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we can ask further. Not only how to assure, that the creditors® collective
control over the procedure will lead to an efficient solution of insolvency
situation, but also, does this ex-post efficient solution lead to a division of the

value in accordance with the APR?

The Act aims to achieve an efficient solution of insolvency situation by
allowing for reorganization of the insolvent firm, but giving the decision
power over the reorganization to the residual claimholders on the firm’s value.
[n order to achieve the best solution for the creditors as a whole, the Act sets
the voting majorities required to decide about reorganization and to approve
the reorganization plan. If we assume that the debtor will typically prefer
reorganization, the important power of the creditors is the ability to stop
reorganization if they wish to. The creditors can stop reorganization by the
votes of the majority of secured creditors present or represent and the majority
of unsecured creditors present or represent or by a vote of at least 90% of all
claims present or represent. Such construction assures that either the decision
is in line with interests of both types of creditors or that the creditors
constitute a homogeneous group and the claims are mostly of the same type

(either secured or unsecured).

The reorganization plan must be approved by all classes of creditors
except the situation of cram-down. As well as under Chapter 11, the Czech Act
allows approval of the reorganization plan over an objection of a class of
creditors. This can be, though, only in case that the APR is maintained by the

plan. The individual creditors’ rights therefore should not be violated against

their wishes.

Additional important element of secured creditors’ protection against the

misuse of reorganization procedure to redistribution of the wealth through the

APR violations is that the secured creditors earn interest on their claim during
suspended by the stay. This way the

borne by those who

the time period when their rights are
eventual costs of protraction within reorganization will be

can profit from them the most, i.e. junior creditors and shareholders.

As we can see, the provisions of the Act are designed to protect creditors

rights and any violations of these rights may occur only with creditors
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approval. But this can be said to certain degree about the American Chapter 11
as well (at least the second part of the statement). The problem is that under
the Chapter 11 the APR violations often occur with an approval of the creditor
whose rights are being violated. Weiss (1990) describes a situation, when the
creditors approve a reorganization plan violating their priority simply to avoid
lengthy and costly procedures which they would have to go through in case no
agreement among creditors was reached. He mentions a costly valuation
hearing which the judge must order before applying a cram-down and suggests
that “the prospect of such hearing is often enough to make creditors approve a
plan in which their priority is violated.”” Such situation illustrates the rational
behaviour of creditors who may prefer to voluntarily give up their priority
rights, in case that insisting on them and not approving any plan which would

violate them, would lead to even higher costs.

A logical question to ask then is: if we can argue that creditors often
approve a plan violating their priority under the pressure of lengthy and costly
procedures in U.S. Chapter 11, then what will be the rational behaviour of the
creditors under the new Act considering the state of Czech legal and
institutional environment? With a bit of exaggeration, we could suggest, that
the slow and ineffective court system in Czech Republic might force the
creditors to approve almost anything in order to avoid any further costs and
delays. Fortunately, the Act seems to take this into account when assigning the
creditors with significantly stronger position in the proceeding compare to the
Chapter 11. The whole insolvency proceeding is rather under creditors’
control, unlike the Chapter 11 where significant powers are left with the
| not be such

debtor. Therefore, we have a reason to assume that there wil

strong pressure on the creditors to approve the reorganization plan in case 1t 18

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

the dilemma of either approving the reorganization plan proposed by the

debtor, or going through the lengthy and costly cram-down
he right to propose 2 reorganization plan to

procedure. They

have the power to assign t
s influence the design of the proposed

somebody else than the debtor and thu
e can argue that the debtors

reorganization plan in the first place. Moreover, W

" Weiss (1990), p. 292.
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under Chapter 11 count on their strong position in the proceedings from the

beginning. They can assume that the creditors will approve their
reorganization plan even if it violates creditors’ priority rights, and therefore
propose such a plan. On the other side, given the stronger position of the
creditors under the Czech Act, the Czech debtors should not be inclined so
much to propose a plan violating creditors’ rights. They cannot forget that the

creditors may deprive them of their right to propose a plan.

To conclude, we can say that the new Act represents a significant
modification of Czech bankruptcy environment and brings a number of rather
innovative solutions. It strives to adapt the insolvency proceeding to the
market economy environment and turns the participants of bankruptcy from
passive observers into active designers of the solution. The Act encourages the
creditors’ involvement in the proceedings and strengthens significantly their
position. The new insolvency framework promises a better protection of
creditors’ rights since the whole proceeding will be under the creditors’
control. The Act 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
negotiations among the debtor and the creditors, with no prescribed solution.
At the same time, we can assume that the creditors’ controlled bankruptcy

procedure will lead to respecting APR to a high degree.

