










































































































































































Recove ry Rates and Absolute Priority Rule
Lenka Hadlova

whether the reo rgani zat ion will be allowed Second 't' I .. , even I t re creditors azree
with reo rganizat ion, they ca n still deprive the debt I' I' . eor 0 liS opportunity to
propose a reorgani zati on plan in case they decide to all ", ow reorgamzation, but

under a plan pr op osed by somebody else than the debtor.

Cha pter I 1 deal s with the risk of misusing the reorganization by

assignin g the co ntro l to the court. Since without a strong control from the

creditors ' s ide, the procedure can be easily misused, the court should

guarantee the legi timacy of reorga nization. The court can stop the

reorgani zation or turn it into a bankruptcy procedure under Chapter 7, in case

it considers that it wo uld be in the best interest of the creditors. The ability of

the cour ts to dec ide whether the reorganization will or will not be efficient

raises questions even in American legal environment, and so taking into

considerati on the Czech instit utional environment, implementation of such

mechanism in Czec h bankruptcy law would be very problematic. Therefore the

Czech legisl a tor decid ed for credito r-controlled reorganization.

Assi gnin g the powers to the creditors, though, carries certain problems as

well. ln parti cu lar , the creditors do not constitute one homogeneous entity

with uniform int er est s. In particular, the interest and incentives may differ

significantly between the sec ured and the unsecured creditors. In particular,

different classe s of creditors may prefer different solution of insolvency

situation. Unsecured and other j unior creditors will be typically more inclined

towards reorgani zation , and of course willing to allow APR violations in their

benefit, than senior sec ured creditor. Since unsecured creditors will typically

lose by immedi ate sale of the assets of the estate (there is usually not enough

money to repay all creditors , that is why the debtor is in default) they may

approve reorgani zation even if it is economically inefficient. On the other

side, secured cred itor may vote against reorganization even if it would be

more efficie nt to reorgani ze, since their claims can be repaid directly and in a

fastest wa y by immediate realization of the secured assets. Important question

fo r the inso lvency law therefore is how to assure that the fight among the

individu al c red itors over their shares of the "pie" will not lead to a solution
94 . f vi

which wi ll d imini sh the size of the pie as a whole. From our point 0 View,

91
See Richter (2005/a), p. 443.
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we can ask fur ther. Not only how to a I hssure, t iat t e creditors ' collective

contro l ov er the proc edure will lead to an efficient sol ti ·f · Iu Ion 0 IOSO vency

situation, but a lso, does this ex- post efficient solution lead to a division of the

value in acco rda nce with the APR?

The Act a ims to achieve an efficient solution of insolvency situation by

allowing for reor gani zation of the insolvent firm , but giving the decision

power ove r the reorgani zation to the residual claimholders on the firm' s value.

ln orde r to ac hieve the best solution for the creditors as a whole, the Act sets

the vot ing maj orities required to decide about reorganization and to approve

the reor gani zati on plan . [I' we assume that the debtor will typically prefer

reorgan izati on , the important power of the creditors is the abil ity to stop

reorgani zati on if they wish to. The creditors can stop reorganization by the

votes o f the maj ority of secured creditors present or represent and the majority

of unsecured cred ito rs present or represent or by a vote of at least 90% of all

claims present or re prese nt. Such construction assures that either the decision

is in lin e with interests of both types of creditors or that the creditors

consti tut e a hom ogeneous group and the claims are mostly of the same type

(either sec ured or unsecured).

The reo rgan izati on plan must be approved by all classes of creditors

except the s ituation of cram-down. As well as under Chapter 11 , the Czech Act

allows approva l of the reorganization plan over an objection of a class of

creditors . T his ca n be, though, only in case that the APR is maintained by the

plan. T he indi vidu al creditors' rights therefore should not be violated against

their wishes .

Addit io na l important element of secured creditors' protection against the

misuse of reor gani zati on procedure to redistribution of the wealth through the

APR vio lat io ns is that the secured creditors earn interest on their claim during

" ' . I' d d by the stay This way thethe tim e peri od when their n g its ale suspen e .
, " 1" . ti n will be borne by those whoeventua l cos ts 01 protr action WIt un leorgamza 10

can pro fit fro m them the most, i.e. junior creditors and shareholders.

