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Effective insolvency and creditor rights systems are an important element of financial system 
stability.  The Bank accordingly has been working with partner organizations to develop principles on 
insolvency and creditor rights systems.  Those principles will be used to guide system reform and 
benchmarking  in developing countries.  The Principles and Guidelines are a distillation of international 
best practice on design aspects of these systems, emphasizing contextual, integrated solutions and the 
policy choices involved in developing those solutions.    

While the insolvency principles focus on corporate insolvency, substantial progress has been made 
in identifying issues relevant to developing principles for bank and systemic insolvency, areas in which 
the Bank and the Fund, as well as other international organizations, will continue to collaborate in the 
coming months.  These issues are discussed in more detail in the annexes to the paper.   

The Principles and Guidelines will be used in a series of experimental country assessments in 
connection with the program to develop Reports on the Observance of Standards and Codes (ROSC), 
using a common template based on the principles.  In addition, the Bank is collaborating with 
UNCITRAL and other institutions to develop a more elaborate set of implementational guidelines based 
on the principles.    

If you have questions regarding the Principles and Guidelines or the ROSC program, please contact  
Gordon W Johnson, Lead Counsel, World Bank; Tel:  +1 202-473-0129; fax: +1 202-522-1592; email: 
gjohnson@worldbank.org.  
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INTRODUCTION AND EXECUTIVE SUMMARY 

1. Since the 1997-98 financial crisis in emerging markets, considerable progress has been made in 
identifying the components of the global financial system and in articulating and applying standards 
and assessment methodologies for core system elements. The Principles and Guidelines for Effective 
Insolvency and Creditor Rights Systems contributes to that effort as an important milestone in 
promoting international consensus on a uniform framework to assess the effectiveness of insolvency 
and creditor rights systems, offering guidance to policymakers on the policy choices needed to 
strengthen them.   

2. The principles in Principles and Guidelines were developed against the backdrop of earlier and 
ongoing initiatives to promote cross-border cooperation on multi-jurisdictional insolvencies, 
modernization of national insolvency and secured transactions laws, and development of principles 
for out-of-court corporate workouts.1 The principles draw on common themes and policy choices of 
those initiatives and on the views of staff, insolvency experts and participants in regional workshops 
sponsored by the Bank and its partner organizations.2  The consultative process on the Principles and 
Guidelines has been among the most extensive of its kind, involving more than 70 international 
experts as members of the Bank s Task Force and working groups, and with regional participation by 
more than 700 public and private sector specialists from approximately 75 mostly developing 
countries.  The Bank also included papers and consultative drafts on its website to obtain feedback 
from the international community.3 

Role of Insolvency and Creditor Rights Systems 

3. There are two dimensions to the global financial system. On the one hand, national financial systems 
operate autonomously and respond to domestic needs. On the other, national systems are tied to and 
interact daily with the systems of their trading partners. Insolvency and creditor rights systems lie at 
the juncture of this duality. 

4. The country dimension. National systems depend on a range of structural, institutional, social and 
human foundations to make a modern market economy work. There are as many combinations of 
these variables as there are countries, though regional similarities have created common customs and 
legal traditions. The principles espoused in the report embody several underlying propositions: 

 

Effective systems respond to national needs and problems. As such, these systems must be rooted 
in the country s broader cultural, economic, legal and social context.  

 

Transparency, accountability and predictability are fundamental to sound credit relationships. 
Capital and credit, in their myriad forms, are the lifeblood of modern commerce. Investment and 
availability of credit are predicated on both perceptions and the reality of risks. Competition in 
credit delivery is handicapped by lack of access to accurate information on credit risk and by 
unpredictable legal mechanisms for debt enforcement.  

 

Legal and institutional mechanisms must align incentives and disincentives across a broad 
spectrum of market-based systems commercial, corporate, financial and social. This calls for an 

                                                

 

1 The Addendum to this paper contains a brief survey of the leading initiatives in these fields. 
2 The Principles and Guidelines was prepared by Bank staff in collaboration with the African Development Bank, 
Asian Development Bank, European Bank for Reconstruction and Development, Inter-American Development 
Bank, International Finance Corporation, International Monetary Fund, Organisation for Economic Co-operation 
and Development, United Nations Commission on International Trade Law, INSOL International, and International 
Bar Association (Committee J).  
3 The papers can be accessed in the Best Practice directory on the Global Insolvency Law Database at 
www.worldbank.org/gild.

 

http://www.worldbank.org/gild


  

©  The World Bank page 3

  
integrated approach to reform, taking into account a wide range of laws and policies in the design 
of insolvency and creditor rights systems.  

5. The international dimension. New methods of commerce, communication and technology are 
constantly reshaping national markets and redefining notions of property rights. Businesses routinely 
transcend national boundaries and have access to new types of credit. Credit and investment risks are 
measured by complex formulas, and capital moves from one market to the next at the tap of a 
computer key. Capital flows are driven by public perceptions and investor confidence in local 
markets. Effective insolvency and creditor rights systems play an important role in creating and 
maintaining the confidence of both domestic and foreign investors.   

The Principles 

6. The Principles and Guidelines emphasize contextual, integrated solutions and the policy choices 
involved in developing those solutions.4 The principles are a distillation of international best practice 
in the design of insolvency and creditor rights systems. Adapting international best practices to the 
realities of developing countries, however, requires an understanding of the market environments in 
which these systems operate. The challenges include weak or unclear social protection mechanisms, 
weak financial institutions and capital markets, ineffective corporate governance and uncompetitive 
businesses, and ineffective laws and institutions. These obstacles pose enormous challenges to the 
adoption of systems that address the needs of developing countries while keeping pace with global 
trends and international best practices. The application of the principles in this paper at the country 
level will be influenced by domestic policy choices and by the comparative strengths (or weaknesses) 
of laws and institutions.   

7. The Principles and Guidelines highlights the relationship between the cost and flow of credit 
(including secured credit) and the laws and institutions that recognize and enforce credit agreements 
(sections 1 and 2). It also outlines key features and policy choices relating to the legal framework for 
corporate insolvency and the informal framework for consensual debt workouts (section 3), which 
must be implemented within sound institutional and regulatory frameworks (section 4).  The 
principles have broader application beyond creditor rights and corporate insolvency regimes, as well. 
The ability of financial institutions to adopt effective credit practices to resolve or liquidate non-
performing loans depends on having reliable and predictable legal mechanisms that provide a means 
for more accurately pricing recovery and enforcement costs.  Where non-performing assets or other 
factors jeopardize the viability of a bank, or where economic conditions create systemic crises, these 
conditions raise issues that deserve special consideration.  Annexes I and II to the Principles and 
Guidelines contain a discussion of issues relevant to bank exit and restructuring strategies and 
management of systemic financial crises, areas in which the Bank will continue to collaborate with 
the Fund and the international community to develop principles. 

Following is brief summary of the key elements of the Principles and Guidelines: 

8. Role of enforcement systems. A modern, credit-based economy requires predictable, transparent and 
affordable enforcement of both unsecured and secured credit claims by efficient mechanisms outside 
of insolvency, as well as a sound insolvency system. These systems must be designed to work in 
harmony. Commerce is a system of commercial relationships predicated on express or implied 
contractual agreements between an enterprise and a wide range of creditors and constituencies. 
Although commercial transactions have become increasingly complex as more sophisticated 

                                                

 

4 Effective systems rest on details as well as broad principles. The Bank is preparing a companion technical paper 
with more detailed guidelines on aspects of this paper. Other organizations, specifically UNCITRAL (in 
collaboration with INSOL International and Committee J of the International Bar Association), are also developing 
guidelines to help legislators design effective insolvency laws.  
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techniques are developed for pricing and managing risks, the basic rights governing these 
relationships and the procedures for enforcing these rights have not changed much. These rights 
enable parties to rely on contractual agreements, fostering confidence that fuels investment, lending 
and commerce. Conversely, uncertainty about the enforceability of contractual rights increases the 
cost of credit to compensate for the increased risk of nonperformance or, in severe cases, leads to 
credit tightening.  

