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This sympostum will mvolve discussions among acadenucs, insolvency practitioners, judges,
and government officials from mainiand China, the Hong Kong SAR, and overseas on PRC
insolvency law reform and cross-border insolvency issues between mainland China and the
HKSAR

DAY 1-17 NOVEMBER 2000
9:00-9:30 Registration
Session 1 - Chinese Bankruptcy and Reorganization Law: Legal Responses

Presentations on the latest draft of the New Chinese Bankruptcy Law, development of
Chinese bankruptcy law since 1986, including analysis of the 1986 State-Owned Enterprise
Bankruptcy Law and other bankruptcy laws; rule of law issues, problems arising when there
is systemic insolvency, and comparative perspectives

9:30-9:45 Welcoming Remarks

Albert HY Chen, Dean & Professor, Faculty of Law, University of Hong Kong

Wang Weiguo, Dean & Professor, Department of Economic Law, Chinese University of
Politics and Law & Member, Working Group for Drafting the New Chinese
Bankruptcy Law, Beijing, China

Charles D Booth, Associate Professor, Faculty of Law, University of Hong Kong

9:45-11:00 Panel 1
Chair:
Zhang Xianchu, Associate Professor, Faculty of Law, University of Hong Kong

Speakers:

Zhu Shao Ping, Chair of the Working Group for Drafting the New Chinese Bankruptcy Law
& Director, Economic Law Department of the Financial Committee under the
Standing Committee of the National People’s Congress, Beijing, China

Wang Weiguo, Dean & Professor, Department of Economic Law, China University of
Politics and Law & Member, Working Group for Drafting the New Chinese
Bankruptcy Law, Beijing, China
Institutional Reasoning in Drafting New Bankruptcy Law of China



Cao Shou Ye, Senior Judge, Supreme People's Court, Beijing, China & Author of the
Supreme Court's Interpretations on Bankruptcy Law
A Judicial Perspective on China's Bankruptcy Law

11:00-11:15 Tea and Coffee Break

11:15-12:45 Panel 2
Chair:

Wang Wei Guo, Dean & Professor, Department of Economic Law, Chinese University of
Politics and Law & Member, Working Group for Drafting the New Chinese
Bankruptcy Law, Beijing, China

Speakers:

Wu Jingming, Associate Professor & Deputy Director, Department of Economic Law, China
University of Politics and Law, Beijing, China
Relationship between Bankruptcy Liquidation and Ordinary Liquidation of
Legal-Person Enterprise

Li Yongjun, Professor, Department of Economic Law, China University of Politics and Law
& Member, Working Group for Drafting the New Chinese Bankruptcy Law, Beijing,
China

Reconsideration of the Reorganization System in China’s Bankruptcy Law and
Relevant Issues

Zhang Xian Chu, Associate Professor, Faculty of Law, University of Hong Kong &
Charles D Booth, Associate Professor, Faculty of Law, University of Hong Kong
Chinese Bankruptcy Law in an Emerging Market Economy:
The Shenzhen Experience

12:45-2:00 Lunch

2:00-3:30 Panel 3
Chair:

Ronald Harmer, Consultant, “Blake Dawson ‘Waldron (Australian law firm) & Staff
Consultant, Asian Development Bank

Speakers:
Cao Shi Bing, Judge, Supreme People’s Court, Beijing, China
Qian Hong Tao, Manager of Legal Affairs Department, Beijing Branch of Xianda Asset-

Management Company, Beijing, China
3



Shi Jianzhong, Associate Professor, Department of Economic Law, China University of
Politics and Law, Beijing, China
Insolvency of Groups:
Problems Involving Parent Companies and Their Affiliates

Commentators:
Aiman Nariman Mohd-Sulaiman, Associate Professor, Private Law Department,
International Islamic University, Selangor, Malaysia

Corporate Group Liability in Insolvency —a Malaysian Perspective

Yu Guanghua, Associate Professor, University of Hong Kong Faculty of Law
The Effect of the Developing of a Market Economy on Chinese Bankruptcy Law

3:30-3:45 Tea and Coffee Break

3:45-5:30 Panel 4
Chair:
Charles D Booth, Associate Professor, Faculty of Law, University of Hong Kong

Speakers:

Ronald Harmer, Consultant, Blake Dawson Waldron (Australian law firm) & Staff
Consultant, Asian Development Bank
Evaluation of the Draft of a New PRC Insolvency Law

Henry Pitney, Senior Counsel & Head, Private Sector Legal Group, Office of the General
Counsel, Asian Development Bank
A New Insolvency Structure for the PRC

Commentators:

Judge Lloyd D George, USDC, District of Nevada, Las Vegas, Nevada, USA
Judicial Management

John Grobowski, Baker & McKenzie, Hong Kong
John Lees, Ferrier Hodgson, Hong Kong
Steven L Schwarcz, Professor, Duke University School of Law & Faculty Director of the

Duke Global Capital Markets Center, Durham, NC, USA
Basics of Business Reorganization in Bankruptcy



Roman Tomasic, Dean & Professor, Faculty of Business & Law, Victonia Umiversity.
Melbourne, Australia & Adjunct Professor of Law, China University of Politics and
Law, Beijing, China

ELG Tyler, Professor, City University School of Law & Chairman of the Hong Kong Law
Reform Commission Sub-Committee on Insolvency
The Roles of the Government and the Private Sector in Insolvency Work

Tsogmaa Zorigt, Munh-Orgil, Idesh & Lynch, Mongolia

6:10 Buses depart for Cocktail Reception

6:30-7:30 Cocktail Reception at the Aberdeen Boat Club, sponsored by Ferrier
Hodgson, represented by John Lees

7:30-8:00 Junk trip to Lamma Island (departing from Aberdeen Boat Club)

8:00-10:00  Seafood dinner on Lamma Island, sponsored by the Centre for
Commercial Law Studies, University of London, represented by Douglas
Arner & Lou Jianbo

Junks provided by: Clifford Chance CMS Cameron McKenna
Ferrier Hodgson Standard Chartered Bank

Bus transportation will be provided from HKU to Aberdeen Boat Club and back to hotels

DAY 2 - 18 November 2000

Session 2 - Chinese Cross-Border Insolvency Issues, with a focus on matters
involving the Hong Kong SAR and Mainland China

Presentations on the state of the law and practice between Hong Kong and mainland China
and proposals for reform; recognition of insolvency proceedings; lessons to be learned from
the insolvency of GITIC; and, for comparative purposes, recent international developments
and the status of the UNCITRAL model law.

9:30-11:00 Panel 1
Chair:

ELG Tyler, Professor, City University School of Law & Chairman of the Hong Kong Law
Reform Commission Sub-Committee on Insolvency

Speakers:

Gerold Herrmann, Secretary, United Nations Commission on International Trade Law,
Vienna, Austria
The UNCITRAL Model Law on Cross-Border Insolvency
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He Shi Piao, Assistant Chair of the Working Group for Drafting the New Chinese
Bankruptcy Law & Director, General Office of the Financial Committee under the
Standing Committee of the National People’s Congress, Beijing, China
Chinese Cross-Border Insolvency Issues

Liu Rong Jun, Professor, Zhongshan University School of Law, Guangzhou, China
Chinese Cross-Border Insolvency Issues

Shi Jingxia, University of International Business and Economics, Beijing, China
Chinese Cross-Border Insolvencies: Current Issues and Future Developments

11:00-11:15 Tea and Coffee Break

11:15-12:45 Panel 2

Charles D Booth, Associate Professor, Faculty of Law, University of Hong Kong

Speaker:

Mark Hyde, Clifford Chance, London, England
Practical Issues Arising from Hong Kong SAR Insolvency Proceedings of
Companies with Assets in Mainland China

Commentators:
Paul Heath QC, Hamilton, New Zealand, Member of the New Zealand Law Commission,
Wellington, New Zealand

A Commentary on Cross-Border Insolvency Issues

Prudence Mitchell, CMS Cameron McKenna, Hong Kong
GITIC

Shinjiro Takagi, Professor, Dokkyo University (Retired Justice of Tokyo High Court (Court
of Appeal)), Tokyo, Japan
Japanese Points of View to the Draft Chinese Bankruptcy Law (Comments to be
presented by Arnold Quittner)

Arnold Quittner, Pachulski,~Stang - Ziehl~Young & Jones, Los Angeles, CA, USA

Philip Smart, Associate Professor, University of Hong Kong Faculty of Law
Recent International Developments: Lessons for China?

Clare Wee, Senior Counsel, Asian Development Bank

12:45-2:00 Lunch



Session 3 - Chinese Bankruptcy and Reorganization Law:
Administrative Responses

Presentations on the role to be played by asset-management companies in mainland China,
recent reforms in other Asian countries that have addressed systemic insolvency problems

through the creation of debt restructuring agencies and of “formalized” informal procedures
for negotiating corporate rescues; and the likelihood of success of instituting such reforms in

mainland China.

2:00-3:30 Panel 1

Chair:

Judith Sihombing, Senior Lecturer, University of Hong Kong Faculty of Law

Speakers:

Lou Jianbo, Fellow, Centre for Commercial Law Studies, University of London, Lecturer in
Chinese Commercial Law, Cambridge University & Lecturer in Law, Peking
University, Beijing, China
Asset-Management Companies and Debt Equity Swaps: Can They Really Work
in China?

Qian Hong Tao, Manager of Legal Affairs Department, Beijing Branch of Xianda Asset-
Management Company, Beijing, China

Wang Weiguo, Dean & Professor, Department of Economic Law, China University of
Politics and Law & Member, Working Group for Drafting the New Chinese
Bankruptcy Law, Beijing, China

Commentator:

Liu Yan, Associate Professor, Peking University Law School, Beijing, China
Mainland China's Accounting Standards for Debt Structure

3:30-3:45 Tea and Coffee Break

3:45-4:45 Panel 2
Chair:

Douglas Arner, Assistant Professor, University of Hong Kong Faculty of Law & Fellow,
Centre for Commercial Law Studies, University of London



Commentators:
Paul Lejot, Axia Capital Partners Ltd, Hong Kong

Tim DeSieno, Bingham Dana LLP, Singapore
Regional Developments

Rabindra Nathan, Shearn Delamore & Co, Kuala Lumpur, Malaysia
Recent Malaysian Reforms

Roman Tomasic, Dean & Professor, Facuity of Business & Law, Victeria University,
Melbourne, Australia & Adjunct Professor of Law, China University of Politics and
Law, Beijing, China

4:45-5:15 Concluding Remarks

Wang Weiguo, Dean & Professor, Department of Economic Law, Chinese University of
Politics and Law & Member, Working Group for Drafting the New Chinese
Bankruptcy Law, Beijing, China

Charles D Booth, Associate Professor, Faculty of Law, University of Hong Kong



Fees:
Attendance for one day will cost HK$2,000 (US$265), for two days, HK$3,000 (US$395)

Discounts are available for Friends of the Faculty and Members of the Hong Kong Society of
Accountants, Insolvency Interest Group, or Inter-Pacific Bar Association. one day, HK$1,500
(US$200); two days, HK$2,000 (US$265).

Simultaneous Translation:

Simultaneous translation between English and Mandarin will be provided.

CPD Credits:

6 CPD credits/per day will be awarded to attendees who are members of the Law Society of
Hong Kong. CPD credits will also be awarded to attendees who are members of the New
York Bar or the California Bar.

Symposium Organizing Committee:

Douglas Arner, Faculty of Law, University of Hong Kong

Charles Booth (Chairman), Faculty of Law, University of Hong Kong

Judith Sihombing, Faculty of Law, University of Hong Kong

Philip Smart, Faculty of Law, University of Hong Kong

Wang Weiguo, Department of Economic Law, China University of Politics and Law
Zhang Xian Chu, Faculty of Law, University of Hong Kong

The Organizing Committee wishes to express their gratitude to the Symposium Co-sponsors
for their generous support of the Symposium and the related events. In particular, we would
like to acknowledge the important roles played by the following individuals:

John Craig & Arnold Quittner, Inter-Pacific Bar Association

John Lees, Ferrier Hodgson & the Hong Kong Society of Accountants
Joseph Norton, Centre for Commercial Law Studies, University of London
Mark S Scarberry, Pepperdine University School of Law

Steven L Schwarcz, Duke University Global Capital Market Centre
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INSTITUTIONAL REASONING

IN DRAFTING NEW BANKRUPTCY LAW OF CHINA

Wang Weiguo™

Introduction

In line with the legislation plan of the Standing Committee of the 8th NPC, the Fiscal and
Economic Committee of the PRC National People's Congress has organized the drafting work
for renewing bankruptcy law since March 1994. In the autumn of 1995 the Draft Bankruptcy
Law ("the 1995 Draft") containing 10 chapters and 193 articles was proposed to the higher
authority. In the next year, the drafting process was actually shelved due to some reasons.
After four years past, the drafters were called up and informed of a new working schedule for
the drafting work in March 2000. The re-start is fundamentally continuation of the former
efforts. A draft named "the Business Bankruptcy and Reorganization Law”, formulated on the
basis of the 1995 Draft, was discussed at a symposium in July 2000.

During the four-year rest period of the drafting work, there were some significant events
that might be influential upon our further efforts, e.g. the deepening of SOE reform, China's
entering into WTO, the Asian financial storm, and new achievements of overseas and
domestic researches on bankruptcy law. When reviewing the 1995 Daft today, we realize that
there are a number of issues that are still disputable or need to be reconsidered under the
circumstances of the new experience and achievements.

Bankruptcy law is placed in such a realm that is full of conflicts of interests. Dealing with
the conflicts there are different opinions related to legal policies and institutional designs. The
task of legislature is not simply to pick up any of them but to find a better solution with good
reasoning. This paper intends to make a discussion on the different ideas around some of the
major issues.

1. The Scope of Application

The existing 1986 Enterprise Bankruptcy Law and the 1991 Civil Procedure Law limit their
application to the scope of enterprise legal persons. Up to now partnerships, sole
proprietorships and natural persons are not subject to bankruptcy proceedings.

In early 1994 there was a debate on the scope of application and three propositions were
concluded. The first is so-called "large scope” position, suggesting the new law to be
applicable to all types of enterprises, legal persons or non-legal-persons, and all natural
persons. Second, it is also proposed by "small scope” position that the new law should be
applied to merely enterprise legal persons, just as the existing laws stipulated. Thirdly, the
"medium scope” position stood inbetween, preferring a scope including enterprise legal
persons, partnership enterprises with their partners, sole proprietorships with their investors.

* Professor of law, Dean of the Department of Economic Law, China University of Political Science and Law,
Beijing; Member of the Working Group for Drafting Bankruptcy Law, the Fiscal and Economic Committee of the
National People's Congress. Email address: wgwang@public.bta.net.cn



The last opinion has been adopted by the 1995 Draft.

There are two focuses in the arguments. The one is whether non-legal-person enterprises
should become inciuded in bankruptcy proceedings. The other is concerning the necessity and
possibility of involvement of natural persons.

As a matter of fact the voice for "large scope” was not strong enough. Several arguments
led to the conclusion that at the present stage China could not push insolvent individuals into
bankruptcy unlimitedly. The first argument is that in Chinese history there has long been no
bankruptcy system for general individuals. The traditional moral criterion requires people to
pay debts faithfully so that all the unpaid debts are supposed to be carried forward from
generation to generation. At the second place, in Chinese society the consumers' common
attitude is "saving the future” rather than "overdrawing the future" so that the concept of
"consumer insolvency" is not important in this country. Thirdly, in China's transition period
lots of ordinary individuals are unable to pay debts for complicated reasons, social or personal,
and cannot be fairly shamed by declaration of bankruptcy. Forth, the capacity of the judicial
system and professional service is insufficient to deal with so large number of cases of
individual insolvency, that are sometimes more difficult by reason that, among others,
insolvent individuals' property is often laborious to be found and captured.

The "small scope” theory was supported by some officials and judges. They stressed on the
difficulties in some technical matters, for instance enforcement and exemption of individual
debtors' property. The key question here is whether the non-legal-person enterprises should be
included in the scope of bankruptcy law. According to the official statistics, at the end of 1994
China had 8.37 million enterprises in total and among them 4.178 million were
non-legal-person ones. Under such circumstances the situation that half of the economic
entities are kept out of bankruptcy proceedings does not meet the requirements of equal
treatment and unified regulation in market economy. Furthermore, it can be seen that the
problem of enforceable property also appears in ordinary civil execution but there has never
been an argument that individuals are not eligible under the Civil Procedure Law.

The fundamental reason for adopting "medium scope" position in the 1995 Draft is that the
new bankruptcy legislation aims mainly at the legal framework for the development of
"socialist market economy”, in which all the business persons and commercial debts can be
regulated uniformly and equally. The "medium scope" scheme may be categorized to the
model of traditional "merchant bankruptcy”" system that can be seen in French and Italian
bankruptcy legislation.

2. Commencement Criterion
The term "bankruptcy cause" is commonly used in.China, that refers to one or several
factual elements by which a bankruptcy procedure can be applied and a debtor can be
declared bankrupt. The existing Enterprise Bankruptcy Law defines such cause with three
elements: (1) poor operation and management, (2) serious losses, and (3) inability to repay
debts. In the 1995 Draft it is simplified to a single element, i.e. "unable to pay due debts".
This element may be presumed on fact of "cessation of payment".!

' Anticle 3 of the 2000 Draft Business Bankruptcy and Reorganization Law reads: "When a debtor is unable to pay
due debts, all its debts shall be liquidated in accordance with the procedures provided in the Law. The cessation of
payment by a debtor is presumed as inability of payment.”



The Drafting Committee provides two reasons for this single-element definition. First, it 1s
clear and definite so as to be applied easily. Second, it is consistent with the international
practice.”

