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CO-OPERATION WITH UNCITRAL

1. In its preparation of a Draft Legislative Guide on Insolvency, the United Nations
Commission on International Trade Law (UNCITRAL) sought in September 2003 the co-
operation of the Hague Conference with a view to assisting it in preparing commentaries
and recommended legislative principles in relation to the law applicable to insolvency
proceedings.

2. Pursuant to this request, the Permanent Bureau devised a Questionnaire to
facilitate this work. In November 2003, the Permanent Bureau sent to the National
Organs of the Member States a copy of the “Information Document on the UNCITRAL
Draft Legislative Guide on Insolvency and Questionnaire in relation to the law applicable
to insolvency proceedings” (see L.c. ON No 45(03)). This document is posted on the
Hague Conference website at: http://www.hcch.net under “Work in Progress”.

3. Responses to the Questionnaire, which can also be found on the Hague
Conference website at: http://www.hcch.net under “Work in Progress”, were received
from the following Member States: Austria, the Czech Republic, Finland, France,
Germany, Japan, the Republic of Korea, Lithuania, Norway, New Zealand, the Russian
Federation, Slovakia, Spain and Switzerland.

4, A meeting of the Secretariats of the two Organisations took place in Vienna on 11-
12 December 2003 in the company of the following invited experts -

For the Hague Conference:

Mr Johan Willem Byvanck, Lawyer, Netherlands
Mr Francisco Garcimartin, Professor, Universidad De Castilla, Spain

For UNCITRAL:

Ms Susan Block-Lieb, Professor, Fordham Law School, United States
Mr Alexander Markus, Ministry of Justice, Switzerland

Mr Chris Redmond, Husch & Eppenberger, LLC, United States

Mr Ed Smith, Bingham Dana, United States

Mr Jean-Luc Vallens, Magistrat, France

Ms Catherine Walsh, Professor, McGill University, Canada

5. The work of the group has led to a major restructuring of the Chapter on the Law
applicable in insolvency proceedings. The result of this work, i.e. a Note prepared by the
Secretariat of UNCITRAL with the co-operation of the experts (cf. A/CN.9/WG.V/WP.72 -
Draft legislative guide on insolvency law - Note by the Secretariat), is attached to this
Note. It can be usefully compared with the previous version of this Chapter (cf.
A/CN.9/WG.V/WP.63/Add.17 - Draft legislative guide on insolvency law - Note by the
Secretariat), which is also attached to this note. Additional information concerning this
project, can be consulted on the UNCITRAL website at < http://www.uncitral.org > under
“Working Groups”, “Working Group V - Insolvency Law”. The latest version of the Note
will be the subject of discussions at the next meeting of the Working Group on
Insolvency, 29 March - 2 April 2004.




BACKGROUND INFORMATION ON THE UNCITRAL DRAFT LEGISLATIVE GUIDE ON INSOLVENCY

6. The purpose of the Guide is to assist in the establishment of an efficient and
effective legal framework to address the financial difficulty of debtors. It is intended to be
used as a reference by national authorities and legislative bodies when preparing new
laws or reviewing existing laws and regulations. The advice provided in the Guide aims at
achieving a balance between the need to address the debtor’s financial difficulty as
quickly and efficiently as possible with the interests of the various parties directly
concerned with that financial difficulty, principally creditors and other parties with a stake
in the debtor’s business, as well as with public policy concerns. The Guide discusses a
number of issues central to the design of an effective and efficient insolvency law, which
despite numerous differences of policy and legislative treatment, are recognised in many
legal systems. It focuses on insolvency proceedings with an emphasis on reorganisation,
but also discusses the increasing use and importance of restructuring negotiations
entered into voluntarily between a debtor and its creditors. In addition to addressing the
requirements of domestic insolvency laws, the Guide includes the text and Guide to
Enactment of the UNCITRAL Model Law on Cross-Border Insolvency.