9. Legal framework for creditor rights. A regularized system of credit should be supported by 
mechanisms that provide efficient, transparent and reliable methods for recovering debt, including 
seizure and sale of immovable and movable assets and sale or collection of intangible assets, such as 
debt owed to the debtor by third parties. An efficient system for enforcing debt claims is crucial to a 
functioning credit system, especially for unsecured credit. A creditor s ability to take possession of a 
debtor s property and to sell it to satisfy the debt is the simplest, most effective means of ensuring 
prompt payment. It is far more effective than the threat of an insolvency proceeding, which often 
requires a level of proof and a prospect of procedural delay that in all but extreme cases make it not 
credible to debtors as leverage for payment.  

10. While much credit is unsecured and requires an effective enforcement system, an effective system for 
secured rights is especially important in developing countries. Secured credit plays an important role 
in industrial countries, notwithstanding the range of sources and types of financing available through 
both debt and equity markets. In some cases equity markets can provide cheaper and more attractive 
financing. But developing countries offer fewer options, and equity markets are typically less mature 
than debt markets. As a result most financing is in the form of debt. In markets with fewer options 
and higher risks, lenders routinely require security to reduce the risk of nonperformance and 
insolvency.  

11. Legal framework for secured lending. The legal framework should provide for the creation, recognition 
and enforcement of security interests in all types of assets movable and immovable, tangible and 
intangible, including inventories, receivables, proceeds and future property, and on a global basis, 
including both possessory and non-possessory interests.  The law should encompass any or all of a 
debtor s obligations to a creditor, present or future and between all types of persons.  In addition, it 
should provide for effective notice and registration rules to be adapted to all types of property, and 
clear rules of priority on competing claims or interests in the same assets. 

12. Legal framework for corporate insolvency. Though approaches vary, effective insolvency systems 
should aim to: 

 

Integrate with a country s broader legal and commercial systems. 

 

Maximize the value of a firm s assets by providing an option to reorganize. 

 

Strike a careful balance between liquidation and reorganization. 

 

Provide for equitable treatment of similarly situated creditors, including similarly situated foreign 
and domestic creditors. 

 

Provide for timely, efficient and impartial resolution of insolvencies. 

 

Prevent the premature dismemberment of the debtor s assets by individual creditors. 

 

Provide a transparent procedure that contains incentives for gathering and dispensing information. 

 

Recognize existing creditor rights and respect the priority of claims with a predictable and 
established process. 

 

Establish a framework for cross-border insolvencies, with recognition of foreign proceedings.  

13. Where an enterprise is not viable, the main thrust of the law should be swift and efficient liquidation 
to maximize recoveries for the benefit of creditors. Liquidations can include the preservation and sale 
of the business, as distinct from the legal entity.  On the other hand, where an enterprise is viable, 
meaning it can be rehabilitated, its assets are often more valuable if retained in a rehabilitated 
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business than if sold in a liquidation.  The rescue of a business preserves jobs, provides creditors with 
a greater return based on higher going concern values of the enterprise, potentially produces a return 
for owners and obtains for the country the fruits of the rehabilitated enterprise. The rescue of a 
business should be promoted through formal and informal procedures.  Rehabilitation should permit 
quick and easy access to the process, protect all those involved, permit the negotiation of a 
commercial plan, enable a majority of creditors in favor of a plan or other course of action to bind all 
other creditors (subject to appropriate protections) and provide for supervision to ensure that the 
process is not subject to abuse. Modern rescue procedures typically address a wide range of 
commercial expectations in dynamic markets. Though such laws may not be susceptible to precise 
formulas, modern systems generally rely on design features to achieve the objectives outlined above. 

14. Framework for informal corporate workouts. Corporate workouts should be supported by an 
environment that encourages participants to restore an enterprise to financial viability.  Informal 
workouts are negotiated in the shadow of the law.  Accordingly, the enabling environment must 
include clear laws and procedures that require disclosure of or access to timely and accurate financial 
information on the distressed enterprise; encourage lending to, investment in or recapitalization of 
viable distressed enterprises; support a broad range of restructuring activities, such as debt write-offs, 
reschedulings, restructurings and debt-equity conversions; and provide favorable or neutral tax 
treatment for restructurings.  

15. A country s financial sector (possibly with help from the central bank or finance ministry) should 
promote an informal out-of-court process for dealing with cases of corporate financial difficulty in 
which banks and other financial institutions have a significant exposure especially in markets where 
enterprise insolvency is systemic. An informal process is far more likely to be sustained where there 
are adequate creditor remedies and insolvency laws.  

16. Implementation of the insolvency system. Strong institutions and regulations are crucial to an effective 
insolvency system. The insolvency framework has three main elements: the institutions responsible 
for insolvency proceedings, the operational system through which cases and decisions are processed 
and the requirements needed to preserve the integrity of those institutions recognizing that the 
integrity of the insolvency system is the linchpin for its success. A number of fundamental principles 
influence the design and maintenance of the institutions and participants with authority over 
insolvency proceedings.  

17. Ongoing efforts.  Substantial progress has been made in identifying links between the corporate 
insolvency and creditor rights systems and bank insolvency (and restructuring) and financial crisis, 
and the policy issues affecting the treatment of the later.  Over the coming months the Bank in 
collaboration with the Fund and others will engage the international community in a dialogue on 
principles pertaining to bank and systemic insolvency.  In addition, the Bank will continue to work 
with its partner institutions, including UNCITRAL, on the implementation of more technical 
guidelines based on the principles. 

18. Next Steps. The Bank will carry out a series of pilot country assessments in FY2001-02 in connection 
with the program to develop Reports on the Observance of Standards and Codes (ROSC), using a 
common template based on the principles.  The criteria for the selection of countries will include 
regional and legal diversity and levels of financial system development. The assessments would be 
carried out by Bank staff supported by experts from other institutions.  The assessments are expected 
to provide valuable inputs to future Financial Sector Assessments, Country Assistance Strategies and 
other Bank economic and sector work, and to eventually help governments prioritize reform needs 
and build capacity. The Bank will also continue to collaborate with the International Monetary fund 
and other organizations on the future development of complementary principles related to bank 
insolvency and restructuring and systemic insolvency. 
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LEGAL FRAMEWORK FOR CREDITOR RIGHTS 

Principle 1 Compatible Enforcement Systems 
A modern credit-based economy requires predictable, transparent and affordable enforcement of 
both unsecured and secured credit claims by efficient mechanisms outside of insolvency, as well 
as a sound insolvency system. These systems must be designed to work in harmony. 

Principle 2 Enforcement of Unsecured Rights 
A regularized system of credit should be supported by mechanisms that provide efficient, 
transparent, reliable and predictable methods for recovering debt, including seizure and sale of 
immovable and movable assets and sale or collection of intangible assets such as debts owed to 
the debtor by third parties. 

Principle 3 Security Interest Legislation  
The legal framework should provide for the creation, recognition, and enforcement of security 
interests in movable and immovable (real) property, arising by agreement or operation of law. The 
law should  provide for  the following features: 

 

Security interests in all types of assets, movable and immovable, tangible and intangible, 
including inventory, receivables, and proceeds; future or after-acquired property, and on a 
global basis; and based on both possessory and non-possessory interests; 

 

Security interests related to any or all of a debtor s obligations  to  a creditor, present or 
future, and between all types of persons; 

 

Methods of notice that will sufficiently publicize the existence of security interests to 
creditors, purchasers, and the public generally at the lowest possible cost;  

 

Clear rules of priority governing competing claims or interests in the same assets, 
eliminating or reducing priorities over security interests as much as possible. 

Principle 4 Recording and Registration of Secured Rights 
There should be an efficient and cost-effective means of publicizing secured interests in movable and 
immovable assets, with registration being the principal and strongly preferred method. Access to the 
registry should be inexpensive and open to all for both recording and search. 

Principle 5  Enforcement of Secured Rights 
Enforcement systems should provide efficient, inexpensive, transparent and predictable methods 
for enforcing a security interest in property. Enforcement procedures should provide for prompt 
realization of the rights obtained in secured assets, ensuring the maximum possible recovery of asset 
values based on market values. Both nonjudicial and judicial enforcement methods should be 
considered 

LEGAL FRAMEWORK FOR CORPORATE INSOLVENCY 

Principle 6  Key Objectives and Policies 
Though country approaches vary, effective insolvency systems should aim to: 

 

Integrate with a country s broader legal and commercial systems. 