In the drafting process someone argued that the simplification of bankruptcy cause would
result in large-scale increase of bankruptcy cases, and therefore suggested to maintain
"serious losses" as another element in the definition. This viewpoint is incorrect. Opening up
the gate of bankruptcy proceedings does not necessarily mean that more and more enterprises
in financial difficuities will be pushed into the abyss of bankruptcy liquidation. Instead, the
Draft intends to push them ahead to explore the possibility for rehabilitation by applying
timely the proceeding of reorganization or composition that shall be given in the new law.
Even in case that an enterprise is not recoverable, earlier commencement of bankruptcy
liquidation is more benefit 1o both creditors and the society in the sense of saving assets and
reducing losses as far as possible. On the other hand, just as pointed out by senior judges of
the Supreme People's Court when discussing the Draft, the element of "serious losses" is not
manipulable because in judicial practice there is no test to identify the seriousness of losses.

In addition to the criterion stated above, that is commonly applicable to all sorts of
proceedings in the Draft, there is a special criterion for commencement of reorganization
proceeding -- the likelihood of inability to pay due debts owing to difficulties in business and
finance. It can be seen that the legislation encourages enterprises in financial difficulties to
enter into judicial reorganization before the situation of insolvency has apparently come about.
It follows such an idea that when dealing with a sick horse it is better to cure it as early as
possible.

3. Administrator

According to the existing Enterprise Bankruptcy Law, during the period between
acceptance of bankruptcy case and bankruptcy adjudication the debtor's assets shall be
managed by the debtor itself; it is only after the bankruptcy adjudication that the assets shall
be taken over by the team of bankruptcy liquidators. Therefore there is a large room for a
debtor to conceal, unlawfully distribute or waste its assets.

The 1995 Draft has filled up this gap, providing that the people's court shall appoint an
administrator when accepting insolvency case. The administrator shall take over the control of
day-to-day management and operations of the debtor's property and be responsible to the
people's court. The operations of the administrators shall be subject to the monitoring by the
creditors' meeting. Administrator shall attend creditors' meetings, reporting the performance
of his mission and answering questions. In reorganization proceeding, furthermore, the
administrator shall be in charge of formulation of a draft reorganization plan.

The reason for appointment of administrator is not merely to avoid losses from debtor’s
unlawful conducts, but to maintain the value, especially the going concern value, of the assets.
This is benefit to not only the creditors' interests in liquidation but also the common interests
of creditors and the debtor in reorganization, so as to keep consistent with the international
trend of shifting the concentration of bankruptcy law from debt liquidation to business

2 For example, Section 17 of the Germany Insolvent Statute of 1994 reads: "(1) Illiquidity shall be the reason to
open insolvency proceedings. (2) The debtor shall be deemed illiquid if he is unable to meet his mature obligations
to pay. Illiquidity shall be presumed as a rule if the debtor has stopped payment.”



rehabilitation,

Anyhow, there are still some questions for further consideration.

(1) Admmistrator or the debtor, who shall be entrusted 1o manage the assets?

In United States. for instance, most of the insolvent debtors are authorized automatically to
control assets and continue business operation as a "debtor in possession” under Chapter 11 of
the Bankruptcy Code. The advantage of this arrangement is that the debtor has more skill and
incentive to do business well. The disadvantage is the likelihood of the debtor's "moral
hazard" that risks the creditors' interests. In present China such kind of hazard is so serious
that few people feel at ease if an insolvent company is highly entrusted in managing assets
itself in bankruptcy procedure. It seems that rescuing the debtor and protecting the creditors
are incompatible objectives. In some countries, for instance UK, Australia, French and Japan,
assets and business of an insolvent debtor are usually entrusted to one or several
legally-appointed administrators.

Anyhow, compromise solutions are also thinkable. In the Germany Insolvent Statute of 1994,
provisions on "Personal Management" in Part Seven allow a debtor to manage and dispose the
assets involved in the insolvency proceedings under surveillance by a custodian if the insolvency
court orders such personal management while deciding on the opening of the proceedings. The
preconditions to this order are (1) the debtor's request, (2) the consent of the creditor who
petitioned the opening of the proceedings, and (3) the expectation that the order will not lead to a
delay in the proceedings or other disadvantages to the creditors.

In China the 1995 Draft, assets and business are generally authorized to administrator. In the
period of reorganization, however, the administrator is entitled to appoint the debtor's
management with the mission of carrying out the business operation of the enterprise. Those
appointed persons shall ask for the administrator's consent when performing any of the
actions specified in the Law. This scheme appears cautious but flexible. It provides the debtor
a chance to contribute the business continuation during the bankruptcy proceedings even
though it is subject to some restraints.

(2) Administrator or creditors' meeting, who has superior power over the assets?

The 1995 Draft sets out great deal of powers for administrators, for instance taking over the
control of all the property, determining the day-to-day expenditure and other necessary
spending of the debtor, request for determining whether the debtor continues to operate,
management and disposal of property of the debtor, and so on. On the other hand, the Draft
also provides the creditors' meeting and its representative, i.e. supervisors, a strong position to
monitor administrator's performance. Almost all the dispositions of the debtor's property and
related rights performed by administrator must be consented by supervisors or creditors'
meeting. For example, assignment of the stock of goods,.lending money and pledging
property as security, transfer of movables worth more than RMB 1,000 for the purpose of
business continuance, are often necessary for administrator's function. If we hope a more
efficient administration, why not to give administrator more discretionary powers?> One of

* Comparatively, many other countries give administrators much stronger power in control and disposition of
insolvency assets. For instance, in England, the Insolvency Act 1986 stipulates in Section 14 that the administrator
"may do all such things as may be necessary for the management of the affairs, business and property of the
company”, In Australia Corporations Law provides in Section 437A that the administrator (a) has control of the
company’s business, property and affairs; (b) may carry on the business and manage the property and affairs; (c)
may terminate or dispose of all or part of the business, and may dispose of any of the property; (d) may perform
any function, and exercise any power, that the company or any of its officers could usually perform or exercise.



the reasons lies n the situation that China wants thousands of insolvency practiuoners. Before
such a profession is developed it could be safe to give priority to adequate protection of
credtors. There is no doubt that China has a long way to go for developing and maintaining
an ethical and competent profession of bankruptcy practitioners.® Anvway., the new
legislation is a good beginning and "a good beginning is half the battie.”

4. Encumbered Assets and Secured Creditors

Business rehabilitation has long been one of the objectives of the bankruptcy legislation of
China. In the 1986 Enterprise Bankruptcy Law there is a chapter on composition and
renovation proceedings. Although these proceedings have proven failed to be utilized for
some special reasons,” the demand for business rehabilitation has never ceased and even
become stronger along with the deepening of the economic reform.

When viewed internationally, jurisdictions fall into four main groups as regards their
attitude to security as a protection against insolvency - (1) those very sympathetic (e.g.
English-based countries, Sweden); (2) those fairly sympathetic (e.g. Germany, Netherlands,
Japan, Switzerland, United States); (3) those quite hostile (e.g. Belgium,, most Latin
American countries, Spain) and (4) those very hostile (e.g. Austria, France, Italy).®

When designing Chapter 5 proceeding, the drafting team made a favorable consideration to
security. On the one hand, they highlighted the necessity of automatic stay for the purpose of
corporate rehabilitation. On the other hand, they attempted to maintain the interests of secured

creditors. The treatment of encumbered assets and secured creditors may be sketched as the
following.

(1) Automatic stay

The 1995 Draft stipulate: “After the acceptance of insolvency case by the people's court
and prior to the bankruptcy adjudication, all the rights of mortgage, pledge and lien over the
debtor's property or property rights shall stop exercise.” This situation shall continue until the
reorganisation plan is executed, or the proceeding terminates without fulfillment of
reorganisation plan. As a general rule, when the insolvency case goes into the proceeding of
composition or bankruptcy liquidation, the secured claims are unfrozen automatically as soon as
the proceeding is opened.

(2) Time limit and termination

The Draft takes some measures to avoid unreasonable delay that is harmful to the secured
creditors. First, the length of the period of reorganisation observation is limited to "not exceed
12 months", unless a specified extension is proven necessary and permitted by the court.
Second, the creditors are entitled to ask the court to terminate the period of reorganisation
observation ahead of schedule by one of the reasons specified in the Law.’

 For detailed analysis, see Bahrin (Kam) Kamarul, The Role of Bankruptcy Practitioners and the Draft
Bankruptcy Law of the People's Republic of China: An Empirical Perspective, Australian Journal of Corporate
Law, Vol.9, No.3. December 1998, pp.272-283.
5 See, Wang Weiguo, Adopting Corporate Rescue Regimes in China: A Comparative Survey, Australian Journal of
Corporate Law, Vol.9, No.3, December 1998, pp.237-239.
¢ See. Philip R. Wood, Principles of International Insolvency, Sweet & Maxwell, London, 1995, pp.177-178.
Article 104(1) of the 1995 Draft lists the reasons as the following: (1) The business and financial conditions of
the debtor continue to deteriorate, showing little or no hope of rehabilitation; (2) The debtor cheats, or reduces
enterprise property in bad faith, or delays unreasonably, or has other acts obviously harmful to the interests of the
creditors; (3) The administrator is impossible to perform his missions because of the acts of the debtor’s corporate
organs and other personnel.



(3) Perishable assets

Perishable assets is a problem concerned with by the drafters. The 1995 Draft provides that
in the period of reorganisation observation the mortgagees. pledgees and lienors to the debtor
shall not exercise the right of disposal to the security collateral. However, if the movables
subject 10 pledge or lien will possibly be damaged or devalued. the pledgors or lienors may
auction off or sell them and have the prices obtained thereby to be lodged.

(4) Disposition of assets

Administrator is not empowered to dispose security unless the secured is protected
adequately. The Draft provides that, to continue a debtor's business operation, the
administrator may retrieve a movable subject to pledge or lien, with the condition of offering
superseded security.

Therefore we share the principle conclusions of the IMF Legal Department:

"In the context of a rehabilitation proceeding, a stay on the ability of secured
creditors to exercise their rights against the collateral during the entire period of the
proceedings is critical. However, this does not reduce the need to provide such
creditors with adequate protection (including relief from the stay when such
protection cannot be given) and, in that context, this provides an additional reason

for imposing time limits on the duration of the proceedings."®

3. Creditors' Meeting

The 1986 Enterprise Bankruptcy Law grants creditors' meeting only three categories of
functions and powers: (1) to examine and confirm claims; (2) to vote on a draft composition
agreement; (3) to vote on schemes for disposition and distribution of bankruptcy property.

The 1995 Draft expands functions and powers of creditors’ meeting to eight categories: (1)
to elect and replace supervisors; (2) to investigate filed claims; (3) to determine the
continuance or suspension of debtor's business operation; (4) to vote on a composition
agreement; (5) to vote on a reorganization plan; (6) to vote on a scheme for management of
the debtor's assets; (7) to vote on a scheme for disposition of bankruptcy property; (8) to vote
on a scheme for distribution of bankruptcy property. Among them category 1 is related to the
design of administrator, categories 3, 5 and 6 are mainly related to the design of
reorganization proceeding.

Additionally, the creditors’ meeting or individual creditors may exercise the following
rights: (1) to request the court to dismiss and replace the administrator or bankruptcy
liquidator in case he is incompetent, or neglects his duty, or has other illegal acts; (2) to
request the court to declare the debtor bankrupt in case it breaches the terms of satisfaction in
the composition agreement; (3).to.request the.court to.make a decision on discontinuing part
or entire operations of the debtor, or imposing necessary restrictions on its business activities
in the period of reorganization observation; (4) to request the court to make a decision to
terminate the reorganization procedure in case one of the specified circumstances takes place
after the opening of reorganization proceeding; (5) to request the court to make a decision to
terminate the execution of the reorganization plan in case the reorganizing enterprise is unable
or refuses to follow the reorganization plan.

® IMF Legal Department, Orderly & Effective Insolvency Procedures: Key Issues, published by the International
Monetary Fund.1999, p.70



Briefly speaking. the Draft insist in a fundamental principle when it expands the funcuons
and powers of the creditors' meeting. that is, strengthening the status and function of creditors
in bankruptcy proceedings. This principle is significant to the entire system of bankruptcy law,
just as the IMF Legal Department states:

"Given that creditors are key beneficiaries of the insolvency process, the law

should be designed and implemented in a manner that enables them to play an active
role in this process. They should normally be the decision makers in a number of
key areas. For example, during liquidation proceedings, it is advisable that creditors
be given the authority to dismiss the liquidator (discussed below), approve the
temporary continuation of the business by the liquidator, and approve a private sale.
In rehabilitation proceedings, they should normally have the authority to dismiss the
administrator and propose and approve a rehabilitation plan. In addition, the law
should give them a role in requesting or recommending action from the court,
including, for example, a recommendation that the rehabilitation proceedings be
converted to liquidation. Giving creditors an active role in the process is particularly
important when the institutional framework is relatively underdeveloped. Creditors
will lose confidence in the process if all of the key decisions are made by individuals
that are perceived as having limited expertise or independence."’

6. Composition

The 1986 Enterprise Bankruptcy Law lies its original guideline in the purpose of impelling
enterprises to improve their management and operation, not expecting to see many enterprises
going bankrupt. That is the reason why the Law adopts composition proceeding. What seems
unique is that the Law joins a government-handled renovation proceeding with the
composition proceeding together. The joint proceedings are stipulated as the following:

-- Commencement of the joint proceedings relies on three conditions: (1) the case is
petitioned by creditor(s) rather than the debtor; (2) the government agency authorized to
master the debtor enterprise puts forward a request for renovation to the court and the
creditors’ meeting, referring to a scheme of renovation with the period of no more than two
years, within three months after the acceptance of the case; (3) in the meantime the enterprise
submits a draft composition to the creditors’ meeting.

-- When the draft composition is approved by the meeting and confirmed by the court, it
becomes an effective agreement, then the bankruptcy proceeding is suspended.

-- When the composition agreement becomes effective, the enterprise is renovated in the
charge of the authorized agency. The scheme of renovation shall be discussed by the workers’
congress and the progress of the renovation shall be reported.to.the workers congress and the
creditors’ meeting.

-- If the enterprise becomes able to perform the composition agreement after the renovation,
the bankruptcy case shall be closed. Otherwise, the enterprise does not perform the
composition agreement, the court shall adjudicate it to be bankrupt

Not surprisingly, in the past ten years, the cases applying these joint proceedings were
extremely few (near zero), although up to ten thousands of bankruptcy cases were accepted by
the people’s courts of deferent levels. There are mainly two reasons. First, almost no

® IMF Legal Department, ibid, p.74.



authorized agency has the incentive to bear such a costly, troublesome and someumes risky
mission. After all, it has no concern in the interests of the agency or its officers. Secondly.
creditors have no basis to trust the authorized agency, for the Law does not grant any means
for creditors to control or influence the process of renovation, nor does it impose an)
responsibility upon the authorized agency for its misfeasance or blamable failure in the
process.

The 1995 Draft simplifies the composition procedure to a large extent.

First, the opening of the composition proceeding becomes much easier. On one hand, a
debtor when filing petition for acceptance of an insolvency case may, in the meantime or
afterwards, apply for composition. On the other, either debtor or any of the creditors is
allowed to apply to the court for composition.

Second, If the court deems that the debtor's composition application meets the provisions of
the Law, it shall make a decision for opening of composition proceeding and call the creditors'
meeting to vote on the draft composition agreement. After the decision the rights of mortgage,
pledge and lien to the debtor's property shall be relieved from the stay.

Third, if the composition agreement is approved by the creditors' meeting, it becomes valid
by confirmation of the court and at the same time the insolvency case is closed.

Forth, the valid composition agreement is enforceable as a contract, but non-performance
of this agreement by the debtor shall lead to an immediate adjudication of bankruptcy.

This simplification is mainly due to the adoption of reorganization proceeding. During the
drafting process some foreign and domestic experts suggested to give up composition
proceeding, following the examples of France in 1985 and Germany in 1994. The drafting
group considered this suggestion carefully. The conclusion was that we would better keep this
proceeding because there were some small cases that might be rescued by more flexible and
cheaper ways. In our mind, actually, composition proceeding is a traditional and simple tool
while reorganization proceeding is a modern and complicated machine. It seems good enough
to cultivate a small garden with a hoe rather than a tractor.'

Additionally, the 1995 Draft provides that after the acceptance of insolvency case by the
court, a debtor may request the court to approve a composition agreement reached
out-of-court with unanimous agreement from all the creditors. In such circumstances the court
shall make a decision to close the insolvency case.

In recent years out-of-court workout has become popular in many countries. The general
trend is that successful business rehabilitation should rely more upon compromise between
the parties and even involvement of non-party investors. Legal proceedings are always rigidly
handled and most of the judges are not familiar with business operation and market
transactions practically. Therefore a wise policy is to provide a larger room for parties’
discretionary arrangement. On the other hand, thinking about the possible abuse and misuse,
we set some requirement such as unanimous agreement for court approval,

7. Reorganization
Reorganization proceeding is very significant in China's new bankruptcy legislation. It had

'® The same scheme can be seen in UK Insolvency Act 1986 which contains both a chapter on composition
proceeding named "Company Voluntary Arrangements” and a chapter on reorganization proceeding named
"Administration Orders."



vet been considered until the first version of the draft was completed. When the first draft was
further discussed. the US Chapter 11 was mntroduced and looked into. Then based on a
consensus that a modern mechanism for business rehabilitation might be adopted. the drafuing
team worked out a new chapter, namely Chapter 5, on reorganisation proceeding, with some
relevant provisions added in other chapters.

The sketch of the reorganisation proceeding may be shown as the following:

-- When application for insolvency case is accepted by court on condition that the debtor
meets the requirements stipulated by law, reorganization proceeding may be applied for
simultaneously, or later on but before bankruptcy adjudication.

-- When the case is accepted, an administrator is appointed by the court and takes over all
the assets and affairs of the company at once.

-- As soon as the case is accepted, all the proceedings or other efforts for claims, either
unsecured or secured, are frozen.