7. The Guide does not provide a single set of model solutions to address the issues
central to an effective and efficient insolvency law, but it assists the reader to evaluate
different approaches available and to choose the one most suitable in the national or local
context. The first section of each chapter of the Guide contains a commentary identifying
the key issues for consideration and discussing and analysing the various approaches
adopted by insolvency laws. The second part of each chapter contains a set of
recommended legislative principles. These recommendations are intended to assist in the
establishment of a legislative framework for insolvency that is both efficient and effective
and reflects modern developments and trends in the area of insolvency. The user is
advised to read the legislative recommendations together with the commentary, which
provides detailed background information to enhance understanding of the legislative
recommendations, as well as a discussion of issues not included as recommendations. In
view of the key importance of secured creditors to insolvency proceedings and the policy
considerations associated with their treatment under an insolvency law, the user of this
Guide is also encouraged to consider the UNCITRAL Legislative Guide on Secured
Transactions.

8. The recommendations included in the Guide deal with core issues that it is
important to address in legislation specifically concerned with insolvency. They do not
deal with other areas of law, which, as discussed throughout the Guide, have an impact
on both the design of an insolvency law and insolvency proceedings commenced under
that law. Moreover, the successful implementation of an insolvency regime requires
various measures beyond the establishment of an appropriate legislative framework,
especially an adequate institutional infrastructure, organisational capacity, technical
professional expertise, and appropriate human and financial resources. Although these
matters are discussed in the commentary, they are generally not addressed in the
legislative recommendations, except where they relate to the insolvency professional
appointed to administer the insolvency estate.
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Draft legidative guide on insolvency law
Note by the Secretariat
Applicable law in insolvency proceedings

1. At its twenty-ninth session in September 2003, Working Group V (Insolvency Law)
discussed applicable law in insolvency proceedings on the basis of document
A/CN.9/'WG.V/WP.63/Add.17. The Secretariat was requested to reflect the discussion in
revising the text of the recommendations on applicable law and to develop a commentary
for consideration by the Working Group at its next session. The Secretariat was aso
requested to consult with the Hague Conference on Private International Law.

2. This note sets forth, for the consideration of the Working Group, a draft
commentary on applicable law in insolvency proceedings and a set of revised
recommendations developed in consultation with the Hague Conference on Private
International Law. This material is intended to replace the existing section D
following para. 652 of document A/CN.9/WG.V/WP.70 Part |l (and would require
appropriate renumbering of the commentary and recommendations of that
document).

3. The Working Group may wish to consider the placement of the revised
recommendation 179 in the Guide, on the basis that it does not address issues of applicable
law (see also recommendation 74(a) in chapter |1.F on avoidance).
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Part Two. Core provisionsfor an effective and efficient insolvency law

V. Management of proceedings

D. Applicablelaw in insolvency proceedings

1

Introduction

652a. Where insolvency proceedings involve parties or assets located in different
States, complex questions may arise as to the law that will apply to questions of
validity and effectiveness of rights in those assets or of other claims; and to the
treatment of those assets and of the rights and claims of those foreign parties in the
insolvency proceedings. In the case of such insolvency proceedings, the forum State
will usually apply its private international law rules (or conflict of laws rules) to
determine which law is applicable to the validity and effectiveness of a right or
claim and to their treatment in the insolvency proceedings. The UNCITRAL Model
Law on Cross-Border Insolvency (see chapter VII) does not include harmonized
conflict of laws rules for adoption by enacting States, thus leaving these matters to
established rules and practices. While insolvency proceedings may typically be
governed by the law of the State in which those proceedings are commenced (the lex
fori concursus), many States have adopted exceptions to the application of that law
which vary both in number and scope. The diversity in the number and scope of
these exceptions may create uncertainty and unpredictability for parties involved in
cross-border insolvency proceedings. By specifically addressing, in a transparent and
predictable manner, issues of applicable law an insolvency law can assist in
providing certainty with respect to the effects of insolvency proceedings on the
rights and claims of parties affected by those proceedings.

Law applicable to the creation of rights, entitlements and claims

652b. In a purely domestic setting, insolvency law does not “create’ rights
(personal or proprietary) or claims, but should respect the rights and claims that have
been acquired against the debtor according to other applicable laws, that is civil,
commercial, or public law. Insolvency law concerns itself with determining the
relative position of each of those rights and claims once insolvency proceedings
have commenced and, where appropriate, with establishing the restrictions and
modifications to which they will be subject in insolvency proceedings in order to
fulfil the collective aims of those proceedings. These limits and restrictions are
“insolvency effects’” because they arise from the commencement of insolvency
proceedings against a debtor.