 

Maximize the value of a firm s assets by providing an option to reorganize. 

 

Strike a careful balance between liquidation and reorganization. 

 

Provide for equitable treatment of similarly situated creditors, including similarly situated 
foreign and domestic creditors. 

 

Provide for timely, efficient and impartial resolution of insolvencies. 

 

Prevent the premature dismemberment of a debtor s assets by individual creditors seeking 
quick judgments. 

 

Provide a transparent procedure that contains incentives for gathering and dispensing 
information. 

 

Recognize existing creditor rights and respect the priority of claims with a predictable and 
established process.  

 

Establish a framework for cross-border insolvencies, with recognition of foreign 
proceedings. 
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Principle 7  Director and Officer Liability 

Director and officer liability for decisions detrimental to creditors made when an enterprise is 
insolvent should promote responsible corporate behavior while fostering reasonable risk taking. 
At a minimum, standards should address conduct based on knowledge of or reckless disregard 
for the adverse consequences to creditors. 

Principle 8  Liquidation and Rehabilitation 
An insolvency law should provide both for efficient liquidation of nonviable businesses and those 
where liquidation is likely to produce a greater return to creditors, and for rehabilitation of 
viable businesses. Where circumstances justify it, the system should allow for easy conversion of 
proceedings from one procedure to another. 

Principle 9  Commencement: Applicability and Accessibility 
A. The insolvency process should apply to all enterprises or corporate entities except financial 
institutions and insurance corporations, which should be dealt with through a separate law or 
through special provisions in the insolvency law. State-owned corporations should be subject to 
the same insolvency law as private corporations.  

B.  Debtors should have easy access to the insolvency system upon showing proof of basic 
criteria (insolvency or financial difficulty). A declaration to that effect may be provided by the 
debtor through its board of directors or management. Creditor access should be conditioned on 
showing proof of insolvency by presumption where there is clear evidence that the debtor failed 
to pay a matured debt (perhaps of a minimum amount).  

C. The preferred test for insolvency should be the debtor s inability to pay debts as they come 
due known as the liquidity test. A balance sheet test may be used as an alternative secondary 
test, but should not replace the liquidity test. The filing of an application to commence a 
proceeding should automatically prohibit the debtor s transfer, sale or disposition of assets or 
parts of the business without court approval, except to the extent necessary to operate the 
business.  

Principle 10  Commencement: Moratoriums and Suspension of Proceedings 
A. The commencement of bankruptcy should prohibit the unauthorized disposition of the debtor s 
assets and suspend actions by creditors to enforce their rights or remedies against the debtor or 
the debtor s assets. The injunctive relief (stay) should be as wide and all embracing as possible, 
extending to an interest in property used, occupied or in the possession of the debtor. 

B. To maximize the value of asset recoveries, a stay on enforcement actions by secured creditors 
should be imposed for a limited period in a liquidation proceeding to enable higher recovery of 
assets by sale of the entire business or its productive units, and in a rehabilitation proceeding 
where the collateral is needed for the rehabilitation.  

Principle 11  Governance: Management 
A. In liquidation proceedings, management should be replaced by a qualified court-appointed 
official (administrator) with broad authority to administer the estate in the interest of creditors. 
Control of the estate should be surrendered immediately to the administrator except where 
management has been authorized to retain control over the company, in which case the law 
should impose the same duties on management as on the administrator. In creditor-initiated 
filings, where circumstances warrant, an interim administrator with reduced duties should be 
appointed to monitor the business to ensure that creditor interests are protected.  

B. There are two preferred approaches in a rehabilitation proceeding: exclusive control of the 
proceeding by an independent administrator or supervision of management by an impartial and 
independent administrator or supervisor. Under the second option complete power should be 
shifted to the administrator if management proves incompetent or negligent or has engaged in 
fraud or other misbehavior. Similarly, independent administrators or supervisors should be held 
to the same standard of accountability to creditors and the court and should be subject to 
removal for incompetence, negligence, fraud or other wrongful conduct. 
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Principle 12  Governance: Creditors and the Creditors Committee 

Creditor interests should be safeguarded by establishing a creditors committee that enables 
creditors to actively participate in the insolvency process and that allows the committee to 
monitor the process to ensure fairness and integrity. The committee should be consulted on non-
routine matters in the case and have the ability to be heard on key decisions in the proceedings 
(such as matters involving dispositions of assets outside the normal course of business). The 
committee should serve as a conduit for processing and distributing relevant information to 
other creditors and for organizing creditors to decide on critical issues. The law should provide 
for such things as a general creditors assembly for major decisions, to appoint the creditors 
committee and to determine the committee s membership, quorum and voting rules, powers and 
the conduct of meetings. In rehabilitation proceedings, the creditors should be entitled to select 
an independent administrator or supervisor of their choice, provided the person meets the 
qualifications for serving in this capacity in the specific case.  

Principle 13  Administration: Collection, Preservation, Disposition of Property 
The law should provide for the collection, preservation and disposition of all property belonging 
to the debtor, including property obtained after the commencement of the case. Immediate steps 
should be taken or allowed to preserve and protect the debtor s assets and business. The law 
should provide a flexible and transparent system for disposing of assets efficiently and at 
maximum values. Where necessary, the law should allow for sales free and clear of security 
interests, charges or other encumbrances, subject to preserving the priority of interests in the 
proceeds from the assets disposed. 

Principle 14  Administration: Treatment of Contractual Obligations 
The law should allow for interference with contractual obligations that are not fully performed 
to the extent necessary to achieve the objectives of the insolvency process, whether to enforce, 
cancel or assign contracts, except where there is a compelling commercial, public or social 
interest in upholding the contractual rights of the counter-party to the contract (as with swap 
agreements). 

Principle 15  Administration: Fraudulent or Preferential Transactions 

The law should provide for the avoidance or cancellation of pre-bankruptcy fraudulent and 
preferential transactions completed when the enterprise was insolvent or that resulted in its 
insolvency. The suspect period prior to bankruptcy, during which payments are presumed to be 
preferential and may be set aside, should normally be short to avoid disrupting normal 
commercial and credit relations. The suspect period may be longer in the case of gifts or where 
the person receiving the transfer is closely related to the debtor or its owners. 

Principle 16  Claims Resolution: Treatment of Stakeholder Rights and Priorities 
A. The rights and priorities of creditors established prior to insolvency under commercial 
laws should be upheld in an insolvency case to preserve the legitimate expectations of creditors 
and encourage greater predictability in commercial relationships. Deviations from this general 
rule should occur only where necessary to promote other compelling policies, such as the policy 
supporting rehabilitation or to maximize the estate s value. Rules of priority should support 
incentives for creditors to manage credit efficiently. 

B. The bankruptcy law should recognize the priority of secured creditors in their collateral. 
Where the rights of secured creditors are impaired to promote a legitimate bankruptcy policy, 
the interests of these creditors in their collateral should be protected to avoid a loss or 
deterioration in the economic value of their interest at the commencement of the case. 
Distributions to secured creditors from the proceeds of their collateral should be made as 
promptly as possible after realization of proceeds from the sale. In cases where the stay applies 
to secured creditors, it should be of limited specified duration, strike a proper balance between 
creditor protection and insolvency objectives, and provide for the possibility of orders being 
made on the application of affected creditors or other persons for relief from the stay. 

C. Following distributions to secured creditors and payment of claims related to costs and 
expenses of administration, proceeds available for distribution should be distributed pari passu 
to remaining creditors unless there are compelling reasons to justify giving preferential status to 
a particular debt. Public interests generally should not be given precedence over private rights. 
The number of priority classes should be kept to a minimum. 
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FEATURES PERTAINING TO CORPORATE REHABILITATION 

Principle 17  Design Features of Rehabilitation Statutes 

To be commercially and economically effective, the law should establish rehabilitation 
procedures that permit quick and easy access to the process, provide sufficient protection for all 
those involved in the process, provide a structure that permits the negotiation of a commercial 
plan, enable a majority of creditors in favor of a plan or other course of action to bind all other 
creditors by the democratic exercise of voting rights (subject to appropriate minority protections 
and the protection of class rights) and provide for judicial or other supervision to ensure that the 
process is not subject to manipulation or abuse. 