On the scale of creditor/debtor friendly bankruptcy codes, the new Czech
Act can be classified as rather creditor friendly, since it promises a high
protection the creditors’ rights. At the same time, when compared to the
current Czech bankruptey legislation, we can say that the new Act will be
friendlier to both, the creditors and the debtors. On one side, it strengthens the
position of creditors throughout the bankruptey proceeding, but at the same

time it offers new options for debtor by introducing the possibility of

reorganization.

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

thing and its implementation in practice is another. The Czech insolvency

framework is characterized not only by unsatisfactory current bankruptey
regulation, but as well by relatively poor performance of court system and
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weak institutional environment in general. Since the Act aims to transfer many
¢

important powers from the court system to the creditors, this could help to

overcome some of the institutional weaknesses present in the Czech

environment. At the same time, it remains a question how (and how quickly)
the creditors and as well the debtors will be able to adapt to a new insolvency
system and use it in order to achieve a quick and effective bankruptcy
resolution. This requires certain effort from the creditors to monitor the debtor
and to enforce such conditions of bankruptcy resolution that are in their best
interests and on the other side certain cooperation from the debtor to propose a
reorganization plan which will assure an efficient reorganization of the
insolvent 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.

[n this context, we can raise one more question. We have been talking
about the absolute priority rule and the adherence to it under the current Czech
bankruptcy law versus the new Czech Insolvency Act. It is a question, though,
whether it makes much sense to ask about the extent of APR violation in the
Czech bankruptcy environment where recoveries are reaching to only about
18% (if not less) of the value of debts on average. More important question
therefore could be, to what degree the new Act will help to increase the
average recovery rates; 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
more 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 proceeding aims at employing market mechanisms and
aligns the important powers in the proceedings with the right incentives and
motivation. The whole process will by controlled by those players who are
truly interested on the outcome of the bankruptey resolution. Therefore we can

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

save a part of administrative costs. Moreover, we must take into account, that

up till now the bankruptey filing was not going to brin
insolvent firm and therefore the firms had no motivation to file for bankruptey

g anything good for the
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in a timely manner. Late bankruptcy filing together with the excessive delays
throughout the proceeding, and even between the filing for bankruptcy and the
declaration of bankruptcy, led to a situation when after the bankruptcy
declaration there was almost no value left in the firm to be distributed to the
claimholders. The possibility of reorganization should provide the firms with
the incentive to seck bankruptey proceeding rather than delay the resolution of
financial distress. The new Czech insolvency framework should therefore lead

to better timing of bankruptcy decision and help to increase the average

recovery rates in the Czech bankruptcies.
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10. CONCLUSION

[n this paper, we have questioned the influence of the claim’s position
within the debtor’s capital 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 important determinants of future recoveries in case of default. At the
same time, there are no simple conclusions that can be derived from these

characteristics of the claim.

While according to the absolute priority rule (APR) the look at the capital
structure of the debtor should provide a clear scenario for the claims’
repayment in bankruptcy, in reality the whole process is far more complicated.
A number of empirical studies document significant violations of the APR in
bankruptcy, which lead to wealth redistributions from secured creditors to
unsecured creditors and shareholders of the firm. The actual recoveries may
differ significantly from the scenario based on the assumption of adherence to

the APR.

Assessment of the capital structure of the debtor is therefore only a
starting point in contemplating future recovery prospects of a particular claim.
In estimating future recoveries, we need to account for various characteristic
of bankruptcy proceedings within each particular legal system. We need to
investigate the role of both debtors and creditors within the bankruptcy
procedure and we need to ask who controls the bankruptcy process and whose
rights are protected in the first place. The legal framework for bankruptcy
procedures therefore plays an important role in estimating recovery levels by
financial institutions, since the bankruptcy law determines the space for APR

violations.

Moreover, we have demonstrated that the APR violations, although being
ex-post optimal for all participants of bankruptcy, may have some significant
effects not only on relative recovery rates of individual claims, but also on ex-
ante behaviour of the debtors and the creditors. They increase the moral
hazard problems connected with debt financing and may lead to excessive risk

taking by the debtors. Since the creditors will expect this, the APR violations
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may affect adversely their willingness to provide loans. Violating APR may

therefore have some significant effects on the economy as a whole.

While the current legal framework for bankruptcies in the Czech
Republic is rather poor and allows (and even prescribes) violating the APR,
the new Insolvency Act should bring a significant improvement. We can
expect that through assigning the creditors with significant powers throughout
the bankruptey proceedings, the Act should lead to better protection of
creditors” rights. The space for APR violations under the new law is limited to
a high degree and the whole bankruptcy procedure reflects better the market

mechanisms.

This work aims to provide a step towards understanding the problematic
relationship between the recovery rates and the creditors’ rights protection
within the bankruptcy procedure and to draw attention to the importance of

bankruptcy legal framework for estimating appropriately future recoveries.
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