652c.  In the context of cross-border insolvency, it is essential to distinguish between the
creation of rights and claims under the law designated as applicable law (whether domestic
or foreign substantive law) in accordance with the conflict of laws rules of the forum and
the insolvency effects on those rights and claims. Since, as noted, the insolvency law does
not establish rights or claims, the issue of whether a given right or claim has been created,
and the content of that right or claim, belongs to the realm of general conflict of laws rules.
It is typical under general conflict of laws rules, for example, that the law governing the
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contract will determine if a contractual claim exists against the insolvent debtor and the
amount of that claim; that the lex rei sitae will determineif a security interest in immovable
assets has been created in favour of a specific creditor, and so on. In this sphere, each State
will apply its own conflict of laws rules, including any international conventions in force.
In the case of an insolvency proceeding, the forum State will usually apply its conflict of
laws rules to determine which law governs the validity and effectiveness of aright or claim
before considering the treatment of the right or claim in the insolvency proceedings. It is
important to stress that the determination of validity and effectiveness is not an insolvency
guestion, but a matter of other applicable law.

3. Law applicableto insolvency effects—lex fori concursus

652d. Once a right or clam is determined to be valid and effective under the law
designated as applicable by the conflict of laws rules of the forum, a second issue is the
effect of insolvency proceedings on the right or claim — that is, whether it will be
recognized and admitted in the insolvency proceedings and, if so, its relative position. This
is an insolvency matter. From the conflict of laws point of view, the problem in this second
phase lies in determining the law applicable to these insolvency effects. It is quite typical
that the law of the State in which insolvency proceedings are commenced, the lex fori
concursus, will govern the commencement, conduct, administration and conclusion of
those proceedings. This would generaly include, for example, determining the debtors that
may be subject to the insolvency law; the parties that may apply for commencement of
insolvency proceedings and the eligibility tests to be met; the effects of commencement,
including the scope of application of a stay; the organization of the administration of the
estate; the powers and functions of the participants; rules on admissibility of claims;
priority and ranking of claims; and rules on distribution. Accordingly, this law generally
will govern the insolvency effects over rights and claims validly acquired under foreign
law, for example, whether the right or claim, given its nature and conditions, is admissible
in the insolvency of the debtor and how it will be ranked.

652e. Problems may arise when the law governing the ranking of a claim and the
applicable law other than the insolvency law governing the claim are different. The
categories of privileges and priorities that exist and the ranking of claims is always
established by the lex fori concursus. Normally, when establishing these categories
and ranking, the insolvency law of a State takes into account the existence of these
claims under the domestic law of the State. However, the claim of a creditor may be
constituted in accordance with a foreign law. In that case, it is necessary to
determine which claims created under foreign law qualify as equivalent to domestic
law claims conferring certain privileges or priorities. In other words, it is necessary
to examine whether the kind of claim created under foreign law is “equivalent” to
the kind of claim upon which the lex fori concursus confers a special status in
insolvency proceedings. The test to apply is whether or not both claims, given their
essential content and their function, correspond to each other to the extent that they
can be considered as “functionally interchangeable”. If the answer is in the
affirmative, the claims should be considered as equivalent and receive the same
treatment in insolvency proceedings. In the event that equivalence cannot be
established, the claim would generally be treated as an ordinary claim.
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(b)

Law applicableto insolvency effects - exceptionsto the lex fori concursus

652f.  To determine the insolvency effects on valid and effective rights and claims, some
laws adopt exceptions to the application of the lex fori concursus. The purpose of the
exception is not to change the law applicable to the question of validity and enforceability
(which continues to be governed by the general conflict of laws rules of the forum), but to
change the law applicable to the insolvency effects. Instead of applying the lex fori
concursus, the insolvency effects may be governed, for example, by the same law
applicable to the question of validity and effectiveness. For instance, the insolvency effects
over a right to set-off may be determined not by the lex fori concursus, but by the law
applicable to the right of set-off. Other examples of exceptions to the application of the law
of the forum that have been adopted by different insolvency laws address the law
applicable to payments systems, labour contracts, avoidance provisions, and proprietary
rights.