Principle 18  Administration: Stabilizing and Sustaining Business Operations 
The law should provide for a commercially sound form of priority funding for the ongoing and 
urgent business needs of a debtor during the rescue process, subject to appropriate safeguards.  

Principle 19  Information: Access and Disclosure 
The law should require the provision of relevant information on the debtor. It should also 
provide for independent comment on and analysis of that information. Directors of a debtor 
corporation should be required to attend meetings of creditors. Provision should be made for the 
possible examination of directors and other persons with knowledge of the debtor s affairs, who 
may be compelled to give information to the court and administrator.. 

Principle 20  Plan: Formulation, Consideration and Voting  
The law should not prescribe the nature of a plan except in terms of fundamental requirements 
and to prevent commercial abuse. The law may provide for classes of creditors for voting 
purposes. Voting rights should be determined by amount of debt. An appropriate majority of 
creditors should be required to approve a plan. Special provision should be made to limit the 
voting rights of insiders. The effect of a majority vote should be to bind all creditors.  

Principle 21  Plan: Approval of Plan 
The law should establish clear criteria for plan approval based on fairness to similar creditors, 
recognition of relative priorities and majority acceptance. The law should also provide for 
approval over the rejection of minority creditors if the plan complies with rules of fairness and 
offers the opposing creditors or classes an amount equal to or greater than would be received 
under a liquidation proceeding. Some provision for possible adjournment of a plan decision 
meeting should be made, but under strict time limits. If a plan is not approved, the debtor should 
automatically be liquidated. 

Principle 22  Plan: Implementation and Amendment  
The law should provide a means for monitoring effective implementation of the plan, requiring 
the debtor to make periodic reports to the court on the status of implementation and progress 
during the plan period. A plan should be capable of amendment (by vote of the creditors) if it is 
in the interests of the creditors. The law should provide for the possible termination of a plan 
and for the debtor to be liquidated.  

Principle 23  Discharge and Binding Effects 
To ensure that the rehabilitated enterprise has the best chance of succeeding, the law should 
provide for a discharge or alteration of debts and claims that have been discharged or otherwise 
altered under the plan. Where approval of the plan has been procured by fraud, the plan should 
be subject to challenge, reconsidered or set aside.  

Principle 24  International Considerations  
Insolvency proceedings may have international aspects, and insolvency laws should provide for 
rules of jurisdiction, recognition of foreign judgments, cooperation and assistance among courts 
in different countries, and choice of law.  
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INFORMAL CORPORATE WORKOUTS AND RESTRUCTURINGS  

Principle 25  Enabling Legislative Framework 
Corporate workouts and restructurings should be supported by an enabling environment that 
encourages participants to engage in consensual arrangements designed to restore an enterprise 
to financial viability. An enabling environment includes laws and procedures that require 
disclosure of or ensure access to timely, reliable and accurate financial information on the 
distressed enterprise; encourage lending to, investment in or recapitalization of viable 
financially distressed enterprises; support a broad range of restructuring activities, such as debt 
writeoffs, reschedulings, restructurings and debt- equity conversions; and provide favorable or 
neutral tax treatment for restructurings. 

Principle 26  Informal Workout Procedures 
A country s financial sector (possibly with the informal endorsement and assistance of the 
central bank or finance ministry) should promote the development of a code of conduct on an 
informal out-of-court process for dealing with cases of corporate financial difficulty in which 
banks and other financial institutions have a significant exposure especially in markets where 
enterprise insolvency has reached systemic levels. An informal process is far more likely to be 
sustained where there are adequate creditor remedy and insolvency laws. The informal process 
may produce a formal rescue, which should be able to quickly process a packaged plan 
produced by the informal process. The formal process may work better if it enables creditors and 
debtors to use informal techniques.  

IMPLEMENTATION OF THE INSOLVENCY SYSTEM 
Principle 27 Role of Courts 

Bankruptcy cases should be overseen and disposed of by an independent court or competent 
authority and assigned, where practical, to judges with specialized bankruptcy expertise. 
Significant benefits can be gained by creating specialized bankruptcy courts. 

The law should provide for a court or other tribunal to have a general, non-intrusive, 
supervisory role in the rehabilitation process. The court/tribunal or regulatory authority should 
be obliged to accept the decision reached by the creditors that a plan be approved or that the 
debtor be liquidated.  

Principle 28  Performance Standards of the Court, Qualification and Training of Judges 
Standards should be adopted to measure the competence, performance and services of a 
bankruptcy court. These standards should serve as a basis for evaluating and improving courts. 
They should be enforced by adequate qualification criteria as well as training and continuing 
education for judges. 

Principle 29  Court Organization 
The court should be organized so that all interested parties including the administrator, the 
debtor and all creditors are dealt with fairly, objectively and transparently. To the extent 
possible, publicly available court operating rules, case practice and case management 
regulations should govern the court and other participants in the process. The court s internal 
operations should allocate responsibility and authority to maximize resource use. To the degree 
feasible the court should institutionalize, streamline and standardize court practices and 
procedures. 

Principle 30  Transparency and Accountability  
An insolvency systems should be based on transparency and accountability. Rules should ensure 
ready access to court records, court hearings, debtor and financial data and other public 
information. 

Principle 31  Judicial Decision making and Enforcement  
Judicial decision making should encourage consensual resolution among parties where possible 
and otherwise undertake timely adjudication of issues with a view to reinforcing predictability in 
the system through consistent application of the law. The court must have clear authority and 
effective methods of enforcing its judgments. 
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Principle 32  Integrity of the Court 

Court operations and decisions should be based on firm rules and regulations to avoid 
corruption and undue influence. The court must be free of conflicts of interest, bias and lapses in 
judicial ethics, objectivity and impartiality. 

Principle 33  Integrity of Participants  
Persons involved in a bankruptcy proceeding must be subject to rules and court orders designed 
to prevent fraud, other illegal activity or abuse of the bankruptcy system. In addition, the 
bankruptcy court must be vested with appropriate powers to deal with illegal activity or abusive 
conduct that does not constitute criminal activity. 

Principle 34  Role of Regulatory or Supervisory Bodies 

The body or bodies responsible for regulating or supervising insolvency administrators should 
be independent of individual administrators and should set standards that reflect the 
requirements of the legislation and public expectations of fairness, impartiality, transparency 
and accountability. 

Principle 35  Competence and Integrity of Insolvency Administrators 

Insolvency administrators should be competent to exercise the powers given to them and should 
act with integrity, impartiality and independence. 

  



  

©  The World Bank page 13

  
1. ROLE OF ENFORCEMENT SYSTEMS (PRINCIPLE 1) 

19. Principle 1: Effective and compatible enforcement systems. A modern, credit-based economy 
requires predictable, transparent and affordable enforcement of both unsecured and secured credit 
claims by efficient mechanisms outside of insolvency, as well as a sound insolvency system. These 
systems must be designed to work in harmony. Predictable, transparent and affordable enforcement 
systems play a vital role in stabilizing commercial relationships and financial systems, ensuring 
responsible corporate behavior and providing a means of rehabilitation or efficient exit for 
uncompetitive enterprises. This section addresses important points that follow from this principle to 
place in context the discussion in later sections, such as the relationship between enforcement and 
insolvency systems and policies that promote investment and credit, the need to balance policies that 
promote investment and credit with other important social objectives (salvaging viable enterprises, 
preserving employment), and the promotion of investor confidence through transparent, accountable 
and predictable systems.  

20. Enforcement and insolvency systems stabilize commercial relationships by enabling market 
participants to more accurately price, manage and control risks of default and corporate failure. 
Enforcement systems provide a vehicle for resolving individual disputes between creditors and 
debtors, while insolvency procedures offer a means for collective resolutions when performance 
failures raise questions about an enterprise s viability. An insolvency system stands in the divide 
between the financial and corporate sectors as a disciplinary mechanism for both. An effective 
insolvency process encourages prudent lending and a sound credit culture by: 

 

Establishing a mechanism (such as rehabilitation) for the financial restructuring of firms whose 
going-concern value exceeds their liquidation value, thus preserving both value and employment. 

