that are subject
to being void tend to be intermingled with legitimate foreclosure actions initiated against

the debtor by creditors with security or mortgage interests.

The consequences of this retroactive quality of bankruptcy are vital to secured creditors
because their attempts to foreclose on the assets securing their debts may be frustrated in
the event their security or mortgage interest was created during the period of suspicion
immediately preceding bankruptcy and such interest is subject to being declared void or

inapplicable to the remaining creditors.

Another issue of interest to the creditors is the ranking of debts for purposes of
bankruptcy. For instance, Argentine and Guatemalan laws stipulate that security interests
are not subject to bankruptcy proceedings and that secured creditors may initiate
foreclosure actions to collect secured debts without major obstacles. In contrast,
Brazilian bankruptcy law provides that security interests are subject to bankruptcy

proceedings, thus seriously undermining the effectiveness of such guarantees.

Another imposing obstacle to the viability of security interests in the bankruptcy reamis
the “ranking of creditors.” Such ranking determines the order in which creditors shall be
paid after the assets of the debtor have been liquidated. Brazilian law, and to a lesser
extent Mexican law, provides that secured creditors are subordinate to labor creditors.

Consequently, labor creditors are paid prior to secured creditors.



Such priority poses an important chalenge to the entire bankruptcy system. The
effectiveness of a security interest should be determined at the time it is created; the
validity and priority thereof should not be subject to, or undermined by, subsequent,
aternative legislation, such as bankruptcy laws. Pursuant to certain regimes, a company
may grant a security interest to a creditor for purposes of financing the purchase of
machinery; however, in the event of bankruptcy, such interests shall be subordinate to

labor credits that may not have existed at the time the security interest was created.

In the event labor credits are afforded priority over security interests, as in the case of
Brazil, such guarantees are no longer viable mechanisms to facilitate and promote
financing. Other laws, such as the Argentine bankruptcy law, are not completely clear
concerning the priority afforded security interests, despite the fact that doctrine accords

such interests priority over labor credits.

Another common problem related to Latin American insolvency/bankruptcy systems is

the lack of effective out-of-court mechanisms to enforce such security interests.

One of the basic principles of Latin American legidation is that the attachment and
liquidation of assets guaranteeing secured debts must be accomplished through judicia
means. As an exception, Argentina permits the out-of-court attachment and sale of assets
used to guarantee debts. However, this is not the norm, and this practice is not

commonly accepted. The lack of this type of enforcement mechanism forces creditors to



apply for judicial relief. Such foreclosure actions tend to be protracted and costly and
encourage debtors to abandon the assets in question or place such assets at risk,

especialy in the case of personal property.

The frequent economic crises that have plagued Latin America have resulted in
amendments to insolvency laws as well as to the staying of foreclosure actions or the
amendment of contractual terms, such as the currency in which payment shall be made or
the time payment is due. Such amendments naturally affect and may prejudice creditors.
Consequently, they directly impact the enforcement of security interests because they
either directly impede the ability to enforce such interests or make enforcement thereof

unattractive.

The establishment of ranking systems that clearly give security interests priority over
other debts, specifically labor or tax credits, is important to the development of viable and
sustained purchase money financing. Similarly, it is essential to clarify that the
enforcement of security interests is not subject to, affected or stayed by insolvency or

bankruptcy proceedings.

Finally, the creation of out-of-court mechanisms for the enforcement of security interests
and the eimination of provisions that distinguish between national and foreign creditors
are two concrete steps that would facilitate the availability of international purchase

money financing.
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ARGENTINA

INTRODUCTION

A. Historical Background of Argentine Insolvency Legislation
Argentine insolvency law" dates to 1859 with the passage of the Commercial Code of the
Province of Buenos Aires.? In 1862, that code was adopted as the Commercial Code for

the Republic of Argentina.

The 1862 Code was subject to various amendments, but the first reforms to the
insolvency provisions were promulgated in 1889. Such amendments did not represent
significant changes. The serious economic crisis Argentina experienced at the end of the
19™ Century resulted in what legal scholars describe as an avalanche of bankruptcy law
reforms.® Such reforms resulted in the promulgation of Law No. 4156 in 1902. The new
law was based on an 1883 Belgian law as well as an Italian draft bill of 1895. On the
basis of such legislation, the new Argentine bill introduced the concept of a preventive
reorganization for purposes of avoiding bankruptcy through an agreed settlement between
the debtor and a majority of the qualified creditors. Between 1905 and 1933, 23 bills to

amend the bankruptcy law were introduced.*

1 In Argentina, insolvency legislation refers to regulations governing both reorganization to avoid
bankruptcy and also those governing bankruptcy.