-- In a specified period the administrator is authorized to control the property and business
operation of the enterprise. Protective provisions for the business continuation are granted.

-- The administrator drafts a reorganisation plan and hands it over to the creditors’ meeting.
The meeting votes the plan in different groups. When it is passed, or even failed but anyhow
meets the requirements provided by law, it is submitted to the court for confirmation.

-- When the plan is confirmed the assets and business are taken over by a reorganisation
executor.

-- Upon the execution of reorganisation plan is completed the case is closed or otherwise
goes to the exit.

The original inducement for the adoption of modern corporate rescue regime is the fact that
China has so many enterprises having been insolvent and the society cannot afford the
disaster of enterprises going bankrupt on a large scale. On the other hand, it was realized that
a traditional composition is too simple and mild to meet the needs of business rehabilitation.
It can be therefore concluded that the objective of the draft reorganisation proceeding is to
rescue enterprises in difficulties while fairly clearing their debts."!

Further academic researches have strengthened the legal policy that stresses on, and work
for, corporate rescue. Three theories are taken as the supports.

First of all, the theory of going concern value. It is proved that the value of a company,
especially a large one, as a going concern is much higher than the obtainable money when it is

" As stated by the Fiscal and Economic Committee of the NPC in its explanatory report on the draft law:

“Reorgamisation as a reconstructive debt-clearing regime purports to prevent enterprises, especially large
and medium ones, that are hopeful to be rehabilitate, from bankruptcy liquidation. On the basis of Chinese
national conditions, with reference to the experience of foreign legislation on insolvency, the Draft provides
for reorganisation in Chapter 5 the scope of application, fundamental procedure, protective measures,
formulation and execution of plan, as well as precautions against abuse of the procedure. These provisions
may lead those being insolvent or likely to be insolvent to get away from going bankrupt via reorganisation,
and may avoid chain bankruptcy of enterprises and huge unemployment thereafter. It is of particular
immediate significance and favorable to interest of creditors to keep the business of a reorganizing enterprise
continuing, so as to stop the worsening of its financial and business situation, and to keep off the serious
losses as a result of bankruptcy liquidation. Such provisions in the Draft are not only necessary but also
feasible. As to those on formulation and execution of reorganisation plan, there have been considerable
experience from the economic reform. The rules on reorganisation in the Law are fit to the actual situation of
the enterprises in our country and not hard to be handled. In the meantime, the Draft sets out rigorous rule on
monitoring the formulation, adoption, confirmation and execution of reorganisation plan, so that it is
reachable to forestall any abuse of reorganisation proceeding by a debtor intending to escape from liabilities.”



sold out 1 piecemeal through liquidation. Rescue of an insolvent corporation imphes saving
the value for creditors, and in a sense for the society as well.

Secondly, the theory of common interests. Both a debtor and its creditors will be sacrificed
if the debtor goes bankrupt, or otherwise both are benefited from the rehabilitation of the
debtor. So far as the creditors are concerned, to rescue the debtor means 10 save themselves in
the meantime. If they can get more repayment from the survival of the "sick horse” (the
enterprise in distress) than the allocated "horse meat" (dividends on a liquidation), it is hardly
reasonable to refuse it.

Third, the theory of social interests. Those impaired by corporate bankruptcy are not only
the creditors, but also many other groups such as employees, obligees to the debtor’s creditors,
the community of where the debtor is, the national and local revenues. It seems unjustifiable
to give up the effort of corporate rescue by yielding to the preference of some creditors, for
instance the chargees, and ignoring the detriment suffered by the others.

The following three issues illustrate the efforts under the above guideline.

(1) Commencement of proceeding

In Chapter 5 of the Draft it is provides that the Chapter 5 proceeding applies to enterprise
legal persons with the state specified as commencement criterion and however the possibility
of rehabilitation. Here two factors, eligible debtors and grounds for petition, need to be
noticed.

Eligible debtors. The Chapter 5 proceeding applies to only enterprise legal persons, i.e.
corporations or other enterprises registered as legal persons. This is similar to UK proceeding
of Administration Order and Australian proceeding of Corporate Voluntary Administration,
which are applicable to merely companies. Such a design seems quite careful. In some other
countries, legislatures are much bolder. For example, the US Chapter 11 applies to most
business enterprises, corporate or unincorporated, and individuals, and the French
redressment judiciaire applies to individual merchants, craftsmen and farmers, and all legal
entities subject to private law. At the very beginning of the draft of Chapter 5, it was
considered to have the reorganization proceeding applied to all persons within the general
scope of the daft law. Then considering that the proceeding was more likely to be abused at
the sacrifice of the creditors in cases of non-legal-person enterprises, that were usually in
small-scale and short of normal accounting, we decided to make the limitation and meanwhile
provided the composition proceeding as an alternative.

Grounds for application. The Chapter 5 proceeding may be applied when two grounds is
settled: (1) the fact or the likelihood of inability of repayment, and (2) possibility of
rehabilitation. If a company is obviously hopeless to rehabilitate at the time of filing, it has no
grounds for application. For proving the grounds when .petition it is required to submit
together with relevant evidence. Though the term “relevant evidence” needs to be further
defined, the aim of this Article is clear: to prevent the proceeding from abuse.

(2) Business operation

In the Chapter 5 proceeding, administrator becomes more powerful in controlling and
operating the company’s business. The Draft provides that in the period of reorganisation
observation administrator is empowered to determine independently the continuance of the
debtor’s part or entire business.

To strengthen administrator’s power in business operation, the Draft adds a power of




personnel control. He is entitled to appoint the debtor's management or other personnel. or
some outsiders, with the mission of carrying out the business operation. The persons so
appointed shall ask for the administrator's consent when performing any of the specific
actions listed in the Draft.

Besides, there are more provisions to assist the business operation of the reorganizing
enterprise. By way of illustration, the Draft provides that, in the period of reorganisation
observation, debts arising for the purpose of continuance of the debtor's business operation is
deemed as debts of common benefit. Furthermore, the debtor may guarantee the loans
borrowed for its business continuance with the property not subject to any security right. This
provision is of special importance to business rehabilitation, because the availability of
continuing finance is one of the decisive factors to corporate rescue. It can be seen that if the
post-commencement contracts of financing have priority over pre-existing unsecured
creditors, once the reorganisation fails the unsecured creditors are subordinate and actually
bear the costs of the experiment. The policy decision to this problem is hard and even painful.
Up to the date many countries do not grant priority to post-commencement creditors even
though some pioneer countries e.g. US, UK and France have done.'? In China it is widely
understood that corporate rescue is directly related to the interests of employees, the weakest
group in the society, and therefore has stronger moral grounds.

In order to diminish the unsecured creditors’ possible losses as a result of excessive
expansion of the post-commencement debts, the Draft provides some measures to restrict it.
First, the use of the loans shall be specified and subject to control and supervision. Second,
the court may, at the request of the interested persons, make a decision on discontinuing part
or entire operations of the debtor, or imposing necessary restrictions on its business activities.
Third, if the business and financial conditions of the debtor continue to deteriorate, showing
little or no hope of rehabilitation, the people's court may, at the request of the interested
persons, make a decision to terminate the reorganisation procedure.

(3) Formulation of the plan

Apart from continuation of the debtor’s business as stated above, one main focus of
Chapter 5 is the institutions for formulation, adoption, confirmation, and execution of
reorganisation plan.

As designed by the drafters, formulation of reorganisation plan may be a process of
consultation. In Chapter S it is provided that the administrator when formulating a draft
reorganisation plan should obtain the assistance by the debtor and listen to the creditors,
investors and representatives of staff and workers.

In regard to what should be contained in the plan, it is generally provided that a
reorganization plan shall stipulate the following particulars: (1) a scheme for operation of the
reorganizing enterprise; (2) a scheme for readjustment of the claims; (3) a scheme for
satisfaction of the claims; (4) reorganisation executor; (5) the period for execution of
reorganisation plan; (6) other schemes beneficial to enterprise reorganisation.

Then there are some further mandatory or permissive provisions given. The schemes for
readjustment and satisfaction of the claims must follow the classification of claims, which
consists of four sorts: claims secured with property, labor claims, tax claims, and ordinary

12 See, US Bankruptcy Code, Sections 503(b)(1), 364; UK Insolvency Act 1986, Section 19; French Law No.
85-98, Article 40.



claims. Further. some readjustment methods are stipulated with regard to different categones
of claims: (1) reduce the repayment amount of claims on a pro rata basis: (2) extension of
pavment in lump-sum or instaliment; (3) changes in other terms or conditions: (4) conversion
of a portion or all the creditors' claims into equity. Additionally. to encourage various flexible
and practicable schemes, some directive provisions are given. For instance, the plan may
provide a scheme of merger or separation for the reorganizing enterprise. It may also provide
a scheme on raising fund for the reorganizing enterprise.

Bearing in mind that the situation of enterprises in difficulties stands in endless variety, the
Draft does not intend to provide any ready-made solutions on behalf of the parties and
practitioners. The legislation limits its mission to the extent that an insolvent enterprise may
be protected to keep running as a going concern on one hand, and the relative parties may get
together to work out proper schemes in the framework of negotiation and compromise.

On the other hand, by reason that corporate rescue is closely related to social interests,
some judicial interference should be necessarily included. In Chapter § it is provided that the
reorganization plan adopted by the creditors' meeting shall be confirmed by the court. It is
also provided that, when a plan fails to be adopted, there is an opportunity to request the court
to confirm the plan on condition that the plan meets the specified requirements.”® This is
comparable to so-called “cram down” rule in US Chapter 11 procedure. '

8. Liquidation
The 1995 draft esteems order and efficiency as the major objectives for improvement of
liquidation proceeding. As commonly recognized, the 1986 Enterprise Bankruptcy Law has
been out-of-date. Apart from many other shortcomings, its liquidation procedure is too
general to be used to solve the practical matters and thus leaves a large room for debt-escapers.
In the past decade, huge amount of bank assets lost in the increasing movement of enterprise
bankruptcy. This is partly due to fraudulent and other illegal conducts of the relevant persons
(debtors, government officials, assets buyers, etc,), and partly due to the inefficiency of the
legal proceeding that wants consummate rules and qualified judges.
The significance of orderly and effective bankruptcy procedure has been well concluded by
IMF legal experts as the following:
Recent experience has demonstrated the extent to which the absence of orderly
and effective insolvency procedures can exacerbate economic and financial crises.
Without effective procedures that are applied in a predictable manner, creditors may
be unable to collect on their claims, which will adversely affect the future
availability of credit. Without orderly procedures, the rights of debtors (and their
employees) may.not be adequately. pratected .and different creditors may not be
treated equitably. In contrast, the consistent application of orderly and effective

B The requirements prescribed in Chapter 5 of 1995 Draft include: (1) According to the plan, claims secured with
property will be fully satisfied, and the losses brought about by the extension will be fairly compensated, and there
will be no impairment to their security rights, except the terms otherwise stipulated in the plan has been adopted by
the group of claims secured with property; (2) According to the plan, labor claims and tax claims will be fully
satisfied, or otherwise the adjusted ratio of payment has been adopted by the relevant voting group; (3) The ratio of
payment obtained by unsecured claims according to the plan will not be less than that supposed to be obtained by
the same claims via proceeding of bankruptcy liquidation at the time when the plan is submitted for confirmation;
(4) The order of claim satisfaction provided in the plan does not violate the provisions in Article 106 of the Law;
(5) The scheme for enterprise rehabilitation is feasible, and not inconsistent with the State industrial policy.

" See, Section 1129(b) of the US Bankruptcy Code.



insolvency procedures plays a critical role in fostering growth and competitiveness
and may also assist in the prevention and resolution of financial crises: such
procedures induce greater caution in the incurrence of liabilities by debtors and
greater confidence in creditors when extending credit or rescheduling their claims.'*

In drafting the new law, many issues in bankruptcy liquidation were dealt with under the
fundamental principles of collectivity, equitableness and transparency. Some of them are
described in the following as illustrations.

(1) Ex officio adjudication

According to the existing bankruptcy law of China, the courts are not empowered to ex
officio adjudicate an insolvent debtor to be bankrupt.'® This is helpless to cope with the
problem of "race for separate satisfaction”, i.e. competition in catching assets from the debtor,
following the proverb that the early bird gets the worm. In order to prevent this fashion and
meet the need of collective and equitable satisfaction of all creditors over the assets of an
insolvent debtor, the 1995 Draft grant the power of ex officio adjudication to any courts with
jurisdiction over an insolvency cases, providing that, where the court when hearing a civil
case or exercising a civil execution discovers the debtor to be under the circumstances of
insolvency as specified in the Law, it may ex officio adjudicate the debtor bankrupt.

(2) Liquidators

In comparison with the existing bankruptcy law, the Draft puts some features on the
institution of liquidators. First, liquidators shall not be officials from government agencies
any more."” They are supposed to be lawyers, accountants and other relevant practitioners.
Second, the office of liquidator may be taken by one or several persons, unlike the existing
bankruptcy law that always requires a "liquidation team". This change reflects such a fact that
in a case of small business insolvency a single liquidator may bring about higher efficiency
and lower expenses. Third, the position of liquidator may be assumed by the administrator in
the same case. This may keep the continuity of the business operation and administration of
the assets. Finally, there are provisions concerning the qualifications, appointment,
remuneration and expenses, liability and dismissal of either administrators or liquidators,
which are all determined by courts.

Furthermore, considering the needs for maintenance of the assets of estate as a going
concern, the Draft grants liquidator the authority to determine the performance or cancellation
of the contracts that have not been fully performed by both the debtor and the counterparty.'®

'* IMF Legal Department, ibid, p.1.

' The Opinions of the Supreme People's Court on Several Issues in the Implementation of the Enterprise
Bankruptcy Law stipulates in section 15: “If, during the process of civil proceedings or civil execution procedures,
a people's court finds that a debtor is insolvent, it shall notify the debtor that it may apply to the local people's
court for bankruptcy." "If no application is filed for bankruptcy, the people's court have no power to declare that
debtor bankrupt, and any original proceeding or execution procedure may be carried out without interruption.”

" The Enterprise Bankruptcy Law stipulates in Article 24, paragraph 2: "The members of the liquidation team
shall be designed by the people's court from among the superior departments in charge, government finance
departments, and other relevant departments and professional personnel.”

18 Anticle 146 of the 1995 Draft stipulates:

As for a bilateral contract unperformed by the bankrupt, bankruptcy liquidators shall be entitled to decide
if it will be cancelled or continue to be performed.

The counterpart in an executory contract may specify a deadline to the bankruptcy liquidators, and urge
them to make a decision within this period as to whether the contract is to be cancelled or continue to be
performed. The liquidators' failure to answer upon the expiration of the period shall be regarded as a
cancellation of the contract.

If the liquidators decide to continue the performance of the contract, whereas the counterpart requests



Sometimes an executory contract may be assigned, as a single item or put together with the
going concern. to a willing third party for value.

(3) Claims

The general principle of equitable treatment is always restricted by legal policies of some
other laws. First. the demand for protection of security rights and other real rights from the
civil law leads to the priority of secured claims in bankruptcy liquidation. Second, the demand
for administration of bankruptcy procedure from the bankruptcy law itself leads to the
preferential position of the administration expenses and debts of common benefit over all
other unsecured claims. Third, the demands for protections of labor rights and taxation from
the labor law and the tax law lead to the preferential position of labors and taxation over the
ordinary claims in ranks of distribution. Therefore, as stated by IMF legal experts, "equitable
treatment does not require equal treatment. nt9

In the context of China's new bankruptcy law, equitable treatment in liquidation proceeding
can be seen in several aspects. First, claims in same situation shall apply the same rules.
Second, all claims which have occurred before the commencement of the bankruptcy case,
mature or immature, monetary or non-monetary, shall be deemed as, or converted to, the same
mature and monetary claims. Third, the resolutions on disposition and distribution of the
assets shall be made by creditors collectively through their meeting.

{4) Assets

In the 1995 Draft, "bankruptcy property", a term equivalent to assets of estate, consists of
the total property and property rights of all kinds that belong to the bankrupt at the time of
bankruptcy adjudication, and the property and property rights of all kinds obtained by the
bankrupt after the bankruptcy adjudication but prior to the close of insolvency case. This is
consistent with the international trend.”® Just as IMF legal experts state: "As a general rule,
the assets of the estate should include the property of the debtor as of the date the insolvency
proceedings begin plus the assets acquired by the liquidator after that date."?!

Unlike the existing bankruptcy law, the 1995 Draft does not exclude the encumbered assets
from the scope of bankruptcy property.” The main reason for that lies in the possibility that
the liquidator may retrieve a collateral by paying off the debt or rendering substitute security
in order to keep the business going or sell the assets as a whole body. This approach embodies
the policy that the collective of ordinary creditors should have more opportunity to get benefit
from the assets under the circumstances that the legal status of a secured creditor is not
substantially shaken.

them to provide relevant security within-an-agreed or reasonable period, but the liquidators have not provided
security during the period, this shall be regarded as a cancellation of the contract.
Where liquidators cancel a contract, if the counterpart has paid earnest money, the claim for retumn of the
money shall be a bankruptcy claim limited by the amount of the carnest.
When a contract is cancelied under the provisions in the preceding four paragraphs, the counterpart's
claims for damages shall be regarded as bankruptcy claims.
' IMF Legal Department, ibid, p.6.
* For example, the Germany Insolvency Statute of 1994 stipulates in Section 35: "The insolvency proceedings
shall involve all of the assets owned by the debtor on the date when the proceedings were opened and those
acquired by him during the proceedings (assets involved in the insolvency proceedings).”
2 IMF Legal Department, ibid, p.38.
Z Anticle 28, paragraph 2, of the Enterprise Bankruptcy Law provides: "Property that already constitutes security
collateral is not bankruptcy property; the portion of the value of the security collateral exceeding the amount of the
debt that it secures is bankruptcy property.”