 

Providing an orderly exit mechanism for failed enterprises, ending unproductive uses of business 
assets and transferring them to more efficient market participants (say, through liquidation). 

 

Providing a final and equitable debt collection mechanism for creditors. 

 

Improving the enforcement of creditor rights to expand credit flows. 

21. Insolvency law affects parties and interests at every level of a society, in almost every context and in 
a variety of ways some of them subtle and indirect. In economically advanced societies involving 
the intensive exploitation of credit or capital investment in increasingly sophisticated forms, the 
significance of insolvency is correspondingly magnified. Although laws on individual debtor-creditor 
relationships outside insolvency may appear distinct from the collectivized regimes that operate in the 
event of either party s insolvency, there are important connections between them. Thus the efficiency 
and effectiveness of the procedures for individual enforcement by creditors can have a vital bearing 
on a jurisdiction s approach to insolvency procedures with respect to the creditors debtors. For 
example, stringent enforcement of individual debts can be balanced by the availability of insolvency 
proceedings to assist companies in temporary difficulty.  On the other hand, insolvency law should 
limit adjustments of rights and interests previously established outside insolvency so as to maintain 
legitimate pre-existing expectations. Prominent among these is the ability of various types of security 
to remain effective relative to the encumbered assets despite the commencement of formal insolvency 
proceedings against a debtor. So, while the components of non-insolvency and insolvency law are 
important in themselves, an evaluation of either would be incomplete and misleading without 
reference to the other.   

22. The existence or perception of weak creditor rights influences a creditor s approach to all stages of 
commercial relationships. Conversely, creditors who perceive that insolvency will reinforce their 
economic rights will exploit the process to their advantage. Thus, for example, an insolvency law that 
is too difficult for creditors to invoke or that too much favors debtors will tend to reduce availability 
of credit and raise its cost, while an insolvency law that is too easy to invoke or too harsh is subject to 
creditor abuse.  
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23. The stability of the credit culture can be undermined by imbalances in the debtor-creditor 

relationship. At a purely domestic level, each state can balance the interests of debtors and creditors 
in a way that is appropriate for the commercial relationships conducted in its markets. But such self-
contained solutions cannot be readily maintained in the context of globalized commercial activities 
involving parties from different systems. Flexibility is essential, reflecting the challenges and 
responsibilities of participating in international commerce. 

24. Enforcement and insolvency systems promote responsible corporate behavior. An effective system 
for enforcing creditor rights and managing business insolvency encourages high standards of 
corporate governance, including financial discipline. In this way, important social objectives are 
advanced including the maintenance of public confidence in the corporate and financial sectors. 
General corporate law governs managers behavior prior to insolvency, but it is superseded by 
insolvency law at the point of insolvency or when insolvency is declared.  

25. Incompetent or negligent managers may be sanctioned or divested of their duties under both non-
bankruptcy and bankruptcy procedures, such as through the appointment of a receiver, bankruptcy 
administrator or trustee. Under the more exacting provisions of insolvency law, conduct and 
transactions that occurred before the start of formal insolvency proceedings (in some cases, several 
years before) can be reexamined in light of what subsequently transpired. Not only may certain 
transactions be impeachable (even at the expense of disrupting commercial certainty), but managers 
may be held personally responsible for part of the company s losses. In serious cases, managers may 
even be subject to criminal liability and possibly barred from managing companies for a prescribed 
period. These sanctions whose elements and operation vary considerably from system to system
supply a necessary backbone to the proposition that the limited liability and greater access to credit 
enjoyed by companies are balanced by corresponding responsibilities imposed to maintain public 
confidence in the credit culture in which companies operate.   

26. Insolvency systems provide an efficient exit mechanism for unprofitable businesses and help 
rehabilitate viable ones. Insolvency procedures are a way of dealing with the casualties of 
competition in markets. When businesses are incapable of competing profitably, the logical move is 
to provide a means for their voluntary dissolution or exit from the market. Company laws often 
contain voluntary exit procedures, but such procedures are generally accessible only for solvent 
companies that can repay their debts from assets liquidated in the windup of the business. These laws 
should coexist alongside formal insolvency procedures.  

27. When an enterprise cannot repay its obligations as they come due or cannot raise enough money from 
asset sales to repay all its obligations, assumptions about enterprise activity, governance and 
ownership change. When a distressed or insolvent enterprise is unable to uphold commercial 
agreements, market confidence falls. This situation should be resolved through a collective procedure 
that ensures prompt resolution and maximum recovery by creditors. This procedure must be flexible 
enough to provide a range of options, including rehabilitation for viable enterprises and liquidation 
for non-viable enterprises.  Liquidation can occur by selling the business as a going concern, in 
productive units or through the more conventional sale of assets.  Alternatives to outright liquidation 
may vary in terms of formality and degree of involvement of courts and other official agencies, but 
they share the common goal of giving the debtor an opportunity to exit from relative (or even 
absolute) insolvency and to enjoy the prospect of a more balanced existence for the future.  For the 
honest casualties of competition, then, the insolvency process provides a means for being 
rehabilitated or an exit mechanism to quickly transfer assets and businesses to more efficient market 
participants.  

28. Balancing credit and rehabilitation policies. One of this report s key themes is the importance of 
meeting creditor expectations to maintain confidence in the market. This goal finds expression in 
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many aspects of enforcement and insolvency procedures. Among creditors, a pivotal question 
involves the ranking of claims and whether creditors with senior rights (such as secured creditors and 
title retention holders) will be able to enforce those rights without restraint. Policies encouraging 
strong creditor rights often collide with policies supporting the sale of businesses as productive units, 
or with policies for rescue or rehabilitation of financially distressed but viable enterprises. The 
rehabilitation policy emphasizes maximizing asset values for all creditors and salvaging jobs where 
possible. The policy supporting stronger rights for secured creditors must be balanced with policies 
affecting other creditors and with policies that encourage rehabilitation.  

29. A growing trend supports the rights of secured creditors in the context of bankruptcy, while another 
trend is eroding priorities among other classes of creditors. It may seem odd to argue that priorities in 
insolvency should generally be abolished or limited while security interests the most important 
priority of all should be made more enforceable. The reason is that many other priorities are related 
to social welfare, for which the insolvency priority affords a minor and inadequate remedy while 
rendering the insolvency process much less effective. The security interest priority, by contrast, is 
directly linked to economic growth and is widely believed to contribute to growth. At the same time, 
a system of enforceable secured credit must be carefully balanced, because it contains an inherent 
tension. On the one hand, security makes credit available to debtors who otherwise could not obtain 
it, promoting entrepreneurial activity. On the other hand, security tends to tie the hands of 
entrepreneurs by reducing their control over their business assets, and it tends to raise the cost of 
unsecured credit because giving priority to secured credit forces the unsecured credit to bear a higher 
risk of nonpayment or nonperformance. An enforceable system of secured credit in an effective 
insolvency system seeks to maximize the benefits and minimize the costs. 

30. An effective system of secured credit must also be balanced by a voluntary rehabilitation procedure 
for debtors in insolvency law, including an effective moratorium on secured creditors for purposes of 
reorganization. As with an efficient system of judgment enforcement, an effective secured credit 
enforcement system coupled with an effective reorganization law can be relied upon by secured 
creditors as one means of achieving predictable results more efficiently. The secured creditor s 
decision to enforce its interest is fully credible, so the debtor must either pay or file for 
reorganization, putting its affairs before the court and protecting other creditors through the public 
notice of an insolvency filing.  

31. The larger point about rehabilitation as a balance to secured credit is that it encourages entrepreneurs 
to take risks. If secured parties are given too much power over debtors, entrepreneurs may be 
reluctant to start new businesses, and the disincentives imposed by risk-adverse secured creditors may 
hamper economic success. A long-term solution is the development of an efficient capital market that 
allows successful entrepreneurs to raise equity capital and to borrow unsecured. A more immediate 
balance can be achieved through a reorganization procedure that offers debtors a chance to save a 
business in temporary trouble, with the concurrent protection of creditors under court supervision. 
Effective enforcement for secured creditors coupled with effective protection for a rescue effort under 
insolvency law strikes an appropriate balance between debtors and creditors and gives both a strong 
incentive to negotiate reasonable resolutions without litigation.  