Payment and settlement systems and regulated financial markets

652g. Exceptions to the application of the lex fori concursus respond, in genera, to
certain social policy considerations. Some laws focus, for example, on supporting
commercial certainty and reducing risk for the parties engaged in commercial transactions.
The parties to a transaction shape their relationships against the background of a specific
legal environment, which includes consideration of the degree to which their rights will be
protected in the event of the insolvency of the debtor, the most typical risk faced by any
creditor. The application of the law under which the right or claim in question was created
may be, in genera, less costly for the creditor to learn, more predictable in terms of
insolvency effects and more difficult for the debtor to manipulate ex-post than the
application of the law of the debtor’s centre of main interests or domicile. On that basis, it
may be argued that it would be reasonable, under certain circumstances, to permit and
protect reliance by the parties on the law under which the right or claim was created. A key
example relates to payment or settlement systems and regulated financial markets, which
many insolvency laws recognize as requiring an exception to the application of the lex fori
concursus. By applying the law that is applicable to the system or the regulated market,
alteration of the mechanisms for payment and settlement in the event of insolvency of a
participant can be avoided, thus protecting general certainty and confidence in the system
or market and avoiding systemic risk.

Labour contracts

652h. Some laws adopt exceptions to preserve certain rights or interests specialy
protected by the law of a State from the uncertainties or inconsistencies that may result
from the application of the insolvency effects of aforeign lex fori concursus. For example,
with respect to labour contracts, special (often mandatory) protections may be afforded in
terms of afinancia safety net for workers, or restrictions on the rejection or modification of
those contracts in insolvency. The rationale of such provisions lies in protecting the
reasonable expectations of employees with respect to their contract of employment,
recognizing that workers may have a relatively weaker bargaining position than their
employers, and in ensuring non-discrimination amongst workers working in the same
jurisdiction, whether they are employed by alocal or by aforeign employer.
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(c) Security interests

652i. Some insolvency laws also adopt this approach with respect to security interests.
This solution means that the law governing a right in rem would determine not only its
creation and general validity, but aso its effectiveness in the case of insolvency
proceedings. In other words, the position of the real security interest in insolvency
proceedings commenced abroad will not be established by the lex fori concursus, but by the
insolvency rules of the law applicable to the security interest. Application of the lex fori
concursus otherwise may affect the legal framework for secured lending, introducing a
factor of instability that may increase the domestic cost of finance. If foreign proceedings
intrude upon local security interests, the value of those security interests may be seriously
impaired. Similarly, a transfer of the debtor’s centre of main interests to a different State
can bring about aradical change in the position of the secured party. Rights of set-off may
also be subject, as noted above, to law other than the law of the forum, for reasons related
to the parties’ expectations, especialy if they engage in regular dealings with each other.

(d) Avoidance provisions

652j. The rationale of supporting certainty and diminishing risk may aso apply to the
application of avoidance provisions. Many insolvency laws provide that the law governing
the avoidance of transactions should be the lex fori concursus, even where, under the
genera conflict of laws rules of the forum, the transactions to be avoided would be
governed by foreign law. Other laws look to the law governing the transaction to also
govern avoidance actions relating to the transaction. The policy underlying these
exceptions to the application of the lex fori concursus protects the counterparty and its
reliance on the law governing the transaction. Such an approach may provide counterparties
with some degree of certainty and predictability that their transaction with the debtor will
not subsequently be subject to attack in insolvency proceedings and assist in reducing the
cost of credit and commercial transactions because of the diminished risk of avoidance
(which may be essential in the case of transactions taking place in a payment or settlement
system).