9. Individuals involved

According to the 1995 Draft, an individual may be involved in bankruptcy proceedings as a
partner of partnership enterprise or an owner of sole proprietorship. Bearing this in mind. the
Draft puts some provisions to deal with the special matters related to the involved individuals.

(1) Bankruptcy adiudication

It is stipulated that if a partnership's assets are not sufficient to pay off its due debts, the
court shall adjudicate all its partners to be bankrupt in the meantime when adjudicating the
partnership enterprise bankrupt. However, if the partners have offered property that is enough
to clear off all the partnership's debts, the court shall not adjudicate the partners bankrupt at
the time when adjudicating the partnership bankrupt.

This rule implies that partners should have rescued the insolvent partnership by
contributing property or taking other measures (e.g. workout) before, or applying composition
proceeding after, the acceptance of the insolvency case. If they failed to do so it should be
deemed that they did not intend to maintain the partnership. Under such circumstances, the
only choice is to rescue themselves from bankruptcy adjudication by paying off all the debts
that the partnership owes, or otherwise to bear the shame as bankrupts and meanwhile assume
the unpaid debts after the closure of the bankruptcy case. This rule should benefit the
creditors to the insolvent partnership.

The same rule shall apply mutatis mutandis to bankruptey of sole proprietorship.

(2) Exemptions

If the bankrupt is a natural person, the expenses necessary for the livelihood of the
bankrupt and the people he supports and daily necessities do not belong to the bankruptcy
property, and the individual bankrupt, with approval of bankruptcy liquidators, is entitled to
take them back. This is the rule on individual exemption in the 1995 Draft.

It is noticeable that in many western countries the general trend calls for expanding the
scope of the exempted property for insolvent individuals.”? Comparatively, the scope of
exemption is narrow. The reason for this situation is that the proposed new bankruptcy law
applies to merely business individuals. According to the existing Civil Procedure Law, the
scope of the individual property exempted from civil execution is limited to "necessities for
livelihood" of the debtor and his family dependents. If the new bankruptcy law expands the
scope for merchants, there will be inequitable standards for different groups of citizens.

(3) Discharge

The Draft stipulates that an individual bankrupt shall use all his property gained after the
close of insolvency case to repay the residual claims until he is discharged. The rules on
discharge provided in the Draft bear the following features.

First, conditional discharge. The residual claims, except liabilities for intentional violation
of personal rights, shall be discharged when the specified period of time related to the
repayment ratio by the end of the bankruptcy case has expired.?* Additionally, only honest,

2 For example, the value of the exempted property in Section 522 (d) of the US Bankruptcy Code has increased to
a large extent. In 1999 the standard becomes, among others, property for residence up to $16,150 ($7500 in 1978),
motor vehicle up 10 $2,575 (81,200 in 1978), jewelry up to $1,075 ($500 in 1978).
* The specified period of time varies as the following:
(1) In case of not less than 30% of the total bankruptcy claims having been paid off at the time of close of
insolvency case, three years have passed since the day of the close of insolvency case; or
(2) In case of not less than 20% but less than 30% of the total bankruptcy claims having been paid off at the
time of close of insolvency case, five years have passed since the day of the close of insolvency case; or



non-fraudulent person can be discharged.”” These provisions are supposed to encourage tne
honest and diligent people who have conducted as beneficial to their creditors as possible
The longest period specified for discharge is ten years, half the length of the statute of
limitations in the civil 1aw,?® aiming at the benefit of the "fresh start” for the individual
merchants.

Second, automatic discharge. Whenever the specified period of time is expired and all the
relevant conditions are met, the individual shall be discharged automatically. no legal
proceeding for discharge is needed. The reason for this provision is to fit the national situation
that our country has large territory and huge population and our judicial system has already
heavy burdens.

Third, voluntary repayment. If the bankrupt voluntarily pays off a relieved debt after the
discharge, the benefit acquired therefrom by a creditor shall be protected by law. This is
consistent with the traditional moral norm and the provision in civil law.”’

10. Insolvent SOEs

In the process of drafting new bankruptcy law, who to deal with insolvent State-owned
enterprises ("SOEs") has been a very difficult problem. The Explanatory Report on the 1995
Draft states: "Due to the historical reasons and the special situation in the period of transition
from the old regime to the new one, the bankruptcy of SOEs especially the old ones are very
difficult, mainly in respect to, first, the settlement of the staff and workers in the bankrupt
enterprise and, second, the ability of the State-owned banks, the major creditors to SOEs, to
endure the bankruptcy events." In order to crack these hard nuts, the Draft contains a chapter
on "special provisions for bankruptcy of State-owned enterprises", providing some special
rules on SOE bankruptcy.

First, if an enterprise applies for acceptance of insolvency case, it shall submit a written
approval of the State-authorized department over the enterprise. This rule intends to give the
authority a chance to make a pre-commencement scheme to solve the above-mentioned
problems.

Second, the income from assignment of the land use right shall be used for settlement of
the staff and workers in the bankrupt enterprise; and the surplus after the settlement, if any,
shall be included in the bankruptcy property. This is conforming No. 59 document concerning
SOE bankruptcy issued by the State Council in 1994, which takes settlement of the
unemployed as of overwhelming superiority.

Third, Public welfare utilities such as tenements for employees, schools, hospitals, and
kindergartens set up by SOEs shall not be included in bankruptcy property, except those

(3) In case of not less than 10% but less than 20% of the total-bankruptcy claims having been paid off at the
time of close of insolvency case, seven years have passed since the day of the close of insolvency case; or
(4) In case of less than 10% of the entire bankruptcy claims having been paid off at the time of close of
insolvency case, ten year have passed since the day of the close of insolvency case,
¥ The Draft stipulates that those who are sentenced criminal punishment because of bankruptcy crimes, or have
the illegal acts set forth in the bankruptcy law, shall not be discharged.
% Article 137 of the General Principles of the Civil Law reads: "A limitation of action shall begin when the
entitled person knows or should know that his rights have been infringed upon. However, the people's court shall
not protect his rights if 20 years have passed since the infringement. Under special circumstances, the people's
court may extend the limitation of action.”
27 Article 138 of the General Principles of the Civil Law reads: "If a party chooses to fulfsil obligations voluntarily
after the limitation of action has expired, he shall not be subject to the limitation.”



which are not necessary to continue and can be sold as a whole. These utilities shall be taken
over as a whole and managed by the local government in the domicile of the bankrupt
enterprise. However, the tenements for employees newly built up after the effective date of
the Law shall be included in bankruptcy property.

It can be seen that the 1995 Draft is trying to balance the different demands of labor
settlement and bank protection. In 1996 the State Council issued several documents on SOE
bankruptcy, providing that bankruptcy property, even security collateral, can be utilized to
settle the labors.

In the drafting process some scholars have disagreed such a practice that is detrimental to
the order of equity and faith in market transaction and the financial stability. Based on further
discussions in 2000, the recent Draft has taken off the special chapter on SOE bankruptcy.
leaving the settlement problem solved by local governments and authorizing the State Council
to issue regulations on bankruptcy of the SOEs established prior to the date of implementation
of the Company Law.

11. Cross-Border Insolvency

Up to the date, the problem of cross-border insolvency is still unsolved. In the 1995 Draft
there is a principle article stating that {i&o procedure of bankruptcy or composition or
reorganization that begins outside the domain of the People's Republic of China has force
upon a debtor's assets that locate within the territory of the People's Republic of China",

{;Obviously this provision falls into the doctrine of teritorialism. The another feature of this
‘provision is the uncompleted wording, not saying a single word about the effect of Chinese
procedure upon the assets abroad?’)

When working with the 1995 Draft the team realized that the international trend was

aiming at a universalist model and China should keep pace with it. But at that time the trend
was not clear enough and most of the developed countries had not reformed their legislation.
The uncompleted provision implies the need for further efforts. We must wait until the
conditions become mature.
(Ihe first condition is the clearness of the international trend. We feel happy to learn that the
UNCITRAL Model Law on Cross-Border Insolvency adopted in 1997 has been worldwide
interested. It contributes a good basis for international convergence. However, it needs some
time to have the Model Law known and understood in China, especially by the law circle and
the law-making related ofﬁcialsd.:)

The second condition is ripeness of China's legislative design. We have to dea! with some
particular questions. For instance, shall we make a whole-chapter with a number of articles on

detailed procedural rules or .sixI‘gﬁ’éE’cle on general principle of reciprocity or even
uriveisal ould we distinguish the cross-border insolvency between China and foreign

* In a recent meeting of the drafting team discussing revision of the 2000 Draft held in August 2000, it)was
suggested to revise the article on cross-border insolvency as the following:

No insolvency proceeding that begins outside the domain of the People's Republic of China has force upon
a debtor’s assets that locate within the territory of the People’s Republic of China, except the one that falls into
the situation specified in the second paragraph of this Article.

An insolvency proceeding that begins outside the domain of the People's Republic of China shall be given
reciprocal treatment in accordance with Articles 267, 268 of the Civil Procedure Law of the People's Republic
of China, if the law of the country where the proceeding begins recognizes the force of the decisions made in
accordance with this Law upon the debtor's assets that locate in that country, and also recognizes that the
administrator or liquidator appointed in accordance with this law is entitled to take over the assets or file'a




countries and that between Mainland China and the special regions such as Hong Kong.
Macao and Taiwan? Importantly, it should be borne in mind that the UNCITRAL Model Law
does not attempt to substantively unify the national legislation in different countries, and
China has to design a model that is adaptable 1o the national situation on one hand and
harmonized with the international practice on the other.

12. Legal Responsibilities

Sanctions against various illegal conducts are necessary for maintenance of the legal order
of bankruptcy proceedings. The 1995 Draft places a special chapter, Chapter 9 on "Legal
Responsibilities” to bear this mission. Besides, some provisions on avoidance of
pre-commencement transactions and transfers are put in another chapter as a consequence of
acceptance of insolvency cases.

The illegal conducts dealt with in Chapter 9 may be categorized into two sorts.

The first sort contains the acts of a debtor and its relative persons, including (1) breach of
duty to explain,” (2) breach of duty to submit,® (3) fraudulent acts of bankruptcy,”’ (4)
partial acts of bankruptcy;™ (5) waste acts of bankruptcy.”

civil action or civil execution against the assets in that country, so as to bring the assets into the administration
and disposition under this Law.

The provision in the above paragraph apply mutatis mutandis to an insolvency proceeding that begins the

2 special administration areas of the People's Republic of China.
= Aruicle 184 of the 1995 Draft reads:

B If a debtor or a debtor's representative who is bound to attend a creditors' meeting still refuses, without
justifiable reasons, to appear at the meeting after a summon of the people’s court, the court might summon the
debtor through arrest warrant and impose a fine of RMB 1000 to 5000.

If a debtor or any other person with obligation of disclosure refuses to make a statement or an answer, or
provides a false statement or answer, the people's court might impose him a fine of RMB 1000 to 5000.

If the acts mentioned above constitute crimes, criminal responsibilities shall be investigated in accordance
with the law.

% Article 185 of the 1995 Draft reads:

If a debtor violates the Law and refuses to submit, or submits falsely, property statements, debt information,
credit information or the relative financial statements to the people's court, the court might impose a fine of
RMB 2000 to 10.000.

If a debtor violates the Law and refuses to transfer the property, and the books, documents, files and seals
related to the property, to the administrator or bankruptcy liquidators, the people's court might impose the
person or persons directly responsible a fine of RMB 2000 to 10,000.

If the acts mentioned above constitute crimes, criminal responsibilities shall be investigated in accordance
with the law.

3! Article 186 of the 1995 Draft reads:

If a debtor has any of the acts stipulated in Article 27 of the Law or any of the following within 12 months
prior to the acceptance of insolvency case by the peopie's court, the court might impose the person or persons
diractly responsible a fine of RMB 10,000 to 100,000; and if the act constitutes a crime, criminal
responSibitity-shall ke invesligatcd in accordance with the law:

(1) Selling property at abnormauy iower

(2) Paying off undue debt ahead of time;

(3) Giving up obligatory claims;

(4) Fabricate or destroy evidentiary material relevant to property, thus making the preperty 35« giaae

32 Article 187 of the 1995 Draft reads:

If a debtor has any of the following acts, the people's court might impose the person or persons directly
responsible a fine of RMB 5000 to 50,000; and if the act constitutes a crime, criminal responsibility shall be
investigated in accordance with the law:

(1) Piedging property as security for satisfaction of an unsecured debt, within 12 months prior to the
acceptance of insolvency case by the people's court;

(2) Paying off an individual claim or claims even though having been aware of its inability to pay off due
debts, within 6 months prior to the acceptance of insolvency case by the people's court.

% Article 188 of the 1995 Draft reads:

If a debtor has or should have been aware of its inability to pay off due debts but still unreasonably spends

money and property or squanders the property, the people's court might impose the person or persons



The second sort related to the acts of institutions and participants, including (1) accepting
bribe:** (2) offering bribe;* (3) misconduct in office.

Most of the above are absent in the 1986 Enterprise Bankruptcy Law. However, in that Law
there is a provision concerning the personal responsibilities of the management or officials for
causing the insolvency of an enterprise.”” Recently the drafting team considered 1o add a
provision of this kind into the draft law.®

According to China's legislative practice, criminal penalties must be stipulated in the
Criminal Law. Therefore it is expected that when the new bankruptcy law promulgated, the
provisions on penalties against bankruptcy crimes will be issue by the National People's
Congress through a separate criminal legislation.

Conclusion

Of course there are still a number of other issues that need to be discussed. People may
understand that China is stepping on the path of institutional transition and inevitably
confronted with lots of challenges domestically@quruptcy law is a typical area in which so
many different values and interests are conflicting each other)From 1994 when the drafting
team organized, nearly seven years have passed. We are still working, waiting and learning.
What I have learned from the long process is that the spirits of pragmatism, compromise and
gradual evolution constitute the major characteristics of the legal reform in China.

In the spirit of pragmatism, we always take the practical problems as the start-point, the

directly responsible a fine of RMB 3000 to 30,000; and if the act constitutes a crime, criminal responsibility
shall be investigated in accordance with the law,
3 Article 189 of the 1995 Draft reads:

If during a bankruptcy procedure any of the administrators, reorganization executors, bankruptcy
liquidators, supervisors, creditors or their proxies asks for or accepts a bribe or other illegitimate interest, by
taking advantage of his position, the people's court might impose a fine of RMB 10,000 to 100,000 according
to the circumstances; and if the act constitutes a crime, criminal responsibility shall be invesugated in
accordance with the law.

3 Article 190 of the 1995 Draft reads:

If during bankruptcy procedure, anyone offers a bribe or other illegitimate interest to any of the
administrators, reorganization executors, bankruptcy liquidators, supervisors, creditors or their proxies, the
people's court might impose the person or persons directly responsible a fine of RMB 2000 to 30,000; and if
the act constitutes a crime, criminal responsibility shall be investigated in accordance with the law.

% Article 192 of the 1995 Draft reads:

If any of the administrators, reorganization executors, bankruptcy liquidators, supervisors causes heavy
losses to the creditors, the debtor or a third party, as a result of his misconduct in office or other iliegal act, the
people's court might impose a fine of RMB 10,000 to 100,000 and a detention; and if the act constitutes a
crime, criminal responsibility shall be investigated in accordance with the law.

3T Anicle 42 of the Enterprise Bankruptcy Law reads:

After an enterprise is declared bankrupt, the government supervisory departments and audit departments
shall be on duty to find out the responsibilities for the bankruptcy of the enterprise.

Where the legal representative of the-bankrupt enterprise-bears the major responsibility for the bankruptcy
of the enterprise, administrative sanctions shall be applied.

Where the superior departments in charge of the bankrupt enterprise bear the major responsibility for the
bankruptcy of the enterprise, administrative sanctions shall be applied to the leaders of such superior
department in charge.

% The suggested provision is as the following:

After an enterprise legal person is adjudicated bankrupt, the people’s procuratorate or the audit organ,
supervisory organ of the people's government, if it deems necessary, may investigate the personal responsibilities
of the management, financial executives and other relevant personnel for the bankruptcy of the enterprise.

If any of the management, financial executives and other relevant personnel of the enterprise causes bankruptcy
of the enterprise by acts of corruption, embezziement, malpractice or other illegal acts, the people's court shall
impose a fine of RMB 10,000 to 100,000 in addition to the liability for damages to the investors and creditors of

the enterprise; and if the act constitutes a crime, criminal responsibility shall be investigated in accordance with the
law.



workable solutions as the aim and the effective results as the test. While looking at and
looking into the realities we realize that the theoretic analysis and experiential proof are of
equal importance. While researching the cases in the reform and hearing the demands from
the sociery, we keep drawing lessons from the successful examples abroad.

In the spirit of compromise, we always keep a tolerant mind and a moderate attitude in
dealing with the different or divergent appeals. We are trying to persuade people to think
about the common interests and mutual benefits. We are also using traditional wisdom and
modern knowledge to work out some medium schemes to solve the disputes among various
extremes.

In spirit of gradual evolution, we push the train ahead from one milestone to another. We
have to follow the legislative procedure and waiting patiently for decisions from the authority.
We get used to sitting on a cold bench and thinking with a warm heart. We understand the
meaning of the proverbs that "a melon falls when it is ripe" and "with water flowing a ditch is
completed".

Although we have worked hard and still have a lot of hard work to do, we feel proud of the
achievement that we have got. It is proved that the 1995 Draft has been highly appraised and
valuably advised in China and abroad. By way of illustration, in April 2000, the China Law
Committee of the American Bar Association made a report on the Draft”® The general
comment of the report reads:

The Committee acknowledges that the draft law is a product of a tremendous amount
of work and study and is a significant improvement over the existing legislation on the
subject. It not only clarifies a number of issues that are unclear in the current regime but
also has all of elements of a modern insolvency law. If adopted, the law will help
increase foreign investors' confidence.