32. There is a broader point about the relationship between effective secured credit systems and effective 
bankruptcy systems. A secured credit system can serve as a rehabilitation process. If the system 
encourages one creditor (typically a bank) to obtain a lien on all the assets of a debtor, that creditor 
can effectively become a partner in the business. In commercial cultures that permit greater secured 
creditor power (such as the United Kingdom), the expectation is that the secured creditor will have 
extensive information about the condition of the business and will provide funds as long as is 
reasonably prudent to prevent its failure. Thus, in such cultures, when the lender calls in the 
receivers, it may be generally accepted that the business is no longer viable and should be liquidated. 
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In the United Kingdom, for example, administrative receivers are frequently successful in improving 
the business and hiving it down to a specially formed subsidiary that can be sold as a clean 
company with assets but no liabilities.  A system that adopts this approach may rely to a lesser extent 
on rehabilitation procedures under insolvency law. Rehabilitation systems are still required, however, 
to treat those financial casualties whose assets are not fully or substantially secured by a single 
creditor and where the procedures for rehabilitation provide a more desirable outcome for all parties 
concerned. At the same time, reinforcing one creditor s rights obviously also creates the risk of 
exposing the debtor to that creditor s economic pressure or even whims. Policymakers should leave 
the choice to market participants and the circumstances by making available both options, taking into 
account the particular conditions and needs of the system in question.  

33. Finally, as with nearly all law development efforts, reform of one element should not occur without 
considering other parts of the system. This is true for the security system and the insolvency system, 
neither of which can be viewed in isolation. The insolvency process is an extension of the enforcement 
options available to creditors but one that should be triggered in cases of insolvency or when a credit 
impact encompasses more than a dispute between two parties. The risk of insolvency is one of the risks 
of nonperformance. As such, secured lenders will take into account their rights in insolvency as part of 
their overall risk assessment in pricing a credit and determining the level of security needed to ensure full 
recovery. Inconsistencies and mismatches in the treatment of rights will lead to distortions in the 
application of these procedures, with potential for considerably increasing financing costs to offset 
insolvency risks. An event of insolvency or the commencement of an insolvency proceeding should have 
no bearing on the existence or priority of the secured interest. To the extent possible, insolvency laws 
should aim to provide a fair balance that respects secured interests and treats them in a way that promotes 
stable financial systems and credit markets.  

34. Transparency, accountability and corporate governance. Minimum standards of transparency and 
corporate governance should be established to foster communication and cooperation. Disclosure of 
basic information including financial statements, operating statistics and detailed cash flows is 
recommended for sound risk assessment. Accounting and auditing standards should be compatible 
with international best practices so that creditors can assess credit risk and monitor a debtor s 
financial viability. A predictable, reliable legal framework and judicial process are needed to 
implement reforms, ensure fair treatment of all parties and deter unacceptable practices. Corporate 
law and regulation should guide the conduct of the borrower s shareholders. A corporation s board of 
directors should be responsible, accountable and independent of management, subject to best 
practices on corporate governance. The law should be imposed impartially and consistently. 

35. Transparency and good corporate governance are the cornerstones of a strong lending system and 
corporate sector. Transparency exists when information is assembled and made readily available to 
other parties and, when combined with the good behavior of corporate citizens, creates an informed 
and communicative environment conducive to greater cooperation among all parties. Transparency 
and corporate governance are especially important in emerging markets, which are more sensitive to 
volatility from external factors. Without transparency, there is a greater likelihood that loan pricing 
will not reflect underlying risks, leading to higher interest rates and other charges.  

36. Transparency and strong corporate governance are needed in both domestic and cross-border 
transactions and at all phases of investment at the inception when making a loan, when managing 
exposure while the loan is outstanding, and especially once a borrower s financial difficulties become 
apparent and the lender is seeking to exit the loan. Lenders require confidence in their investment, 
and confidence can be provided only through ongoing monitoring, whether before or during a 
restructuring or after a reorganization plan has been implemented.  
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37. From a borrower s perspective, the continuous evolution in financial markets is evidenced by changes 

in participants, financial instruments and the complexity of the corporate environment. Besides 
traditional commercial banks, today s creditor (including foreign creditors) is as likely to be a lessor, 
an investment bank, a hedge fund, an institutional investor (such as an insurance company or pension 
fund), an investor in distressed debt, or a provider of treasury services or capital markets products. In 
addition, sophisticated financial instruments such as interest rate, currency and credit derivatives have 
become more common. Although such instruments are intended to reduce risk, in times of market 
volatility they may increase a borrower s risk profile, adding intricate issues of netting and 
monitoring of settlement risk exposure. Complex financial structures and financing techniques may 
enable a borrower to leverage in the early stages of a loan. But sensitivity to external factors, such as 
the interest rate environment in a developing economy, may be magnified by leverage and translate 
into greater overall risk.  

38. From a lender s perspective, once it is apparent that a firm is experiencing financial difficulties and 
approaching insolvency, a creditor s primary goal is to maximize the value of the borrower s assets in 
order to obtain the highest debt repayment.  A lender s support of an exit plan, whether through 
reorganization and rehabilitation or liquidation, depends on the quality of the information flow. To 
restructure a company s balance sheet, the lender must be in a position to prudently determine the 
feasibility of extending final maturity, extending the amortization schedule, deferring interest, 
refinancing, or converting debt to equity, while alternatively or concurrently encouraging the sale of 
non-core assets and closing unprofitable operations. The enterprise s indicative value should be 
determined to assess the practicality of its sale, divestiture, or sale of controlling equity interest. 
Values must be established on both a going-concern and liquidation basis to confirm the best route to 
recovering the investment. And asset disposal plans, whether for liquidity replenishment or debt 
reduction, need to be substantiated through valuations of encumbered or unencumbered assets, taking 
into account where the assets are located and the ease and cost of access. All these efforts and the 
maximization of value depend on and are enhanced by transparency.  

39. Transparency increases confidence in decision making and so encourages the use of out-of-court 
restructuring options. Such options are preferable because they often provide higher returns to lenders 
than straight liquidation through the legal process and because they avoid the costs, complexities 
and uncertainties of the legal process. In many developing countries it is hard to obtain reliable data 
for a thorough risk assessment. Indeed, it may be too costly to obtain the quantity and quality of 
information required in industrial countries. Still, efforts should be made to increase transparency.  

40. Predictability. Investment in emerging markets is discouraged by the lack of well-defined and 
predictable risk allocation rules and by the inconsistent application of written laws. Moreover, during 
systemic crises investors often demand uncertainty risk premiums too onerous to permit markets to 
clear. Some investors may avoid emerging markets entirely despite expected returns that far outweigh 
known risks. Rational lenders will demand risk premiums to compensate for systemic uncertainty in 
making, managing and collecting investments in emerging markets. The likelihood that creditors will 
have to rely on risk allocation rules increases as fundamental factors supporting investment 
deteriorate. That is because risk allocation rules set minimum standards that have considerable 
application in limiting downside uncertainty, but that usually do not enhance returns in non-distressed 
markets (particularly for fixed-income investors). During actual or perceived systemic crises, lenders 
tend to concentrate on reducing risk, and risk premiums soar. At these times the inability to predict 
downside risk can cripple markets. The effect can impinge on other risks in the country, causing 
lender reluctance even toward untroubled borrowers. 

41. Lenders in emerging markets demand compensation for a number of procedural uncertainties. First, 
information on local rules and enforcement is often asymmetrically known. There is a widespread 
perception among lenders that indigenous stakeholders can manipulate procedures to their advantage, 
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and often benefit from fraud and favoritism. Second, the absence or perceived ineffectiveness of 
corporate governance raises concerns about the diversion of capital, the undermining of security 
interests, or waste. Third, the extent to which non-insolvency laws recognize contractual rights can be 
unpredictable, leaving foreign creditors in the sorry state of not having bought what they thought they 
bought. Fourth, the enforcement of creditor rights may be disproportionately demanding of time and 
money. Many creditors simply are not willing (or do not have the mandate) to try to improve returns 
if the enforcement process has an unpredictable outcome.  In the end, a procedure unfriendly to 
investors but consistently applied may be preferred by lenders to uncertainty, because it provides a 
framework for managing risk through price adjustment. 