652k. Some of the laws that look to the law governing the transaction for avoidance
actions adopt an approach that combines both the lex fori concursus and the law governing
the transaction in one of several ways. One approach provides that a transaction will not be
subject to avoidance in insolvency unless it is avoidable both under the law of the State in
which the insolvency proceedings commenced and the law governing the transaction. A
second approach provides that a transaction can be avoided if avoidance can be achieved
under either the law of the forum or the law governing the transaction. One law, for
example, provides that the law of the forum will apply to avoidance, but recognizes the
application of a different law where that different law is stricter than the law of the forum
and would lead to avoidance of awider range of transactions.
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Achieving a balance between the desirability of exceptions and the goals of insolvency

652l. It is critical that policy considerations that form the basis of an exception to the
application of the lex fori concursus be weighed against other considerations that are
central to insolvency proceedings, in particular the goal of maximizing the value of the
insolvency estate for the benefit of all creditors, rather than specific individua creditors,
and treating al similarly-situated creditors equally. The law of the forum will be designed
to support the specific goals of insolvency in that jurisdiction and will provide certainty for
the insolvency representative in performing many of its functions with respect to the
insolvency proceedings, including avoidance of transactions, treatment of contracts,
treatment of clams and so on. Its application in insolvency proceedings may avoid
potentially costly and extensive litigation to determine issues of applicable law for purposes
of insolvency effects, and the validity and effectiveness of rights or claims given the
insolvency effects under the law of the forum. Thus, in may circumstances the application
of the lex fori concursus for insolvency effects may reduce costs and delays and therefore
maximize the value of the insolvency estate for the benefit of all creditors. Furthermore, the
application of an exception to the lex fori concursus for insolvency effects may result in
disparate treatment of the insolvency effects on similarly-situated creditors merely because
their rights and claims are governed by different applicable law. It may be argued, for
example, that the rules of set-off of the forum should be applied to claims on the basis that,
in insolvency, rights of set-off are closely related to the proof and quantification of claims
and policies governing the equal treatment of creditors. Since these are questions regulated
by the law of the forum, the rights of set-off should be similarly regulated.

Recommendations

Purpose of legislative provisions

The purpose of provisions on the applicable law in insolvency proceedingsisto:
(@) facilitate commerce by recognizing, in insolvency proceedings, the
rights and claims that arise before commencement of insolvency proceedings
and the law that will apply to the validity and effectiveness of those rights and
claims;
(b) establish the law applicable in insolvency proceedings and exceptions, if any,
to the application of that law.

Contents of legislative provisions

Recognition of rights and claims arising before commencement

(179) The insolvency law should recognize rights and claims arising under general
law, except to the extent of any express limitation in the insolvency law.
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Law applicable to validity and effectiveness of rights and claims

(180) The law applicable to the validity and effectiveness of rights and claims
existing at the time of the commencement of insolvency proceedings should be
determined by the private international law rules of the State in which insolvency
proceedings are commenced.

Law applicable in insolvency proceedings

(181) The insolvency law of the State in which insolvency proceedings are commenced
(lex fori concursus) should apply to al aspects of the commencement, conduct,
administration and conclusion of those insolvency proceedings and their effects. These may
include, for example:

(@) identification of the debtors that may be subject to insolvency
proceedings;

(b)  determination of when insolvency proceedings can be commenced and
the type of proceeding that can be commenced, the party that can apply for
commencement and whether the commencement criteria should differ
depending upon the party applying for commencement;

(c)  constitution and scope of the insolvency estate;

(d) protection and preservation of the insolvency estate;

(e)  useordisposa of assets;

(f)  proposal, approval, confirmation and implementation of a plan of
reorgani zation,

(g9 avoidance of certain transactions;

(h)  treatment of contracts;

(i)  setoff;

(j)  treatment of secured creditors;

(k)  rights and obligations of the debtor;

() duties and functions of the insolvency representative;

(m)  functions of the creditors and creditor committes;

(n)  treatment of claims;

(0) ranking of clams;

(p)  costs and expenses relating to the insolvency proceedings;

() distribution of proceeds;

() conclusion of the proceedings; and

(s) discharge.

Exceptions to the application of the law of the insolvency proceedings

(182) Notwithstanding recommendation (179), the effects of insolvency proceedings
on the rights and obligations of the participants in a payment or settlement system or
in aregulated financial market shall be governed solely by the law applicable to that
system or market.

(183) Notwithstanding recommendation (179), the effects of insolvency proceedings
on rejection, continuation and modification of labour contracts may be governed by
the law applicable to the contract.



(184) Any exceptions additional to recommendations (182) and (183) should be
limited in number and be clearly set forth or noted in the insolvency law.
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