. . f he Act designed to protect creditors'As we ca n see, the prO VI SIOns 0 t e c are
. . ht Y occur only with creditors'

fights and any violations of these ng s ma
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approva l. But th is ca n be said to cer tain degree abo t th A . Cu e men can hapter 11

as well (a t least the second part of the statement) TI 'obl is th. le plO em IS t at under

the Chapte r 1 I the APR violations often occur with an approval of the creditor

whose rights ar e bein g violated. Weiss (1990) describes a it ti I ISI ua Ion, wi e n t le

creditors approve a reorganizati on plan violating their priority simply to avoid

lengthy and co stly procedur es which they would have to go through in case no

agreement amo ng creditors was reached. He mentions a costly valuation

hearin g whi ch the judge must order before applying a cram-down and suggests

that " the prosp ect o r such hearin g is often enough to make creditors approve a

plan in whic h their priority is violat ed.,,95Such situation illustrates the rational

behaviour of credito rs who may prefer to voluntarily give up their priority

rights, in ca se that insistin g on them and not approving any plan which wo uld

violate them , would lead to even higher costs.

A logical qu esti on to ask then is: if we can argue that creditors often

approve a plan vio lating their priority under the pressure of lengthy and costly

procedures in U.S . Chapter 11 , then what will be the rational behaviour of the

credit or s und er the new Act cons idering the state of Czech legal and

inst ituti on al env ironment? With a bit of exaggeration, we could suggest, that

the slow and ineffecti ve court system in Czech Republic might force the

credito rs to appr ove a lmost anything in order to avoid any further costs and

delays. F0 rtuna te Iy, the Act seems to take this into account when assigning the

creditor s with s ignificantly stronger position in the proceeding compare to the

Chapter I I. The whole insolvency proceeding is rather under creditors'

contro l, unlike the Chapter 1J where significant powers are left with the

debtor. The re fore, wc have a reason to assume that there will not be such

strong pressure on the creditors to approve the reorganization plan in case it is

not in their best interests. First of all, the Czech creditors will not be facing

the cl ilemma 0 f either approvin g the reorganization plan proposed by the

debtor , or go ing through the lengthy and costly cram-down procedure. They

have the pow er to assign the right to propose a reorganization plan to

somebody e lse than the debtor and thus inlluence the design of the proposed

. . . . I M' er we can argue that the debtors
reorgaruzau on pl an 111 the first pace. oreov ,

95W '
eiss (1990), p. 292 ,
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under Chapter 11 co unt on their stro ng position in the proceedings from the

begi nning. The y can assume that the creditors will approve their

reorgani za tion plan even if it violates creditors' priority rights, and therefore

propose s uc h a plan . On the other side, given the stronger posit ion of the

credito rs under the Czech Act, the Czech debtors should not be inclined so

much to prop ose a plan violating creditors' rights. They cannot forget that the

credito rs may depri ve them of their right to propose a plan.

To co nc lude , we can say that the new Act represents a significant

modi fic ati on of Czech bankrupt cy environment and brings a number of rather

innovati ve so lut ions . It strives to adapt the insolvency proceeding to the

market eco no my environment and turns the participants of bankruptcy from

passi ve obse rve rs int o active designers of the solution. The Act enco urages the

credito rs' inv olvement in the proceedings and strengthens significantly their

positi on . T he new insolvency framework promises a better protection of

credito rs ' rights since the whole proceeding will be under the creditors'

contro l. T he Ac t returns to the regime of full priority of claims. Although the

Act requires the adherence to the APR, certain space for APR violations

within the proceeding will be still present, since it allows for various

negotiat ion s amo ng the debtor and the creditors, with no prescribed solution.

At th e same tim e, we can assume that the creditors' controlled bankruptcy

procedure will lead to respect ing APR to a high degree.

On the sca le of creditor/debtor friendly bankruptcy codes, the new Czech

Act ca n be class ified as rather creditor friendly, since it promises a high

protecti on the creditors' rights. At the same time, when compared to the

current Czech bankruptcy legislati on, we can say that the new Act will be

frie nd lier to both the creditors and the debtors. On one side, it strengthens the, ,

positi on of credi tor s throu ghout the bankruptc y proceeding, but at the same

time it offe rs new options for debtor by introducing the possibili ty of

reor gani zati on .

At the same time, we cannot forget that the law as on the books is one

thin g and its impl ementation in practic e is another. The Czech insolvency

frame wo rk IS characterized not only by unsatisfactor y current bankruptcy

by relative ly poor performance of court system andregul ati on , bu t as well
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wea k institutional environment in general Since th A t' ,. e c alms to transfer many

imp ortant powers from the court system to the credit thi Id I II ors, IS cou le p to

overcom e some of the institutional weaknesses present in the Czech

enviro nme nt. At the same time, it remains a question how (and how quickly)

the creditor s and as well the debtors will be able to adapt to . Ia new inso vency

system and use it in order to achieve a quick and effective bankruptcy

resoluti on. Thi s requires certain effort from the creditors to monitor the debtor

and to enfo rce such conditions of bankruptcy resolution that are in their best

interest s and on the oth er side certain cooperation from the debtor to propose a

reor gani zati on plan which will assure an efficient reorganization of the

insolv ent firm. Although the formal rules of insolvency proceeding can be

changed in relatively short time, the informal institutions and behaviour of

individual players usually changes only gradually through gaining experience.