42. Moreover, emerging markets appear to be particularly susceptible to rapid changes in the direction 
and magnitude of capital flows. The withdrawal of funds can overwhelm fundamental factors 
supporting valuation, and (as in the summer of 1998) creditors may race to sell assets to preserve 
value and reduce leverage. As secondary market liquidity disappears and leverage is unwound, 
valuation falls further in a self-reinforcing spiral. In industrial countries there is usually a class of 
creditor willing to make speculative investments in distressed assets and provide a floor to valuation. 
In theory such creditors also exist in emerging markets. But in practice, dedicated distressed players 
are scarce and tend to have neither the funds nor the inclination to replace capital withdrawn by more 
ordinary creditors. Non-dedicated creditors often fail to redirect capital and make up the investment 
deficit, partly because the learning curve in emerging markets is so steep, but also because of 
uncertainty about risk allocation rules. The result? Markets fail because there are no buyers for the 
price at which sellers not forced to liquidate simply hold and hope. If risk allocation rules were more 
certain, both dedicated and non-dedicated emerging market creditors would feel more comfortable 
injecting fresh capital in times of stress. In addition, sellers would feel more comfortable that they 
were not leaving money on the table by selling. 

43. Relative to industrial countries, developing countries typically have weaker legal, institutional and 
regulatory safeguards to give lenders (domestic and foreign) confidence that investments can be 
monitored or that creditors rights will be enforced, particularly for debt collection. In general, a 
borrower s operational, financial and investment activities are not transparent to creditors. Substantial 
uncertainty exists on the substance and practical application of contract law, insolvency law and 
corporate governance rules. And creditors perceive that they lack sufficient information and control 
over the process used to enforce obligations and collect debts. The lack of transparency and certainty 
erodes confidence among foreign creditors and undermines their willingness to extend credit. 

44. In the absence of sufficient and predictable laws and procedures, foreign creditors tend to extend 
funds only in return for unnecessarily high risk premiums. In times of crisis they may withdraw 
financial support altogether. Developing countries would benefit substantially if creditor rights and 
insolvency systems were clarified and applied in a consistent and fully disclosed manner. 

2. LEGAL FRAMEWORK FOR CREDITOR RIGHTS 

2.1 Enforcement of Unsecured Rights (Principle 2) 

45. A regularized system of credit should be supported by mechanisms that provide efficient, transparent, 
reliable and predictable methods for recovering debt, including seizure and sale of immovable and 
movable assets and sale or collection of intangible assets such as debts owed to the debtor by third 
parties. Efficient enforcement of judgments is crucial to a functioning credit system, especially for 
unsecured credit. While the seizure of immovable or movable assets to pay debts often may not be 
necessary, it is the ultimate threat to a recalcitrant debtor to pay what is owed. It is far more effective 
than the threat of an involuntary insolvency proceeding, which in many systems requires a level of 
proof and a prospect of procedural delay that in all but extreme cases make the threat of bankruptcy 
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less credible to debtors as leverage for payment.5 By contrast, the leverage that arises from the 
prospect of having specific property (such as land, bank accounts or inventory) seized to pay a 
judgment will cause a debtor who can make payment to do so rather than suffer the humiliation and 
considerable cost of seizure.  

46. If the debtor is unable to pay, the existence of an efficient debt enforcement system will encourage 
the debtor to file an insolvency proceeding.  In turn, an efficient insolvency system will protect the 
assets for the benefit of all concerned. From the creditor s perspective, an efficient enforcement 
system is often a more attractive remedy than the filing of involuntary insolvency proceeding, which 
may be result in delayed recovery if the debtor contexts the filing and because individual creditor 
interests are often subordinated to the larger goals and objectives of the collective proceeding.  In 
short, an efficient judgment enforcement system interacts with an efficient insolvency system to force 
a debtor the party with the most information about its financial condition to pay or to file an 
insolvency proceeding.  

47. Although effective enforcement methods vary among legal systems, some general characteristics are 
universal. Where laws specify, judicial mechanisms for enforcing unsecured credit should be swift 
and inexpensive. They should permit the seizure of property prior to completion of the court process 
(such as where a creditor posts security to protect the debtor s rights should the creditor s court action 
ultimately fail), a swift hearing process to return the goods if appropriate, or both. In addition, 
enforcement methods should include summary methods for obtaining judgments, where there is no 
real and substantial dispute about the debt, and protective measures to preserve the assets while the 
proceedings take place. 

2.2 Security Interest Legislation (Principle 3) 

48. The legal framework should provide for the creation, recognition and enforcement of security interests in 
movable and immovable (real) property, arising by agreement or operation of law.6 While the litmus 
test of a security interest s strength is its efficacy in the debtor s bankruptcy, it is also an important 
collection tool outside bankruptcy. If laws on security interests are to meet the needs of modern 
business, they must embrace certain basic principles. Some of these are essential in any legal system. 
Other aspects of security have no one right solution, so the choice depends on the cultural and 
social mores of the country in question.  

49. The legal regime should recognize security over all types of assets movable and immovable, 
tangible and intangible, including inventories, receivables and proceeds. Certain types of assets (such 
as farm equipment) and debtors may call for special treatment, but these special cases should not 
detract from the general principle. Subject to such special cases, the availability of security should not 
be limited to land but should embrace all forms of movable property, tangible or intangible, including 
accounts receivable and intellectual property rights.  In its most advanced form, these regimes may 
include the full functional approach (as followed, for example, in the United States and Canada), 
under which all use of movable property as collateral is covered by the general legal framework for 
secured lending, notwithstanding the form of the agreement.   

50. Lenders should be able to take security interests in future property and on a global basis. Common law 
systems have long recognized a creditor s ability to take security over a debtor s future property (not 
necessarily identifiable at the time of the security agreement) and to treat the security interest as 

                                                

 

5 Easing the requirements for an involuntary filing by a creditor creates a serious risk of abuse if the creditor is able 
to force payment of a disputed debt by threatening an insolvency proceeding that might destroy a business. 
6 This discussion of secured credit systems is restricted to their relationship to insolvency systems. Readers 
concerned with broader reform of secured credit systems should consult more detailed sources. 
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automatically attaching to such property after acquisition by the debtor without the need for a new act of 
transfer. Some civil law systems also allow this for certain types of assets. For example, German law 
allows the security transfer of tangible movables and the security assignment of claims, both of which 
accommodate security in after-acquired property. It is vital to modern financing that lenders be able to 
take security over a shifting pool of assets that enhances the ability to take security on a global basis, 
subject to satisfying requirements in relevant jurisdictions. In England the floating charge has proved a 
highly efficient and flexible financing tool, while in the United States and Canada similar results are 
achieved more directly through the floating lien embodied in Article 9 of the United States Uniform 
Commercial Code and the Canadian Personal Property Security Acts based on it.7 Some civil law 
systems achieve similar effects through an enterprise mortgage, pledge or charge.  

51. Security should be available for any or all of a debtor s obligations to a creditor, present or future 
and between all types of persons. Modern credit agreements provide a range of financing options and 
often provide optional drawing or borrowing features (such as revolver facilities). Where a credit 
provides for future lending, the obligations should be capable of being secured at the outset of the 
transaction. An all-inclusive rule on obligations and persons covered will promote more options for 
adapting credit facilities to the needs of customers and businesses.  

52. The law should permit both possessory and non-possessory security interests over tangible assets. In 
the case of security over chattels, requiring the delivery of possession is a serious impediment. Such 
chattels typically are held by the debtor as equipment for use in its business or for sale as inventory. 
Delivering possession to the creditor would deprive the debtor of the ability to use or sell the chattels 
and so generate the income from which to pay the debt. Thus the law should permit not only 
possessory but also non-possessory security over tangible assets.  

53. Secured credit systems should encompass all types and uses of property. Excluding certain types of 
property, categories of borrowers or lenders, or types of transactions should be avoided because such 
exclusions reduce the efficiency of the secured credit system. Not all types of collateral can be subject 
to the same rules. For example, it is necessary to distinguish possessory from non-possessory security 
interests, inventory from equipment and consumer goods, purchase-money from non-purchase money 
security, and security in original collateral from security in proceeds.   These distinctions will affect all 
elements of security law: creation, perfection and priorities.   