The conclusion of the report put a further comment as the following:

The draft law is already a product of a tremendous amount of study and work. It is a
foundation on which a predictable and consistently applied legal framework can be built.
The implementation of the Bankruptcy Law, which inevitably affects the banking and
financial institutions and social welfare systems, however, will likely pose even bigger
challenges. Developing an efficient institutional and regulatory framework, therefore,
should be more important than drafting a state-of-the-art law.

Recently, a group of experts of the World Bank completed a draft report on bankruptcy of
State enterprises in China. In its conclusion, the report suggests "rapid introduction of a new
bankruptcy regime for non-state enterprises and incorporated SOEs".*° It states:

A new Bankruptcy Law has been drafted in 1995-96. It would apply to state-owned
and non-state enterprises. The draft is much improved relative to the older legislation,
and largely resembles the bankruptcy laws of market economies. Among other things, it
envisages a proper trustee function, strengthens the role of creditor committees, provides
an elaborate option of court-supervised reorganization that can be initiated by debtors.
While the technical content of the law has not been fundamentally challenged since it

% NBA Section of International law and Practice, Report of Recommendations of the American Bar Association’s
China Law Committee on the Draft Bankruptcy Law of the People's Republic of China.
“ East Asian and Pacific Region Private Sector Development Unit, the World Bank, Bankruptcy of State

Enterprises in China -- A Case and Agenda for Reforming the Insolvency System, Washington, DC., Draft May 27,
2000.



was drafted, the country’s leadership has so far chosen not to submit the law 10
parliament. The Government and Party seem mainly concerned that the social
implications of SOE bankruptcy, if pursuant to a uniform new law, could slip out of their
control. In reaction to this concern, an alternative version of the draft includes a special
chapter on SOE bankruptcy. However, the legal profession tends to reject the idea of a
law that treats state-owned debtor enterprises differently than non-state ones. The result
of this gridlock is the absence of a well-functioning bankruptcy regime for the
increasingly important non-state economy.

I believe that Chinese people will never forget all the efforts made by foreign friends in

assisting China in the development of the rule of law.
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Relationship between Bankruptcy Liquidation and
Ordinary Liquidation of Legal-Person Enterprise
Wu Jingming

Liquidation of enterprise is a legal action to be exercised, when an enterprise has been
terminated due to some causes, to finally settle, evaluate, handle and distribute its property, credit,
debt and outstanding affairs. As provided in China's existing enterprise laws, any enterprise
terminated due to any cause shall be liquidated according to the legal procedure. However, as the
liquidation of enterprise termination due to non-bankrupt cause is an entire self-action with
neither restriction of legal provisions nor effective supervision mechanism, the enterprise shall,
under the guise of liquidation, dispose property for dodging creditors or cancel the enterprise
without liquidation. Such cases are very frequent in China in recent years that not only injure
heavily the creditor’s interests, but also interfere the normal social economic order. Creditors will
file petition for liquidation to local court in the cause of protecting their interests through special
mandatory procedure as liquidation. While the debtors will fail to get the credit paid because it is
difficult to identify weather the non-bankrupt enterprise has the qualification of bankrupt subject
because there is not applicable scope of application of current bankrupt system of China. This
thesis states my viewpoints on solving the above issue through substantial analysis on non-
bankruptcy liquidation and bankruptcy liquidation and the difference between them.

L. Ordinary Liquidation

Non-bankruptey liquidation, also called ordinary liquidation, that has wide suitability of
subject application including all current enterprise types in China. The enterprise types include:
state-owned enterprises, collective enterprises, enterprises of Chinese-foreign investment,
Chinese-foreign cooperative joint ventures, and exclusively foreign-funded enterprises (classified
with ownership); company enterprise, partnership enterprises, and individual-finded enterprises
(enterprise formation classified with the standards of capital structure and liability form). This
thesis does not include liquidation of partnership enterprises and individual enterprises as they are
non-legal-person enterprises.

* Associate professor, deputy director of the Economic Law Department, the University of Political Science and Law
of China, Beijing.



It is provided in current enterprise law and company law of China the cause of ordinary
liquidation is non-bankrupt termination including two categories. One is voluntary termination,
i.e voluntary disbanding, performed in: (1) The business term agreed in constitutions, agreement
or contract has expired or other causes of dissolution regulated in constitutions has occurred. The
enterprises shall be dissolved as the business term specified in the articles of association,
agreement or contract has expired where is no will of prolongation, or the dissolution cause
specified in constitution is established. (2) The enterprise shall be dissolved subject to agreement
of 2/3 or more shareholders after the management of the enterprise has decided to dissolve the
enterprise. (3) Inability of continuous operation when the enterprise has suffered great loss from
force majeure. The enterprise shall be dissolved under its own decision when it has great loss due
to severe natural disasters or war that bring inability of continuous operation.  (4) The enterprise
has failed to reach its target satisfactorily and where there is no prospect of development has been
found.  (5) The enterprise is dissolved due to merging and split. Another category is the
mandatory dissolution, including (i) Dissolution under the decision of institutions authorized by
the State for investment or department authorized by the State as well as competent department of
the government. Those exclusively state-finded enterprises shall be dissolved under the decision
of institutions or department authorized by the State. State-owned enterprises of other types or
Chinese-foreign equity joint ventures, Chinese-foreign contractual joint ventures, wholly foreign-
owned enterprises, and foreign-invested enterprises shall be dissolved under the decision of their
competent administrative institutions or approving organs. (ii) Dissolution under order for the
cause of violating the law and administrative code, mainly those enterprises causing serious
pollution or damage to local environment and has failed in hamessing pollution in due course
hence being ordered to be closed by local government provided for the law. (iii) Being
terminated provided for the law, which is the main and the most-occurred cause for coercive
dissolution arising from various causes mainly: a) the business license shall be revoked provided
by law due to failure in operation within legally specified period since the date of establishment.
It is provided that all companies or other legal-person enterprise shall, if it has failed to operate
within six months without reasonable ground shall be due to provoke its business licenses by
registration organ;' b) the enterprise has been found no business action within a certain length of
time in its existence. It is provided in the two aforesaid regulations the business license of
companies, in condition it has terminated its business for six months or longer successively, for
one year in case of other legal-person enterprises, shall be revoked by enterprise register organ; c)
the enterprise has failed to submit to annual inspection; d) the business license has been
terminated due to other illegal actions; €) the business license has been revoked provided by law
due to serious commit against economic law and code, including: improper competitive action
against the Law against Unfair Competition, action against Production Quality Law and the Law
for Protecting Consumer’s Rights and Interests, producing and selling products that has not
accorded with safety standard, or personal injury or property damage of users caused by such.

' See, Article 62 of the Administration Bylaw on Company Registration of the PRC and Article 22 of the
Administration Bylaw on Legal Person of Enterprise of the PRC.



The legal-person enterprise shall commence ordinary liquidation procedure upon its
termination caused by the aforesaid causes. The liquidation procedure shall be complicated or
simple subject to different reasons for liquidation. In the case of liquidation for enterprises under
dissolution due to merging and split, as the credit and debt of the former enterprise shall be
succeeded by the changed enterprise, the procedure is very simple as the liquidation does not
include final distribution of property, while discharging debt is not a indispensable procedure as
its debt can be settled down when operating liquidation or to be secured by equivalent property.
Apart from this, the ordinary procedure of liquidation is as the following.

Frst, determining liguidation date. 'The liquidation date is the starting date of the
liquidation period as well as the starting date of liquidation procedure begins. It is provided in
current law that the liquidation date shall be taken as the date the liquidation team sets up and a
liquidation panel shall be set up within fifteen days after the dissolution has been decided in
voluntary dissolution when the setting up date is taken as standard date. The date of setting up
liquidation panel shall be decided by relative authorities for mandatory dissolved enterprise.

Second, setting up liquidation panel. Liquidation panel is a legal institution necessary, on
behalf of enterprise legal person, for executing liquidation, the structural factor for enterprise
liquidation. The setting up course and trustees of liquidation are different as enterprises dissolved
for different causes; the process of setting up liquidation panel is different for enterprises with
different nature. To those enterprises that have been dissolved voluntarily, the members of
liquidation panel for common limited liability stock companies and common limited liability
companies shall be selected from shareholders by the board of directors; the members of
liquidation panel of common state-owned enterprises shall be selected by its competent upper
department; the members of liquidation committee of Chinese-foreign equity joint ventures,
Chinese-foreign cooperative enterprises and foreign-invested enterprises shall be appointed by its
board of directors, joint administration committee and foreign investor and to be submitted to the
authority for approval; the members of liquidation panel of Chinese-foreign contractual joint
ventures shall be composed of directors, registered accountants or lawyers of China; the members
of foreign-invested enterprises shall be composed by its legal representative, representative of
creditors, and representative of competent organs. To those enterprises has been mandatory
dissolved, the liquidation panel is, which shall be organized by competent authority, the members
of its liquidation panel shall be composed by shareholders, trustees dispatched by relevant
authority, accountants, lawyers, as stipulated, under the leadership of the management of the
enterprise or the competent authorities. The court shall, upon application of all concemning parties,
appoint members of liquidation panel betimes for liquidation to those enterprises, no matter what
the reason for dissolution is, has failed to set up liquidation panel within legal term0.

Third, releasing liquidation announcement. The liquidation panel shall, after establishment,
issue a bulletin to the public within the legally specified time and any creditor who has identified
address, shall be given the notice upon which debtors shall declare obligatory right. It is provided
in the Company Law there shall be given notice to any holder of such a Company Law, within 10
days from the date the liquidation panel establishes, and make at least three announcements on
newspapers within sixty days, and creditor shall, within thirty days (Ninety days for those who
has failed to receive such notice) after it has received the notice, declare debtor obligatory right.



Fourth, performance of duties. The liquidation panel shall commence its liquidation duties,
examine property, discharge debts, formulate balance sheet and list of property, work out
liquidation scheme which shall be submitted to the shareholders meeting or relevant competent
authority that aims confirmation. The liquidation panel shall, whereas the liquidation scheme has
been approved, pay liquidation fee, salary, wag, labor insurance premium, debit tax, and
discharge debts.

Fifth, distribution of remaining properties. Liquidation panel shall, after the aforesaid debt
has been discharged, distribute the remaining property in accordance with investment ratio of the
investors. For Chinese-foreign equity joint venture, Chinese-foreign cooperative enterprises and
exclusively foreign-invested enterprises, the part of remaining property exceeding the registered
capital shall be regarded as profit and the income tax is due to be paid whereas by law.

Sixth, formulation of the liquidating report and registration of termination. The liquidation
panel shall formulate liquidation report, which shall be submitted to the shareholder meeting and
competent organs to get their approval. Chinese-foreign equity joint ventures, Chinese-foreign
cooperative enterprises and foreign-invested enterprises shall be submitted the liquidation report
to the board of directors or the joint administration committee and approval organ, which, after it
has been approved by the aforesaid organs, shall report to the original registration organ and
register termination, and termination bulletin shall be released thereafter.

Analysis indicates there is great difference between ordinary liquidation and bankruptcy
liquidation. Its unique characteristics are stated the following aspects:

First of all, there lies numerous and complicated direct causes for ordinary liquidation. The
"direct causes" here are the causes directly leading to the liquidation, which may arise from
termination at the desire of capital contributors, or dissolution caused by external causes such as
force majeure etc., or being closed by order because of illegal action, or dissolution under
administrative performance of administrative departments such as revoking business license.
While the direct external cause is the single cause that leads bankruptcy, that is bankruptcy
declared by the court because it has failed in discharging due debts.

The next, the set-up of liquidation institution of ordinary liquidation had remarkable
autonomy. The members of liquidation institution in voluntary dissolution shall be appointed by
the management of the individual in such case provided by law; while the liquidation institution
shall be composed by relative authoritative organ, it is not provided in the law whom shall be
candidates of the members, a great nature and autonomy shall be found in such case.

The third, the liquidation course of ordinary liquidation has great voluntariness. Although
the law provision of liquidation institute, the legal measure and process are the necessities in
ordinary liquidation, external supervision and restriction as strong as bankrupt liquidation shall
not be conducted to ordinary liquidation, which conduct strong voluntariness during the course of
liquidation. There hence arise some problems.

The fourth, no strict legal provisions on discharge order of common liquidating debts.
Whereas ordinary liquidation generally is not caused by debt crisis, the assets usually surpass its
debts, and the situation is not as serious as an intimidation to the interests of creditors including
staffers of the party, the state and other creditors, the law provides to pay off debts individually
other than tendering in order.



II. Bankruptcy Liquidation

Bankruptcy liquidation is a legally specified mandatory liquidation, also named juridical
liquidation. The scope of bankruptcy liquidation is limited in company business under current
conditions. the Corporate Bankruptcy Law (Trial Version) is applicable to state-owned corporate
business, while Chapter 19 of the Procedure of Repaying Debt of Corporate Business's
Bankruptcy (Chapter 19) of the Civil Procedure Law applicable to non-state-owned corporate
business.

The causes resulting in the bankruptcy liquidation are very simple and single compared with
the causes resulting in non-bankruptcy liquidation, namely, the enterprise commences the
bankruptcy liquidation procedure only after the people's court has released the bankruptcy
announcement to lead to its termination. That the court makes bankruptcy announcement must
satisfy the following conditions, namely the first, the bankruptcy cause occurs in an enterprise, i.e.
the enterprise has reached the boundary of bankruptcy. The cause of the enterprise bankruptcy is
the failure in tendering due debts. That is, the enterprise is asset deficient to tender due debt. Itis
possibly inability to tender due debts with assets, i.e. the asset-liability ratio is over 100%, or, the
asset enter main is less than due debts, although the asset exceeds due debts, the quick ratio below
100%. Simultaneously, the credit standing has been worsened severely, and has no attraction to
potential investors to invest or to contract new loans to repay the old debt. B) there is an entity
who files the petition for bankruptcy. In current situation of China, the case of bankruptcy is
commenced by the filing of petition. The subjects that have qualification to file the petition for
bankruptcy shall be creditor, debtor and the liquidation panel in ordinary liquidation procedure.
The creditor and the debtor shall have the right to file the petition for bankruptcy to the court
upon the causes of enterprise bankruptcy. Petition for liquidation shall be filed to the court
immediately upon discovery of the causes of enterprise bankruptcy. C) the composition has been
vetoed. The veto may arise from: Being vetoed at the beginning, as the state-owned enterprise
that files petition for bankruptcy by itself shall not be composed as the law provides, and the
composition affairs has been vetoed during implementation of the composition agreement, as the
debtor has failed to implement the veto agreement after it has come to terms, or the property
standing continuously worsen during the implementation of veto agreement, or the action that has
seriously damaged the interests of creditor, the composition has been vetoed at expiry; debts have
been failed to tender at expiry of the agreed period.

Liquidation panel shall be set up within 15 days after declaration of the court on declaration
on bankruptcy and the case is commenced. Bankruptcy liquidation has, compared with ordinary
liquidation, remarkable characteristics:

1) The cause resulted in the liquidation is single which is omitted hereby as the cause for
liquidation is stated in the above paragraphs.

2) The setting up of the liquidation institution has enforceability. That the juridical organ
interferes directly the building of the liquidation panel is one of the important differences of
bankruptcy liquidation from the ordinary liquidation. The Bankruptcy law stipulates the court
that accept and hear the case shall designate the members of the liquidation panel] from the



3)

upper competent department of the enterprise under filing, the financial department of the
government and professional accountant within legal time to compose the liquidation panel
to take over the enterprise under filing. The "appoint” here embodies the authoritative
position of the court in building the liquidation panel in the process of bankruptcy liquidation.
However there exist many problems in practicable technical operation. As the majority of the
members of the liquidation panel appointed by the court are officials of government
departments, the court is sometimes very difficult to be satisfied, i.e. failure in appointment,
on which the juridical interpretation of the supreme court stipulates further, "prior to the
building of the liquidation panel, the people's court shall hold a conference with the local
government of the same level to appoint by official letter the members of the liquidation
panel from the competent department of the upper level of the enterprise under filing,
departments of financial, industry and commerce administration management, planing, audit,
tax, commodity price, labor and personnel affaires departments and professional personnel.
Once being designated, the unit and personnel concerned are not allowed to evading or desert
the post with any pretexts. The leader of liquidation panel shall be appointed by the court." It
is obviously embodied the administrative style under planed economic system of bankruptcy
liquidation lies in the fact the court makes use of the administration intervention and
administration order of the govemnment in the composing of bankruptcy liquidation.
Nevertheless, there lies the possibility most members of the liquidation panel may fail to
provide reasonable work time in liquidation panel resulted in less liquidation efficiency
because of their busy official work. This is not coincidental with the requirement to
bankruptcy process for normalization, specialization and marketization of the liquidation
panel market economy. Administrative intervention to the liquidation panel should be
limited to avoid conflict for interests between all departments in liquidation course.
Nevertheless, some probing and reform in socialization of liquidation panel has been carried
out in some areas. For instance, a liquidation intermediary institution composed of lawyers
and accountants has been set up in Shenzhen and the institution shall dispatch personnel upon
notice of the court to commence liquidation upon bankruptcy cases. It is a good example for
reference of composing new bankruptcy law. The enforceability of composing of the
liquidation panel should be embodied mainly in the leadership upon the court.
Normalization and complexity of liquidation process. Legal process of bankruptcy
liquidation is substantially a juridical procedure not directly carried out by the court, whereas
the liquidation institution shall work under strict supervision of the court and the creditors
meeting. Section 3 of Article 24 of the Enterprise Bankruptcy Law stipulates the liquidation
panel shall be responsible and report work to the people's court. The juridical interpretation
of the Supreme Court stipulates the liquidation panel shall attends as a nonvoting delegate the
creditors meeting and is under supervision of the same. Therefore, the liquidation panel shall
exercise the liquidation act under dual supervision in implementing its liquidation duty and
which, without any willfulness as in ordinary liquidation, shall protect the interests of
creditors in a larger extent.