2 The Commercial Code of the Province of Buenos Aires was drafted by Dr. Dalmacio Vélez Sarsfield,
who was also the author of the first Civil Code for Argentina, and by Eduardo Acevedo.

3 Maffia, Osvaldo J., “Manual de Concursos”, Vol I, p. 44.

* Martorell, Ernesto Eduardo, “Tratado de concursosy quiebras”, Vol. I, p. 105.
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In 1933, Law No. 11719, a new bankruptcy law, was promulgated. Until it was repealed
in 1972, Law No. 11719 was subject to three partial modifications and ten proposed
amendments. In 1972, Law No. 19551 was passed. Legal scholarsindicated that the new
law was nothing more than an update of the 1933 law.” Legal scholars questioned the
contents of the new legidation, and it was amended by nine other laws. Indeed, between

1983 and 1995, there were 34 proposals to amend the bankruptcy law.

B. Current Regulation

In 1991, Domingo Cavallo, then Minister of the Economy, pushed for bankruptcy law
reform. The new insolvency and bankruptcy law was passed in 1995 as Law No. 24522
(hereinafter the “Bankruptcy Law”). Legal scholars opine that the Bankruptcy Law
failed to introduce substantial changes given that it was basically an updated version of

Law No. 19551.°

As a consequence of the current economic crisisin Argentina, Law No. 25563 governing
emergency productivity and credit was promulgated on January 30, 2002. This
legidlation amends the Bankruptcy Law in several important ways, although the text

provides that it shall only bein effect until December 10, 2003.

® Maffia, supra, p. 47.

® Maffia, supra, p. 59: about 80 or 90% of the new law is a mere rewriting of the old law.
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Legal scholars and the banking sector criticized Law No. 25563 for the excessive
protections afforded debtors. The International Monetary Fund indicated that any
possible negotiations with the Argentine Government had to be premised on a
modification of such law. Asaresult, on May 15, 2002 the Argentine Congress passed

Law No. 25589 that amended the Bankruptcy and Insolvency Law.

. INSOLVENCY PROCEEDINGS

A. The Assets of the Debtor Guarantee Its Debts
An essential element of the Argentine insolvency system is that the assets of the debtor

shall be used to satisfy its debts.”

Certain “privileges” exist that serve as an exception to the general rule. These privileges,
such as security interests and mortgages, earmark specific assets for the satisfaction of

specific debts.®

B. I nternational Bankruptcy
Article 4 of the Bankruptcy Law prescribes that if a debtor is declared insolvent outside
of Argentina, a creditor with debts payable in the country may file a motion to have the

debtor declared insolvent. Argentine jurisprudence has interpreted that Article 4 only

" Paragraph 2 of Article 1 of Law No. 24522 provides, “Insolvency affects all of the debtor’s assets, except
those assets specifically excluded by law.”

8 Article 3875 of the Argentine Civil Code indicates, “In this Code, the right the law affords a creditor to be
paid with preference over another iscalled a privilege.”
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alows the filing of a motion to have the debtor declared bankrupt; it does not encompass
a motion for preventive reorganization.” Doctrine stipulates that, in this situation, the
debtor’s failure to pay need not be established in Argentina: “Technically, the debtor
goes into bankruptcy in Argentina because it has already entered bankruptcy in another

country, not because it has stopped making payments . . .”*°

If adebtor is declared bankrupt, the creditors that participate in an insolvency proceeding
outside of Argentina shall only have a right to receive payments from liquidated assets
that remain after al loca creditors have been paid. Martorell indicates that “the
legidlator is absolutely indifferent to (is not interested in) the nationality and the domicile
of the creditor. On the contrary, the principal point of interest is satisfying obligationsin

the country.”**

If the creditor has a debt payable abroad but did not participate in the insolvency
proceedings initiated abroad, i.e., a debtor is declared bankrupt in Argentina and the
creditor’s claim is payable in the United States, such debt shall only be admitted in the
Argentine proceeding if the creditor demonstrates that there is areciprocal treatment with

the country in which the debt is due. The creditor shall prove that a creditor with a debt

® National Chamber of Commerce, Chamber A, Judgment dated April 10, 1983, “Kestner S.A. §/ concurso
preventivo, incidente en International Petroleumy otro”.

19 Martorell, supra, p. 95; Maffia, supra, Vol. Il, p. 76.
" Martorell, supra, Vol. I1, p. 71. Moreover, Maffia states, “The creditor’s nationality and domicile do not
give it rights; rather, it is the fact that the debt is payable here. As such, a Spaniard domiciled in France

can file the motion. However, an Argentine who has never left the country but has a debt payable abroad
cannot.” Maffia, supra, Val. I, p. 100.
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