54. . Methods of notice should  sufficiently publicize the existence of security interests to creditors, 
purchasers, and the public generally. The requirement to specifically identify each item of collateral, 
still found in a number of legal systems, is cumbersome even when applied to existing assets
particularly when assets do not lend themselves to unique identification. The requirement also makes 
it difficult if not impossible to provide for security over future property, much less for global security. 
It should suffice that the description of the collateral is such that the asset over which security is 
asserted can be identified as falling within the scope of the security agreement. For this purpose, some 
commentators consider security over all the debtor s present and future receivables or all the 
present and future property of the debtor to be sufficient. Others believe that such a statement should 
be supported by a generic description of the type of collateral in question (inventory, equipment and 
so on). 

55. Creation of security interests should be easy and cost-effective. To encourage efficient credit markets, 
procedures for creating and taking security interests should not be overly complex. Complex procedures 

                                                

 

7 Article 9 of the United States Uniform Commercial Code represents the first and most successful functional and 
integrated approach to security interests in property.  It was transplanted into Canada in the form of the Canadian 
Personal Property Security Acts.  These laws are not federal, but provincial and vary from province to province (or in the 
case of the UCC, from state to state). New Zealand has also adopted similar legislation.  
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could discourage market use because of their complexity or the costs associated with the process. 
Because credit costs are generally borne by borrowers, the more efficient and less costly is the system, 
the lower is the cost of financing. Lower financing costs promote access to credit.  

56. Most legal systems require security to be created or evidenced by a writing signed by the debtor and 
identifying the collateral and the obligations secured. Such requirements are fairly easy to meet. 
Additional formalities involving inconvenience and expense, such as notarization, should be avoided. For 
security interests in investment securities, the move toward immobilization and dematerialization of 
securities has led to the abandonment of paper-based transfers and charges and the use of electronic 
transfer systems to effect security transactions. This move usually requires legislation to remove legal 
requirements for documents, writings and signatures, substituting a system of electronic documentation.  

57. In the case of security assignments of debts, some legal systems require that formal notice of the security 
assignment be given to the debtor s debtor (called the account debtor ) (in some cases by an official in a 
prescribed form) not merely to prevent the account debtor from paying the assignor or to preserve the 
assignee s priority but as a condition of validity of the assignment. In other words, the notice is a 
constitutive element in the creation of the security; without notice to the account debtor, the assignment 
has no effect.  However, notice to an account debtor, which in contrast to registration does not fulfill any 
effective public notice function, is impractical in the case of bulk assignments and security over ongoing 
streams of receivables. Moreover, the notice requirement is incompatible with the concept of security 
over classes of assets and security over future property, which do not lend themselves to individual 
specification.8  

58. A security system should set rules of priority on competing claims or interests in the same assets and 
minimize the number of priorities that come ahead of secured interests in collateral. A developed 
regime for security interests should include rules on the priority of competing interests in collateral. 
For example, one option lawmakers may consider is giving priority to security interests in property 
acquired with financing provided for that purpose (known as a purchase money security interest ); 
the prime example is trade credit extended by sellers of goods and mostly secured by retention of title 
or equivalent security interests for purchase money. This avoids giving the first financier a monopoly 
on loans to the debtor and scooping up as a windfall the debtor s acquired property financed by 
subsequent lenders. In some countries unpaid wages, taxes and many other debts come ahead of a 
security interest in the distribution of the sale proceeds of property subject to a security interest, with 
the result that the benefits of secured credit are unavailable. Any priority placed ahead of the secured 
party represents a substantial cost, which is generally transferred back to borrowers in the form of 
higher interest rates and transaction costs. Often the public policy represented by the priority (say, 
benefiting workers) receives a minor and occasional benefit at a substantial cost to the entire 
commercial system. Such priorities should be eliminated, reduced, and, where public policy concerns 
are compelling, addressed by other legal reforms that do not compromise the system for secured 
lending.   

                                                

 

8 Notice to the account debtor does not feature as a constitutive element of a security assignment in the UNCITRAL 
Draft Convention on Assignment in Receivables Financing or in the draft chapter on assignment in the forthcoming part 
III of the Principles of European Contract Law prepared by the Commission on European Contract Law.  Notably, in 
recent years, there has been a sharp move from notification to non-notification receivables financing.  A requirement to 
give notice to individual debtors as a condition of protection against an assignor s bankruptcy creditors is a serious 
impediment to such financing and makes it difficult to grant security over future receivables, since the identify of the 
debtor may not be known at the time of the assignment.  A number of civil law systems likewise have begun to adapt 
their laws in this regard. 
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2.3 Recording and Registration of Secured Rights (Principle 4) 

59. There should be an efficient and cost-effective means of publicizing secured interests in movable and 
immovable assets, with registration being the principal and strongly preferred method. Access to the 
registry should be inexpensive and open to all for both recording and search. As noted, both possessory 
and non-possessory interests should be allowed. When a security interest is possessory, meaning the 
assets pledged are in the possession of the creditor or a third party, another prospective lender or 
buyer will be prevented from assuming that these assets are owned or can be disposed of by the 
debtor. But this is not the case when the interest is non-possessory, meaning the assets remain in the 
possession of the borrower (as with buildings, fixtures, equipment, inventory and the like). This calls for 
a system through which public notice can be given of non-possessory security interests, preferably by 
recording in a public office.  

60. A registration or similar system is needed to prevent a debtor from raising further credit on the strength of 
his apparent ownership of the assets (the false wealth doctrine). Such systems enable third parties 
intending to acquire an interest in the assets to learn of a prior security interest. Registration also plays a 
central role in the ordering of priorities. For assets capable of unique identification, such as aircraft, ships 
and motor vehicles, it is feasible to have a registration system that names them. For other assets, 
registration is effected in the name of the debtor. In keeping with a policy allowing global (all assets) 
security, the registration system should allow global security over current and future property to be 
effected by a single registration. A modern registration system should be electronic and should allow 
registration and searching online. Experience in Canada and the United States has shown that registration 
and search fees can be kept to modest levels yet still allow the registration system to operate at a profit. 

61. Most states have title registration systems of varying scope and efficiency for some assets, like land, 
ships, aircraft and intellectual property. Views differ about registration of security interests over other 
property (goods, intangibles). Most Canadian provinces and U.S. states have filings that aim to warn 
unsecured creditors of the security interest and to regulate priorities (such as double mortgages). The 
common law system for registering corporate charges adopted by nearly 70 jurisdictions is primarily 
a warning, not a priority, system, though it does have some priority effects. By contrast, some major 
jurisdictions such as Germany and the Netherlands have not favored this type of publicity. 

62. Ideally, there should be a minimum number of registries  for security interests. Most systems have a 
separate regime for security interests in land, because this is more complex, uniquely identifiable and 
lends itself to registration against the asset given in security.  Security in most classes of movable 
property, including intangibles, is against the debtor, which is generally registered or headquartered in 
a specific location.  Following from international conventions, most countries have separate registries 
for ships and aircraft.  Where multiple registries exist for a specific type of assets, moveable or 
immovable, it is useful to establish links or redundancies between them. Registries should be open to 
the general public for recording and search. The required filing should be a simple notice of the most 
basic facts of the secured transaction (for example, the debtor s name and address, the creditor s name 
and address, the date and a general description of the collateral in which the security interest has been 
granted).  The contract between debtor and creditor, or the terms of that contract, should not have to 
be filed.  The notice and registration system should simply provide to a searcher a method of 
discovering that there is a secured party who claims security rights over existing and future assets of 
the type described.  In an electronic system of registration, searches are dealt with by computers with 
no human intervention hence the concept of notice filing, where prescribed data are transmitted to 
the registry but there is no filing or even presentation of security agreements or other documents.  The 
searcher is responsible to act as it deems prudent to protect its interests, which would typically be to 
require more details from its prospective debtor or the secured party.   

63. Registry officials should not review filings for accuracy or legality.  Lenders must take the risk that 
any serious inaccuracy could result in the partial or complete invalidity of the record, which may lead 