As the enterprise under filing has limited asset, treatment to every credit or debt and
assets may have concern to interests of immediate or vital interests of all creditors, therefore



4)

the Enterprise Bankruptcy Law stipulates strict prescriptive period and enforcement
procedure of exercising some specified rights in the course of bankruptcy liquidation: recall
right of recall right holders, the setoff right of setoff right holders. and the right of rescission
enforced by the liquidation panel and the obligatory right that has equity security. In the
procedure of bankruptcy liquidation, handling of these rights makes bankruptcy liquidation
more complicated than ordinary liquidation.

The distribution of asset enter main must be strictly amendable to legal sequence. As the
enterprise in bankruptcy has limited property that is insufficient to repay all its debts,
wherefore dividing the credits of creditors into privileged credits and common bankruptcy
credits by nature is to be required. The privileged credits are preferential obligatory rights in
distribution of bankrupt property as they a) are not the equity security credits, b) shall be
claimed preferentially prior to bankrupt procedure, c) shall not accede bankruptcy liquidation
distribution. As the Enterprise Bankruptcy Law stipulates in Article 37, the bankruptcy asset,
after the bankrupt fee has been appropriated preferentially, the bankrupt property shall be
discharged in the following sequence: (1) due salaries and labor insurance premiums; (2) due
tax, (3) bankrupt credits, (1) and (2) are privileged credits, while the (3) is common credit.
The privilege of salary is based on the real situation of China. As the system of low salary
and high employment right has been the labor system in China for a long term, salary has
been staying at the standard of keeping lowest living standard. The failure of salary payment
for the reason of bankrupt will seriously influence normal livelihood of staffers, which may
bring steadiness of social order. The due labor insurance premium payable by the enterprise
shall be listed privileged credits as insurance is an aid to staffers upon age and illness, which
is also of great importance to interests of staffers. The next, the tax of the enterprise due to
the state, as the tax to the state, as the must to be paid off, shall be listed as the second
sequence where the enforceability of tax is embodied: the lost of tax due to the state by
immunity of the enterprise in bankruptcy shall not be allowed. The common credits of
ordinary liquidation obligatory rights shall be paid with the remaining part after due salaries,
due labor insurance premiums, and due tax have been paid out.

In performance of bankrupt distribution, must implement principles as a) the bankrupt
property must be distributed in legal sequence, only all the discharging requirements of the
last creditor have been satisfied, the bankrupt equity shall be distributed to the next creditor.

The bankruptcy equity shall be distributed on proportion in the case the bankruptcy equity has
failed to tender all credits of the same sequence. These principles embody in full the unique
legal enforceability of bankrupt distribution different from the general liquidation distribution.

II1. Solution to the Conflict between the Two

Analysis proves that the two liquidations have great difference arising from the will of

ordinary liquidation and the enforceability of bankruptcy liquidation. The interests of debtors
shall be damaged or threatened at the time the enterprise has been dissolved when a) the capital
contributor has decamped and nobody has taken the responsibility to pay off debt, or b) revoking
registration without liquidation, or c) the upper level competent department, in order to evade



debts, simply evokes its enterprise at the lower level with debts. All of these will directly damage
or threaten interests of creditors. This variety of cases has accounted for a great weight in
economic cases accepted by the court in present juridical practice. Whereas the legal system in
China in this aspect is yet imperfect on whether the bankruptcy procedure is introduced when the
aforesaid circumstance occurs to protect interests of creditors through the mandatory repayment
of debts. Therefore, there is great need to formulate a unified liquidation law for normalizing this
issue. It is suggestible that full attention be paid to this respect in formulation of a new bankruptcy
law. The following is my viewpoints in these respects for solution.

1) Formulating ordinary liquidation law to strengthen the liquidation responsibility of
corporate business and to enhance the right for creditors to participate in the liquidation.

It is found that there is no unified normalizing document on ordinary liquidation in China,
while independent legislation has been formulated by some local authorities. The People's
Congress of Shenzhen Special Economic Zone has formulated and enforced local regulations on
liquidation for years, which may be used for reference in formulation of such law by the central
government.

Some enterprises, after having been voluntary dissolved, have refused to carry out legally the
liquidation, regardless whether their property is enough to offset the debts, and exercise the
practice of all distributing up, or terminate the enterprises when they are in heavy debts. Even
though the creditors shall file claims to the court for protecting their rights and interests, and even
though the court has made decision to benefit creditors, the post remedy is unhelpful to the event
as the equity of the enterprise has been disposed up. Therefore, it shall be clearly stipulated in
legislation that enterprise shall, within legal time as of the date of making decision on dissolution
or starting from the date of occurrence of cause in fact of dissolution, notify creditors and release
announcement many times. The creditors shall, within the legal time upon receiving the notice or
the date of first announcement release, have the rights to declare credits. The creditors with large
credits and the representatives of creditors with small credits shall have the right to participate in
procedures of enterprise liquidation and, the enterprise liquidation panel shall not exercise
liquidation act to dispose of the enterprise's property prior to expiration of the credit declaration
time limit. For those enterprises that have failed to distribute notice and to release announcement,
or cancel registration without liquidation, the legal responsibility and till the criminal
responsibility of the legal representatives and persons directly in charge of enterprises shall be
investigated directly. Hence, full intervention of creditors and the conflicting interests of creditors
and the enterprise can be used to supervise enterprise liquidation, an effective measure to prevent
trouble before it happens.

(2) Definite stipulation to the subject position of the enterprise shall be made after the
business license of the enterprise has been revoked

Revocation of business license is an action of administrative organ to dissolve an enterprise
through administration. The enterprise shall, after its business license has been revoked, alike to
dissolution by other causes, commence liquidation procedure, discharge debts, and then cancel
registration. While leaves a question on if the enterprise, after its business license has been
revoked, has refused to make liquidation, or, evades deliberately debts, resulting in failure of
creditors to claim for debts, is granted to file bankruptey to the court? There are two different



viewpoints currently. One of them believes that the enterprise has obtained legal personality at
the date of issuance of the "Business License for Enterprise”, therefore presence or lack of
business license of corporate business is the sole basis of capacity of legal person of enterprise.
The enterprise shall have no capacity of legal person after the business license has been revoked.
The bankruptcy system of China is only applicable to legal person, therefore enterprise, after the
business license has been revoked, shall not be the subject of bankruptcy thereafter. While
another viewpoint believes that attainment of business license of corporate business is both the
evidence for enterprise to obtain legal personality and the mark for enterprise to acquire the right
to operate. Revocation of business license is only deprivation of the right of operation, not cause
of elimination of its capacity of legal person.? Therefore, the court shall accept the creditors'
application for bankruptcy and place a case upon file. Different knowledge and lack of clear legal
provisions have led to the result that the court has refused most motion for bankruptcy, that is
disadvantage to protect the legal rights and interests of creditors.

The author supports the second viewpoint, i.e. the revocation of business license shall not
eliminate the capacity of legal person of an enterprise, and it is the elimination of operation right
granted by the state. Because a) Article 40 of General Provisions of Civil Law stipulates: "In
termination of legal-person enterprise, legal liquidation shall be carried out, all activities other
than liquidation shall not be granted". Article 47 of the same stipulates also, "liquidation team
shall be set up to perform liquidation upon dissolution of enterprise ". This indicates that no
matter what the cause leading termination is, liquidation is a necessary procedure. Furthermore,
revocation of business license is not the same matter of cancellation of registration, the capacity
of legal person only eliminates upon canceling registration. B) Article 196 of the Company Law
stipulates, in liquidation due to company's dissolution, the liquidation team shall, upon
discovering of the insufficiency of company equity for discharging debts in course of liquidation,
file the petition immediately for bankruptcy to the people's court. This provision indicates also
that there exists still the legal personality of the company in course of ordinary liquidation,
otherwise the law would not stipulate ordinary liquidation is shifted to the bankrupt liquidation. C)
the change in nature of legal person after the business license has been revoked and before
liquidation has completed, is not the elimination of legal personality. The enterprise shall exist as
an operating legal person before its business license has been evoked, while the enterprise shall
exist as a liquidating legal person after the business license has been revoked. Substantially, it is
still the same legal person.

Based on the aforesaid reasons, because the legal personality of the enterprise shall not
eliminate after its business license has been revoked, creditors may file petition for liquidation to
the court and the court shall place a case upon filing. Thus, it will not only reduce evading debts,
and will also protect, to the maximum extent, interests of creditors. It will play important role in
protecting the normal social and the economic order thereby.

? Zhou Bin, "Issues on Non-bankrupt Revocation of Enterprise Legal Person in China", The Science of Law, No. 4,
2000,
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Reconsideration of the Reorganization System

in China's Bankruptcy Law and Relevant issues

Li Yongjun®
I. The drafters' acknowledgement of the reorganization system's value

In the first draft of the new Bankruptcy Law made in 1994, there was no mention of the
reorganization system. This is mainly a result of the insufficient acknowledgement of the
reorganization system's value, and its difference from the composition system in particular.
With the speeding up of China's market-oriented reform, large and medium-sized state-owned
enterprises ("SOEs") are confronted with dangerous situations while the existing bankruptcy
system can not offer any active remedy. This stimulates people to think about such a question:
What is the difference between composition and reorganization?

Though the primary goal of establishing the composition system is to avoid the negative
effects bankruptcy may incur to the society, but the system's defects, such as lack of remedy
means, have confined it to passive avoidance without the possibility of turning to active
prevention and remedy. The implementation process of composition is the process of creditors'
rights being utilized and meanwhile that of debtors (legal persons) going extinct. Few
enterprises can survive the composition procedure.

When enterprises have fallen into the pit of rotten reputation, it is impossible for them to
collect any money; and composition agreements can not impose restrictions on owners of real
rights for security in implementing their rights in this respect. Therefore, there are no chances
for debtors to recover from their difficulties.

The reorganization system is a legal procedure in which enterprises in difficulty can be rescued.
Due to its various measures for helping enterprises overcome their difficulty and avoiding the
unwanted effects the bankruptcy of enterprises may bring to the society, it is preferred and
attached much importance to by many countries.

It is after the first worldwide economic crisis that rebuilding-style procedures began to arise
and develop. Most of the reorganization systems emerged during this period. The most recent
large-scale modification of bankruptcy law originated in the United States in 1978 when the
country began to lead a world-wide move focusing on the enhancement of reorganization and
composition legislation.

The reasons for many countries to attach much importance to reorganization legislation lie in
the following fact: the various measures adopted in the reorganization system are conducive to
the revitalization of debtors while the composition system does not have such measures at all.

* Professor of law, China University of Political Science and Law, Beijing; Member of the Drafting Team for the
New Bankruptcy Law of China.



These measures include, (1) impose restrictions on the implementation of real rights for

security, (2) have the presence of shareholders in the reorganization procedure to make up for
the lack of financial resources, (3) let enterprises issue new shares to collect capital. (4) allow

partial transference of the enterprises' assets for capital that is required in the reorganization, (5)
allow the ownership of an enterprise to be transferred when it can not get new injection of
money aiming at its revitalization. The variety of measures for reorganization system offers
more opportunities for enterprises to recover. For example, since 1964, Japan has experienced
80 cases of enterprise bankruptcy, among which 66 have recovered by choosing the
reorganization procedure. Based on this, Japanese scholars point out, "It can be said that
company revitalization imposes restrictions on the exercise of rights by the socially and
financially strong on one hand, and on the other, offers certain protection to the weak,
promotes the continuous rebuilding of enterprises, and minimizes the malignant effects from

enterprise bankruptcy.1"

Besides, the composition system revolves around creditor protection, which means that it gives
no protection for the implementation of real rights for security and excludes the authentic
owner of enterprises from its procedure. The composition procedure is strongly self-governing,
and the conference of creditors has great power, so whether a composition agreement can be
passed relies completely, instead, on the conference of creditors. It is due to this that courts,
even if they have reasons for their belief that composition is conducive to the avoidance of
enterprise bankruptcy, unemployment of workers and the interests of the society as a whole,
can not interfere.

Different from this, the reorganization procedure is charaterised by its high costs,
appalling social prices and complex process. It is the interests of the society as a whole,
not those of the creditors, that enjoy most of its protection. Conflict of interests in the
reorganization procedure are even more complicated--more conflicting parties such as
the creditors and the debtor, the creditors and the shareholders, the shareholders and
the debtor. It restricts the practice of the rights of security, and weakens the power of
decision-making by voting by different groups so at to make the passage of the plan
more easily.

These features of reorganization procedure meet the needs of the Chinese
government to rescue SOEs by active measures. Practices are pushing legislation
forward. Under this situation, the reorganization system is stipulated in the draft
Bankruptcy Law.

II Issues in the legislation for reorganization
(1) The issue of application scope
The application scope of the reorganization system means to whom the reorganization

procedure is applicable. This is the first issue to be solved for the reorganization procedure. Its
significance lies in making sure the qualifications of applicants or validity of self-appliance.



When one that is not the subject of the reorganization system applies for his own
reorganization or he is the subject of others' application, the court can reject the application.
Such an application scope is regulated by the reorganization system itself. Reorganization
legislation in many countries has explicit stipulations for this. For example, Article 1 of Japan's
Company Revitalization Law stipulates that the law is applicable to stock companies in
difficulty but with hope of being rebuilt. Article 2 of France's Law on Judiciary Reorganization
and Liquidation of Enterprises in Difficulty regulates, "Judiciary reorganization is applicable to
all businessmen, craftsmen, farm runners and legal persons in private law."

If the most typical or classical bankruptcy can be said as that of individuals (natural persons),
then the classical reorganization is that of legal persons. When talking about the development
history of the reorganization system, we know that reorganization aims to avoid unemployment
of workers incurred from enterprises going bankrupt and economic losses from chain
responses of relevant enterprises, and lessen social upheavals. From this we can say that the
major target of its application is legal persons instead of ordinary natural persons because the
latter's bankruptcy will not result in serious negative social effects and the composition
procedure is more suitable for them. When bankruptcy is declared after failure to reach a
composition for natural persons, preferential treatment of exemption will be given to help them
restart their businesses with the aim of self-revitalization. But for business-runners, many
countries lay down regulations that the reorganization procedure shall be applied as natural
persons that run businesses have the same nature as legal persons in private law--they
sometimes employ workers and their bankruptcy has certain degree of negative social
effects--with the only difference lying in scale. We believe such regulations are of great
significance.

In drafting China's new Bankruptcy Law, there arose disputes around the application scope of
the reorganization system. Some proposed that strict regulations should be made, and the best
choice is to select stock companies or even the listed ones as the subjects. Their reasons are
that the reorganization procedure is characterized by its high costs, appalling social prices and
complex procedure and it mainly protects the interests of the society as a whole instead of
those of creditors. Compared with the composition procedure, the reorganization procedure has
stronger interference from public forces, and creditors are confronted with stricter restrictions
and have to suffer larger losses. It's due to such facts that the reorganization procedure requires
that its subject must be enterprises that have social values. Moreover, given the appalling social
prices, the failure of reorganization will bring serious damages to creditors and shareholders.
The secured creditors are the least willing to introduce the reorganization procedure. As a
result, these people reach the conclusion that strict limitations should be imposed on the
application scope of the reorganization procedure in legislation and courts should be very
cautious in accepting applications for reorganization and never allow the start of such a
procedure without a real hope of the debtors' "being rebuilt".

Others, however, argued that narrow regulations should not be made in legislation for the
application scope of the reorganization procedure. All should be decided by courts in their
working process in light of particular cases. Based on this, the current draft Bankruptcy Law



stipulates that the reorganization procedure is applicable to "legal persons with the prospect of
being rescued".

This regulation implies the reasonable worry about abuses of the reorganization procedure.
Due to the special satu quo of China's SOEs, the government has made all possible efforts to
rescue the enterprises in difficulty. It is possible that the reorganization procedure is started at
the cost of interests of other creditors, those of the secured creditors in particular. If this comes
true, the real goal of legislation will be distorted.

(2) Reasons for reorganization

The presence of reasons for reorganization is the prerequisite to start the procedure. The
concept of reasons for reorganization refers to the failure of debtors to pay back their debts or
the fact that they don't have the ability to pay back their debts. In this sense, we can see reasons
for reorganization has a broader range than those for bankruptcy.

The goal of the reorganization procedure is different from that of the bankruptcy procedure in
that it aims to rescue enterprises. Therefore, when reasons are sufficient for debtors to go
bankrupt but not yet for being reorganized, courts should examine whether there is prospect for
the debtors to be rescued. If the reorganization procedure is started at the lack of prospect for
debtors to be rescued, the bankruptcy procedure will have to be launched at last, which renders
the reorganization procedure useless. It is based on this that Article One of Japan's Company
Revitalization Law has the following explicit stipulation, "The company revitalization
procedure is applied to stock companies in difficulty but with prospect of being rebuilt ". Our
Bankruptcy Law also stipulates that the reorganization procedure must be started when there is
prospect for legal persons to be rescued.

(3) Link-up of the reorganization procedure with the bankruptcy procedure and the
composition procedure

A. Transition of the reorganization procedure and the bankruptcy procedure

As aforementioned, overlap exists in the reasons for reorganization and for bankruptcy. When
debtors do not have the ability to pay back their debts or have stopped their payment,
interested persons are entitled to making a choice between the reorganization procedure and
the bankruptcy procedure. The question is, after a choice is made, can the two procedures be
transited into each other and with what kind of conditions can they be transited?

a. Transition of the bankruptcy procedure to the reorganization procedure

The commencement of the bankruptcy procedure does not necessarily exclude the transition
toward the reorganization procedure. This is a widely recognized principle by many countries,
but the condition and process for transition are different in each case. In France and Japan,
their stipulations are comparatively loose than others’. For example, Japan's Company



Revitahization Law stipulates that the bankruptcy procedure can be transited, after 1t has been
started, into the reorganization procedure before a bankruptcy declaration. In hght of Article 31
of this law, companies in the process of liquidation or special liquidation or after bankruptcy
can apply for reorganization. The application under such a situation, however, must be decided
with the agreed method for modification of chapter in Article 343 of Business Code, i.e., the

application must be passed by more than two-thirds of all votes of shareholders that have more
than a half of the issued shares.