In thi s contex t, we can raise one more question. We have been talking

about the ab solute priority rule and the adherence to it under the current Czech

bankruptcy law versus the new Czech Insolvency Act. It is a question, though,

wheth er it mak es much sense to ask about the extent of APR violation in the

Cze ch bankruptcy environment where recoveries are reaching to only about

18% (iI' not less) of the value of debts on average. More important question

therefore co uld be, to what degree the new Act will help to increase the

average rec overy rat es; assuming that only sufficiently high recovery rates can

assure that the creditors will truly beneficiate from the adherence to the APR.

We can suggest that the new Act, through making the whole process

mor e transparent and less reliant on an outside decision mechanism, should

provide for a faster and more efficient bankruptcy resolution. The new concept

of the bankruptcy proc eeding aims at employing market mechanisms a n~

aligns the imp ort ant powers in the proceedings with the right incentives and

motivation . The whole process will by controlled by those players who are

truly inter ested on the outcome of the bankruptcy resolution. Therefore we can

hop e that the new Act will help to speed up the insolvency proceedings and

", M er we must take into account thatsave a part of admini strative costs. oreov , '
. fili t oing to brinz anything cood for theup til I now the bankruptcy I mg was no g 0 0 0

. ,. f I d otivation to file for bankruptcyInsolvent firm ancI therefore the irms la no m
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in a time ly mann er. Late bankruptcy filing together with the excessive delays

throughout the proceeding, and even between the filing for bankruptcy and the

declarati on o f ban krupt cy, led to a situation when after the bankruptcy

declarati on there was almo st no value left in the firm to be distributed to the

claimh old er s . The possib ility of reorganization should provide the firms with

the incentive to seek bankruptcy proceeding rather than delay the resolution of

financi al di stress. The new Czech insolvency framework should therefore lead

to better timin g of bankruptcy decis ion and help to increase the average

recover y rat es in the Czec h bankruptci es.
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10. CONCLUSION

In thi s pap er, we have quest ioned the intluence of the claim 's position

within the debto1" scapital structure on the expected recovery rates in

bankruptcy. The type of debt instrument (i.e. whether it is secured or

unsecured) and its standing within the debtor' s capital structure seem to be the

most imp ortant determinants of fut ure recoveries in case of default. At the

same tim e, there are no simple conclusions that can be derived from these

chara cteri sti cs of the claim.

Whil e acco rding to the absolute priority rule (APR) the look at the capital

structure o f the debtor should provide a clear scenario for the claims'

repaym ent in ban kruptcy, in reality the whole process is far more complicated.

A number of empirica l studies document significant violations of the AP R in

bankrup tcy, which lead to wealth redistributions from secured creditors to

unsecured credito rs and shareholders of the firm. The actual recoveries may

di ffer s ig nificantl y from the scenario based on the assumption of adherence to

the APR .

Assessm ent of the capital structure of the debtor is therefore only a

starting point in co ntemplating future recovery prospects of a particular claim.

In esti ma ting future recoveries, we need to account for various characteristic

of bankruptcy proceedin gs within each particular legal system. We need to

investi gate the role of both debtors and creditors within the bankruptcy

procedure and we need to ask who controls the bankruptcy process and whose

rights a re prot ected in the first place. The legal framework fo r bankruptcy

procedures ther efore plays an important role in estimating recovery levels by

financial institutions, since the bankruptcy law determines the space for APR.

violati ons.

Moreover , we have demonstrated that the APR violations, although being

ex- pos t optimal for all part icipants of bankruptcy, may have some significant

effects not only on relative recovery rates of individual claims, but also on ex­

ante beh aviour of the debtors and the creditors. They increase the moral

I . I debt f . and may lead to excessive riskiazard problem s co nnected Wit 1 e t mancing

taking by the debtors. Since the creditors will expect this, the APR violations
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may a ffec t ad ver sely their willingness to provide loans. Violating APR may

therefore have so me significant effects on the econom y as a who le.

Wh ile the current legal framework for bankruptcies in the Czech

Repub lic I S rather poor and allows (and even prescribes) violating the APR,

the new Insol vency Act should bring a significant improvement. We can

expec t that thr ou gh ass igning the creditors with significant powers throughout

the ba nkruptcy proceed ings, the Act should lead to better protection of

credito rs ' rights . The space for APR violations under the new law is limited to

a high degr ee and the whole bankruptcy procedure reflects better the market

mechani sms.

This work alms to provide a step towards understanding the problematic

relationship bet ween the recovery rates and the creditors' rights protection

within the bankruptcy procedure and to draw attention to the importance of

bankru ptcy legal framework for est imating appropriately future recoveries.
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