In Taiwan, the Company Law stipulates that the transition from the bankruptcy procedure to
the reorganization procedure can only be launched before a bankruptcy declaration, and if the
ruling on a bankruptcy declaration has been made, the court can reject the application for
reorganization.

In the United States, conditions for transition are not so strict. Debtors have absolute rights to
decide which procedure of transition will be applied. After interested persons' application and a
hearing, the court may change the procedure in Article 7(liquidation procedure) into that in
Article 11(reorganization procedure) at any time they like. The prerequisite is that the second
procedure must be applicable to debtors in the first. According to Article 107 of Bankruptcy
Law of the United States, individuals, companies and partners that can be debtors in Article 7,
except brokers for securities and for commodity, are all allowed to apply for transition to the
procedure in Article 11.

A significant question should not be ignored: Can there be only one time for the reorganization
procedure to be adopted in a bankruptcy case? The reasons for raising the question are as
follows, <1> Laws for reorganization usually stipulate that the termination or failure of
reorganization does not necessarily mean the transition into the bankruptcy procedure. It is
only when there are reasons for bankruptcy that the transition into bankruptcy procedure can
be launched. Such regulations can be found in Article 307 of Taiwan's Company Law and
Article 23 of Japan's Company Revitalization Law. <2> Some countries stipulate in their
reorganization laws that the reorganization procedure can be applied for after a bankruptcy
declaration. According to <1>, if there are only reasons for reorganization instead of
bankruptcy, i.e., there is possibility for debtors to have no ability to pay back their debts, the
debtors apply for reorganization and the court rule on the start of reorganization procedure, but
the debtors fail in the end to reach an agreement on any reorganization scheme with creditors
and shareholders, which leads to the termination of the reorganization procedure though there
are insufficient reasons for bankruptcy declaration by the court. Under such a situation, can
debtors reapply for the reorganization procedure after debtors or creditors have applied for the
bankruptcy procedure? If creditors, not debtors, apply, can their application be approved? In
light of <2>, if a debtor applies for the reorganization procedure in the process of bankruptcy,
and the reorganization fails and ends in a bankruptcy declaration, can the debtor reapply for
reorganization? Can creditors reapply for the reorganization procedure?

We believe that restrictions by law are necessary in this respect. This is because reorganization,
different from composition, has high costs and social prices, and frequent transitions of



systems will surely cause huge amounts of squandered resources, which is in favor of neither
the debtors nor the creditors. If debtors have applied for reorganization before the bankruptc)
procedure is started, then they should not apply for any transition of procedures in the
bankruptcy procedure, but creditors or shareholders can. It is meaningless to apply for the
reorganization procedure after a bankruptcy declaration. By that time, creditors that have real
rights for security have implemented their exemption rights and all costs and debts of common
benefit have been paid, so the debtors' assets have almost nothing left, which means the
debtors have lost the material basis for reorganization. An exception in this case is that the
shareholders of the company are willing to add capital to increase the company's financial
resources, but this is rare in reality. Therefore, we feel the stipulation in Taiwan's Company
Law, namely, the application for reorganization should be made before the bankruptcy
procedure is started, is comparatively reasonable. Given this fact, our new Bankruptcy Law
stipulates in Article 81 that debtors or creditors may apply for reorganization after the people's
court has filed a bankruptcy case and before the declaration of the debtors' bankruptcy.

b. Transition from the reorganization procedure to the bankruptcy procedure

Theoretically, the rejection of the reorganization procedure, or the termination of
reorganization due to its plan's failure to be passed or to the procedure's failure will not
necessarily be transited into the bankruptcy procedure. Composition, however, will experience
a natural transition into the bankruptcy procedure at its failure to be launched. The difference
lies in that reasons for reorganization are not so strict as those for bankruptcy and when
composition fails, the court can reasonably declare the debtors’ bankruptcy. Article 23 of
Japan's Company Revitalization Law stipulates, "On the occasion of rejecting a company's
application for the start of a revitalization procedure before its bankruptcy is declared,
terminating the revitalization procedure or refusing to accept the revitalization plan, the court
shall declare by its authority the company's bankruptcy. " Article 307 of Taiwan's Company
Law has similar regulation. So does our Bankruptcy Law.

c. Calculation of claims for common benefit in the transition of the reorganization procedure
into the bankruptcy procedure

Firstly, When debtors are declared bankrupt at the termination of their company’ reorganization
procedure, the claims for common benefit arising from other procedures that no longer have
effect since the start of the reorganization procedure is the claims for common benefit in the
bankruptcy procedure.

Secondly, claims for common benefit arising from the process of applying for company
reorganization, terminating the reorganization procedure, or refusing to accept the
reorganization plan is regarded as claims for common benefit at the declaration of bankruptcy.

B. Transition between the reorganization procedure and the composition procedure

a. Transition from composition procedure to reorganization procedure



It is commonly allowed by laws in many countries that, after the commencement of
composition procedure and before the composition agreement goes in effect, parties in interests
file a petition for reorganization procedure. According to Articles 2 and 4 of the Law on
Judicial Reorganization and Liquidation for Enterprises in Difficulty, the composition
procedure instead of the reorganization procedure shall be first applied to runners of farming
industry that adopt the form of non-business company and the reorganization procedure can
only be adopted when compositions can not be achieved. Besides, when debtors reach
composition agreements with creditors in light of No. 84-148 law but fail to carry out their
responsibilities, the reorganization procedure can also be applied. There is, however, a question:
If a composition agreement has not yet been carried out after it was signed, or is in the process
of being carried out, can the interested persons apply for the start of the reorganization
procedure? Japan's reorganization law and the Bankruptcy Law of the United States allow such
applications, while Taiwan's Company Law does not. We hold that under such a situation, the
law should forbid the application for reorganization. The reasons are that though composition
is largely different from reorganization, it still has the function of avoiding debtors'
disassembly, its procedure has a lower cost than that of the reorganization procedure and it
carries out more of the principle of the creditors' party autonomy. Since agreements have been

reached between debtors and creditors on the issues of claims and debts and their force has

been admitted by the court, the application for reorganization should not be allowed any more.

b. Transition from the reorganization procedure to the composition procedure

It must be pointed out that the reorganization procedure can not be directly transited into the
composition procedure because composition is based upon the debtors' application and the
court can not by its authority declare the start of the composition procedure. Therefore, when a
reorganization application is rejected, or a reorganization plan is refused or terminated, the
reorganization procedure will not be directly transited into the composition procedure unless
there is an application by the debtors for composition.

(4) A question around real rights for security

Real rights for security are of great significance to the success of reorganization. If the
reorganization procedure can not effectively impose restrictions on the implementation of real
rights for security, after owners of such rights have done what they are entitled to do, the
reorganization of an enterprise will become groundless for the enterprise's assets no longer
exist.

The question we meet in reorganization legislation is: If an applicant does not directly apply
for the reorganization procedure but for the bankruptcy procedure, is it necessary to impose
restrictions on the implementation of real rights for security? The reason for such a question is
that, if the bankruptcy procedure and reorganization procedure can be transited into each other,
an applicant may change into the reorganization procedure after he has applied for the
bankruptcy procedure. If no restrictions are imposed on the implementation of real rights for



security at the beginning of an application, the future transition toward reorganization
procedure will become groundless. Thanks to this point, our Bankruptcy Law stipulates that
the mortgage, pledge and lien to the debtors' assets or rights will be halted before bankruptcy is
declared after an bankruptcy case is filed in the people's court.

The goal of such a stipulation is to guarantee the success of reorganization, but the harsh
restriction on the owner of security interest, and the application of such a stipulation to SOEs
in particular will have some effect on the interests of many creditors. This question is really
worth our attention.

(5) The practical application of procedures
The procedures of bankruptcy law have a strong inclination for practical uses. The lack of

practices and standardization of practical application in this field renders it a heavy task to put
the new Bankruptcy Law into practical uses.
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Chinese Bankruptcy Law in an Emerging Market Economy:
The Shenzhen Experience

Findings from interviews with judges from the Bankruptcy Division of the
Shenzhen Intermediate People's Court and bankruptcy practitioners in Shenzhen”

By Xianchu Zhang  and Charles D. Booth™"
Introduction

In 1986 the People’s Republic of China (“China™) enacted its first national
bankruptcy law — the Law of the People’s Republic of China on Enterprise Bankruptcy
(Trial Implementation) (the “Chinese Bankruptcy Law”)' — as part of an emerging legal
framework for the country’s transition from a planned economy to a market economy. At
the time of its enactment the bankruptcy law was considered a significant political and
economic breakthrough that was necessary to apply some market pressure on China’s
State-Owned Enterprises (“SOEs”) to become more efficient.? However, the rapid
development of economic reforms in China soon exposed serious limitations in the
Chinese Bankruptcy Law.

First of all, the law applies only to SOEs and not to Chinese economic
organizations generally. Secondly, since the law was enacted before China pursued
further economic reforms beginning in 1993,* many of the bankruptcy law provisions
guaranteeing government involvement and control began to conflict with the introduction
of market-centered rules. Thirdly, relatively few bankruptcy cases have been

" Copyright © Xianchu Zhang & Charles D. Booth. All rights reserved. Mr. Booth would like to
acknowledge the financial support provided by the Committee on Research and Conference Grants at the
University of Hong Kong towards his travel expenses in conducting the interviews in Shenzhen. Both
authors would like to express their gratitude to their colleague, Philip Smart, for commenting on an earlier
draft of this article.

** Associate Professor, Faculty of Law, University of Hong Kong. LL.B., China University of Politics and
Law; M.C.L., I.D., University of Indiana at Bloomington.

™" Associate Professor, Faculty of Law, University of Hong Kong. B.A.. Yale University; J.D., Harvard
Law School.

' Law of the People’s Republic of China on Enterprise Bankruptcy (Trial Implementation), Standing
Committee of the National People’s Congress, Dec. 2, 1986 [hereinafter the Chinese Bankruptcy Law].
For an English translation, see General Office of the Legal Commission under the Standing Committee of
the National People’s Congress (compilation), LAWS OF THE PEOPLE’S REPUBLIC OF CHINA (CIVIL AND
COMMERCIAL LAWS) 684-95 (1998).

* For a detailed review of the legislative history and the controversies encountered, see CAO SiYUAN, THE
STORM OVER BANKRUPTCY (1987) (in Chinese). An English translation appeared in installments in
CHINESE LAW & GOVERNMENT (Jan.-Feb & Mar.-Apr. 1998).

* Following Deng Xiaoping's southern tour in which he called for bold economic reforms, the Constitution
of the PRC was amended in 1993, thereby legitimating the practice of a socialist market economy. See
Article 7 of the Constitutional Amendment of 1993.
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commenced under the 1986 law.! At first glance. this low number appears surprising
given the weak financial position of SOEs generally. For example. a national survey in
1997 of 14,923 large- and mid-sized SOEs revealed that 40.5% were in the red with total
losses of RMB 58.9 billion; and the situation in 1998 was even worse.” Although SOE
performance has been improving throughout 2000, the non-performing loans owed by
SOEs to state-owned banks are still estimated to be between 25-50% of their total
lending.® These figures demonstrate that before the Chinese Bankruptcy Law can be
“strictly” applied to all insolvent SOEs, the Chinese government must first address two
other related problems: (1) the massive level of unemployment and its potentially
destabilizing effect on social stability” and (2) the possible collapse of China’s state-
owned banks.?

The fourth limitation pertains to the Chinese Bankruptcy Law itself. The law is
clearly inadequate for many of the problems and issues that arise in bankruptcy cases.
With only 43 short articles, the law is too general and often vague. The Chinese Supreme
Court has tried to remedy the situation by issuing a comprehensive interpretation with 76
articles,” but this is not a long-term solution.

To address these limitations,'® in 1994 the Chinese government began a review of
the Chinese Bankruptcy Law, and a comprehensive first draft of a new law was
completed in 1995. However, certain conditions (primarily the problems related to
unemployment and potential social instability) caused the draft to be shelved with the

* According to the statistics of the Siyuan Consulting Firm (a firm specializing in bankruptcy and mergers
and acquisitions), from 1989 to 1996 only 11,580 bankruptcy case were accepted by all levels of the
People’s Court throughout China. CAQ SIYUAN, DANGSHUO ZESHUO (SAY WHAT WE SHOULD SAY) (in
Chinese) 156 (1998). To put this number in perspective, this low number of cases occurred at a time when
there were over 8 million enterprises and commercial households registered in China (pre-1996).

* Qiu Xiaohua & others, Dazhong Xing Guoyou Qive Yunying Xingshi Burong Leguan (The Operational
Conditions of Large and Mid-sized State Owned Enterprises Are Not Bright), 2 ZHONGGUO GUOQING
GUOLI (STATE CONDITIONS) 21 (1999).
® Pauline Loong, What WTO Means for Chinese Banking, ASIAMONEY 20, 21 (July/Aug. 2000). The level
of lending to SOEs by state-owned banks in earlier years has been estimated as high as 75%.

In fact, the Chinese government is in the process of enacting social security legislation.

® According to World Bank analysis, China’s long-term fiscal sustainability has been threatened by the
contingent liabilities of the banking sector arising from the SOE reform. The World Bank believes that the
problems are larger than official statistics suggest and that long-term fiscal stability depends largely how
the government addresses them. WORLD BANK, CHINA: WEATHERING THE STORM AND LEARNING THE
LESSONS 50 (1999).

? Printed in the Research Office of the Supreme People’s Court (compilation), ZHONGHUA RENMIN
GONGHEGUO ZUIGAO RENMIN FAYUAN CIFA JIESHI QUANJI (THE ASSEMBLAGE OF JUDICIAL
INTERPRETATIONS OF THE SUPREME PEOPLE’S COURT OF THE PRC), Vol. 1949-1993 (in Chinese) (1994),
[hereinafter SUPREME COURT'S OPINIONS].

' Due to space limitations, this article will not provide a detailed discussion of other defects in the Chinese
Bankruptcy Law. For further discussion of these matters, see Roman Tomasic, Angus Francis, & Kiu Hua
Wang, Chpt. 2, China, in ROMAN TOMASIC & PETER LITTLE (eds.), INSOLVENCY LAW & PRACTICE IN ASIA
21-63 (1997): Ronald Winston Harmer, Insolvency Law and Reform in the People’s Republic of China, 64
FORDHAM L. REV. 2563-2589 (1996); Steven L. Seebach, Bankruptcy Behind the Great Wall: Should U.S.
Business Seeking to Invest in the Emerging Chinese Market be Wary? 8 TRANSNAT'L LAW. 351-373
(1995).
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national legislature. The drafting process only resumed in 1998.'' and is now
continuing.'” A recent draft of a new bankruptcy law (the “New Chinese Bankruptcy
Law”) has recently been completed and is being released for comment.

Against this backdrop of the national bankruptcy law, the bankruptcy practice in
the Shenzhen Special Economic Zone (the “Shenzhen SEZ” or “Shenzhen™) offers an
interesting and informative comparison and perhaps some lessons for China in reforming
its national bankruptcy law. To gain a clearer understanding of Shenzhen insolvency
law, the Faculty of Law at the University of Hong Kong (“HKU”) and the Department of
Economic Law at the China University of Politics and Law in Beijing (“CUPL™)
conducted interviews of members of the Shenzhen judicial, legal, and political branches
who are familiar with bankruptcy law and practice in Shenzhen.'> These interviews were
conducted from February 16-18, 2000, by team members from HKU' and CUPL" as
part of a joint research project.'®

The Shenzhen investigation started with a half-day meeting with six of the ten
judges of the Bankruptcy Division of the Shenzhen Intermediate People's Court (the
“Shenzhen Bankruptcy Court”), including a Deputy President of the Court. The research
group then interviewed six bankruptcy practitioners who frequently serve as members of
liquidation committees in bankruptcy cases (the “liquidators”).” The final meetings
involved six lawyers who engage in general bankruptcy practice in Shenzhen and three

'"'In the interim, in 1997 the State Council adopted a national policy to prefer mergers and acquisitions to
bankruptcy in the reform of SOEs. See s. 9 of the State Council Supplementary Notice on Trial
Implementing Mergers & Acquisitions and Bankruptcy of State-Owned Enterprise and Reemployment of
Their Workers in Certain Cities, Mar. 2, 1997, published in 8 Zhonghua Renmin Gongheguo Guowuyuan
Gongbao (The Bulletin of the State Council of the PRC) 312, 317 (1997). It was stated that the policy to
encourage mergers and acquisitions should be further implemented with preferential treatment and relaxed
restrictions.

12 See Wang Weiguo, Adopting Corporate Rescue Regimes in China: A Comparative Survey, 3 AUSTRALIA
J. COrp. L. 234 (1998). In 1998, the enactment of a new bankruptcy law was listed in the Legislative Plan
of the new National People’s Congress as an unfinished project of the previous congress. SEE WANG
WEIGUO, PO CHAN FA (BANKRUPTCY LAW) 43-44 (1999).

13 Since the meeting was conducted in a free-style discussion with a question-answer format, it is difficult
to identify each participant’s words. Thus, this article consolidates the views and comments of the
participants. The authors are responsible for all errors and misunderstandings, if any, arising from this
report of the discussions.

" Including the co-authors and Liu Nanping. Non-attending team members included Philip Smart (who
helped design the questionnaires) and Say Goo.

¥ Including Dean Wang Weiguo and five of his colleagues. Dean Wang is also a member of the Drafting
Group of the New Bankruptcy Law of China.

'® The Shenzhen interview project was the first area of collaboration pursuant to an Insolvency Research
Agreement entered into by the Faculty of Law at the University of Hong Kong and the Department of
Economic Law at the Chinese University of Politics and Law in March 1999. Further interview projects
will be held in other Chinese cities over the next few years.

"7 One of the lawyers, Mr. Wang Fuxiang, has published a book based on his personal experiences entitled
Bankruptcy Liquidation and Lawyers’ Practice. 'WANG FUXIANG, POCHAN QINGSUAN YU LUSH! SHIWU
(BANKRUPTCY LIQUIDATION AND LAWYERS' PRACTICE) (in Chinese) (1998). The book includes 53
standardized liquidation documents including notices, reports, confirmation letters, various agreements and
petitions, which evidence the streamlined liquidation practice in Shenzhen.
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officers from the Legal Affairs Committee of the Standing Committee of the Shenzhen
People's Congress, which is the local legislature.

Part [ of this article provides a comparison between Shenzhen insolvency law and
the national bankruptcy law. Part II focuses on the practice of insolvency law in
Shenzhen and sets out the results of the interviews conducted in Shenzhen in February
2000. Part III concludes with some overall observations.

L An overview of Shenzhen bankruptcy law

Established as an SEZ in the early 1980s, Shenzhen started to implement an open-door
policy and to engage in market-based economic practices ahead of other regions of
mainland China. As a result, in Shenzhen the driving force behind economic
development was not the state sector. but rather was a diversified structure that included
both foreign investment enterprises and domestic Chinese private firms. Local rules were
enacted in Shenzhen to deal with the issues arising from this practice. Shenzhen had its
own Bankruptcy Provisions on Foreign Related Companies in 1986 (the “Shenzhen
Bankruptcy Provisions™),'® even before the promulgation of the national Chinese
Bankruptcy Law. Moreover, to facilitate market developments in Shenzhen, in 1992 the
Standing Committee of the National People’s Congress delegated to the Shenzhen SEZ
the special legislative power to adopt regulations applicable to the SEZ as long as they
did not contradict the national Constitution or the basic principles of the national laws
and decrees.' The Shenzhen SEZ soon took advantage of this delegation of legislative
power and enacted the Shenzhen SEZ Enterprise Bankruptcy Regulations on 10
November 1993 (the “Shenzhen Bankruptcy Regulations”) to replace the 1986 Shenzhen
Bankruptcy Provisions.?

The Shenzhen Bankruptcy Regulations differ from the Chinese Bankruptcy Law
in many respects. First of all, the scope of the Shenzhen law is much broader than the
national law, for the Regulations create a uniform system applicable to all enterprises that

"® The Shenzhen Bankruptcy Provisions on Foreign Related Companies were adopted by the Standing
Committee of the Guangdong People’s Congress on November 29, 1986 [hereinafter the Shenzhen
Bankruptcy Provisions], and published in the General Office and the Economic Law Research Centre of the
Guangdong Government (compilation), GUANGDONG SHENG FAGU1 GUIZHANG HUIBIAN (COLLECTIONS OF
LEGAL REGULATIONS AND PROVISIONS OF GUANGDONG (1984-1986) 185-195 (1997).

** For an English translation of the Standing Committee’s delegation of these power, see the Legal Affairs
Commission of the Standing Committee of the National People’s Congress (compilation) [hereinafter the
Legal Affairs Commission], THE LAW OF THE PEOPLE’S REPUBLIC OF CHINA (1990-1992) 524 (1993). In
this regard, it should be noted that according to art. 100 of the national Constitution, other local enactments
may not contradict the Constitution, national laws or administrative regulations. As such, the discretion of
the delegated legislative power granted to the SEZ is broader than the normal local legislation. This special
delegated legislative power was further reconfirmed in a recent Law of Legislation that was adopted this
vear. Art. 65 of the Law of Legislation of 2000. For an English translation, see Supplement No. 5 China
Economic News 1-8 (2000).

* For an English translation, see CCH Asia Pacific (compilation), CCH CHINA LAWS FOR FOREIGN
BUSINESS (SPECIAL ZONES AND CITIES), Vol. 1, 5. 71-055 at 25014-25374 (1999) [hereinafter CCHJ.
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either are registered or reside within the SEZ.2! In bankruptcy proceedings in Shenzhen.
the Shenzhen Court may apply the Shenzhen Bankruptcy Regulations to the extent that
they do not conflict with the principles underlying the Chinese Bankruptcy Law.

Secondly, the Shenzhen Bankruptcy Regulations include a simplified bankruptcy
test. Under the Chinese Bankruptcy Law, the insolvency tests for determining whether
an SOE is bankrupt include (1) whether an SOE is able to pay its debts when due and (2)
whether the incurring of serious losses by an SOE were a result of poor management and
the inability of the government authority concerned to provide support measures to the
SOE.”? By contrast, Article 3 of the Shenzhen Bankruptcy Regulations does not include
an equivalent of the second prong of the test and instead stipulates that a bankruptcy
order shall be entered only if an enterprise is unable to pay its debts when due. This
simplified definition of bankruptcy avoids the need for a bankruptcy court to enquire into
the difficult, and often disputed, matters involving the management of insolvent SOEs.

This second factor is related to the third, and perhaps the most important
distinction: the Shenzhen Bankruptcy Regulations focus more on the application of
market-oriented principles than on the relationship between an enterprise and the relevant
government authority. The opposite is true of the Chinese Bankruptcy Law. It has been
observed that the national SOE bankruptcy law “is essentially a procedure to be applied
by the Government, not invoked at the option of debtors or creditors.”* Moreover. once
a case has been commenced under the Chinese Bankruptcy Law, unless the upper-level
state authority of the debtor SOE takes the initiative to reorganize the SOE,** a settlement
proposal will not be available. In contrast, Shenzhen bankruptcy practice is subject to
much less administrative control. For example, under the Shenzhen Bankruptcy
Regulations government approval is not a necessary condition for an enterprise
bankruptcy, or for a settlement in a bankruptcy proceeding. Once a case has been
commenced, Article 25 of the Shenzhen Regulations provides the debtor itself with the
decision whether to propose a settlement. Moreover, Article 28 empowers the court to
examine and approve the settlement proposal and Article 30 mandates the court to
appoint a supervisory committee composed of professionals (including accountants and
lawyers) to monitor the implementation.

Fourth, the Shenzhen Bankruptcy Regulations include additional bankruptcy
procedures and provisions that are not available in the Chinese Bankruptcy Law,
including the following: rules for the court to supervise the liquidation committee; a
special chapter dealing with small bankruptcy cases; and more detailed rules governing
set-offs.

*! Shenzhen Bankruptcy Regulations, art. 2.

 Chinese Bankruptcy Law, art. 3. Art. 8 of the national law provides that an SOE, as a debtor, may not
file a voluntary bankruptcy petition without first getting approval from its upper-level government authority
and art. 3 that a petition filed by a creditor may be dismissed or suspended if the government provides
financial support for the SOE or applies for reorganization.

% Donald C. Clarke, Regulation and its Discontents: Understanding Economic Law in China, 2 STAN. J.
INT'L L. 283, 299-300 (1992).

* Chinese Bankruptcy Law, arts. 3 & 17.
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Lastly, the judicial practice of Shenzhen for handling bankruptcies differs from
the practice followed by other courts under the Chinese Bankruptcy Law. In 1993
China’s first bankruptcy judicial division was established within the Intermediate
People’s Court of Shenzhen. This has led to the development in Shenzhen of a
specialized judicial branch with perhaps the most insolvency experience of any judicial
division in China. Since its formation, the Shenzhen Bankruptcy Court has led other
Chinese courts in three categories, namely: (1) the number of bankruptcy cases accepted
per annum; (2) the number of bankruptcy cases heard per annum; and (3) and the total
number of bankruptcy cases handled per annum.

The experience gained from handling this heavier workload has also led the Court
to streamline its management of bankruptcy cases in a variety of ways. For example, the
Court has adopted the Responsibility and Operational Procedures of the Bankruptcy
Division (the “Bankruptcy Division Procedures™) and the Time Limitation and Certain
Checking Points;*® and has developed thirty standardized judicial documents including
notices, inquiries, appointments, and rulings applicable to different stages of bankruptcy
proceedings.27 In addition, the judicial documents adopted by the Shenzhen Bankruptcy
Court also fill in some gaps in the national framework. For example, the Chinese
Bankruptcy Law fails to provide a time limit for a court to approve a settlement
agreement; but Point 10 of the Time Limitation and Certain Checking Points requires the
court to render its decision within ten days.

In sum, the Shenzhen bankruptcy regime, on the one hand, has improved the
Chinese Bankruptcy Law in many ways, in part through the adoption of market-
orientated economic principles and the development of a more liberal piece of legislation.
Judges sitting on the Shenzhen Bankruptcy Court are more experienced and better
specialized in dealing with bankruptcy cases than are their counterparts elsewhere in
China. However, on the other hand, the Shenzhen Bankruptcy Regulations are not a
panacea and suffer from many limitations themselves, which are discussed in Part II
below.

IL Shenzhen bankruptcy practice: the perspective of judges, lawyers, and
legislators

Bankruptcy statistics

From 1995 to 1998, the Shenzhen Bankruptcy Court accepted 316 bankruptcy
cases. Of these cases, approximately 20% involved SOEs as debtors and another 20%,
foreign-related enterprises. Of the cases involving SOEs, only one recorded case
involved a large-sized SOE bankruptcy, and as of the time of the interviews the

* The then President of the Shenzhen Bankruptcy Court, Xu Liangdong discusses the judicial experience of
the Shenzhen Bankruptcy Court over the past few years in a recent book: XU LIANGDONG, POCHAN
ANJIAN SHENLI CHENGXU (TRIAL PROCEDURES OF BANKRUPTCY CASES) (in Chinese) (1997).

* Both judicial instruments are printed as annexes in Xu’s book, id, at 415-429.

" Id. at 255-286.
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complexity of the case had not allowed for the reaching of a final resolution. Although
these numbers may not sound terribly onerous by Western standards, the lack of
supporting institutions (discussed below) makes bankruptcy cases in Shenzhen much
more difficult to handle than other cases. Point 55 of the Bankruptcy Division
Procedures explicitly recognizes that bankruptcy cases consume great amounts of both
time and effort, as they involve many different types of economic disputes and legal
proceedings. A deputy head of the Shenzhen Bankruptcy Court pointed out that the
minimum length of time to complete a bankruptcy case in the Division was nine months
and many uncompleted cases had been on going for over two years. Overall, with the
exception of bankruptcy cases being handled under summary procedures, the average
completion time for bankruptcy cases in Shenzhen is normally two years.”® A general
formula has been developed in Shenzhen to calculate the approximate amount of man-
hours needed for a bankruptcy — the handling of one bankruptcy case is treated as the
equivalent of eight other cases; in small bankruptcy cases, the ratio is reduced to the
equivalent of four.”’

The judges noted that the increasing rate of bankruptcies in Shenzhen may, in
part, be traced to the ongoing restructuring of the Shenzhen economy. Since 1993 the
SEZ government has been upgrading the city’s industrial structure to include more
technology intensified and service-based businesses. As a result, many labour intensified
manufacturing and processing plants were required to either “transform” themselves or
move out of Shenzhen.’® The judges noted, however, that the overall number of formal
bankruptcy cases dealt with by the judiciary accounted for only a small percentage of
these corporate “transformations.” Many insolvent firms ended their operations without
any liquidation or formal dissolution. Rather, their owners or investors just disappeared.
and earned the name of “three no enterprises”: no business place, no books of account.
and no assets. In many instance of this kind, the debtors were residents of Hong Kong
and fled to foreign jurisdictions where the People's Court could not reach them.

The average recovery rate for creditors in bankruptcies in Shenzhen is not high.
In a typical case, after the claims of secured creditors and workers have been satisfied.
there is little left to pay general unsecured creditors. The average rate of recovery for
creditors in Shenzhen is less than 10%. Mention was made of at least one case in which
the rate of return was as low as 0.026%.3' On the upper end, there were cases where 10
or 20 % was repaid, but these cases were quite rare. One reason given for the low rate of

XU, supra note 25, at 35. A two-year period greatly exceeds the average for ordinary civil litigation in
China. Under art. 135 of the Civil Procedure Law of PRC, a case being handled in a trial of first instance
should normally be completed within six months, and certain special situations may allow for a six-month
extension. Any further extension of civil proceedings must be approved by the upper-level People’s Court.
* Xu, supra note 25, at 427.

* For a discussion of the enforcement of this policy, see Zhang Xianchu, Economic Legislation in the Pearl
River Delta in JOSEPH Y. S. CHENG (ed.), THE GUANGDONG DEVELOPMENT MODEL AND ITS CHALLENGES
133-134 (1998).

"' These figures apparently echo the national conditions. According to a survey of 131 SOE bankruptcy
cases in the first half of 1996, the average rate of recovery was approximately 10%. CAO SIYUAN (ed.),
JIANBING YU POCHAN CAOZOU SHIWU (PRACTICE OF MERGERS AND ACQUISITIONS AND BANKRUPTCY) 391
(1997).
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payment was that the liquidation committee is usually unable to find purchasers for the
corporate property and another was that the assets of the debtor often disappear during
the period between the filing of a bankruptcy petition and the appointment of a
liquidation committee.

Relationship with government authorities

Although. as noted above, the Shenzhen Bankruptcy Regulations do not require
the approval of relevant state-authorities for the bankruptcy of a state-owned or
controlled company, some administrative agencies have continued to assert the
application of a state policy requiring such approval. However, as a result of the
incorporation of many SOEs, the state-authorities can now assert this approval right at
another level, for many state authorities have become controlling shareholders of these
incorporated SOEs. In other words, a state authority may now wear two hats at the same
time ~ as both the majority shareholder of a company and as the policy maker with
responsibility for the market economy. Thus, many of the interviewees noted that it
would be absurd (at least in a case commenced by a debtor company) for a state authority
to be responsible for protecting state assets, while at the same time being under a legal
duty to deal with creditors fairly.

However, once a case is commenced the government frequently plays a
significant role. The Shenzhen bankruptcy judges consider government support and
assistance as necessary conditions to the smooth handling of bankruptcy cases by the
judiciary. The judges identified certain key areas where they have to coordinate closely
with the government, including the following: determining the amount of workers’
settlements; disposing of state assets; and transferring land use rights.>* They also noted,
however, that government involvement, at times plays a negative role. Some of the
judges claimed that the government sometimes attempts to exert political influence over
the judiciary. For example, mention was made of some judicial proceedings in which
government authorities intervened in an effort to protect state assets. This put the judges
in a very difficult position for deciding whether special protection should be given to the
state interest to the detriment of other creditors.

32 Many SOEs have used state land (without being required to pay compensation to the government)
through the allocation under the planned economy. Some SOEs have even used their land use rights as
capital contributions when establishing joint ventures with foreign investors and other firms. After the real
estate market in China officially opened at the end of 1980s, land use rights became marketable, which
created valuable assets for many SOEs. When many of these SOEs became bankrupt, difficult issues arose
in the bankruptcy cases as to how to include (and value) these land use rights as part of the property of the
estate for the purpose of making distributions to creditors. The government as the landowner may demand
control over the purpose of the land use based on the government development plan, the transfer price, and
other terms of transfer. A notice of the State Council states that the funds to resettle workers of a bankrupt
SOE shall first be allocated from the proceeds of the land right transfer, even if the right of land use has
previously been provided as collateral to another party. Sec. 5 of the Supplementary Notice of the State
Council Concerning Trial Implementation of SOE Merger and Bankruptcy and Re-employment of Workers
in Certain Cities, Mar. 2, 1997 [hereinafter State Council Notice], published in 8 Zhonghua Renmin
Gongheguo Guowuyuan Gongbao (State Council Bulletin of the PRC) 312, 315 (1997) (in Chinese).
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Another interesting issue is to what extent the judiciary may have to accept the
conclusion or decision of an administrative authority concerning the bankruptcy of a
state-owned or controlled company. Currently, within the State Administration of
Industry and Commerce (“SAIC™), which is the state authority in charge of business
registration and cancellation, there is a liquidation department responsible for liquidation
proceedings in a non-bankruptcy context. But once the SAIC finds an enterprise to be
insolvent, it is required to transfer the case to the People’s Court. Sometimes. certain
preliminary rulings may even have been made. The issue as to whether the judiciary
should be bound by these administrative holdings poses a challenge in those cases where
the judiciary might reach a different conclusion as to whether the company is, in fact.
insolvent. In the Chinese socialist system, there is no tradition of judicial independence
and the judiciary does not have a track record of overruling administrative decisions.
Moreover, a judicial refusal to take a case referred to it by the SAIC may leave the parties
concerned caught in the middle of a dispute between two powerful state organs.
However, the docile acceptance of such cases from the SAIC would surely jeopardize the
judicial standards and the professional independence of the judiciary.

In other areas as well, the unclearly defined relations between the various state
organs and the bankruptcy court may cause complications in the administration of
bankruptcies. The serious problems arising in regard to the investigation and prosecution
of fraud are discussed below.” Related difficulties arise in regard to preventing debtors
from escaping from their financial obligations and absconding from the mainland. In this
area, the Shenzhen judges feel that their powers are limited. They noted that according to
a circular of the Supreme People’s Court issued in 1987, a People’s Court may enter an
order preventing a resident of Hong Kong or Macau who has no assets in the mainland
for execution and who refuses to provide security for his unsettled debts from leaving the
mainland.>* However, the judges have found that it has been difficult to implement this
circular because of the lack of collaboration among the courts and the public security,
border control, and People’s Procuratorate offices. For example, they noted several civil
cases in which by the time all the state branches in Shenzhen agreed to take preventive
action, the debtors concerned had already escaped from the jurisdiction.

Another issue involving the need for cooperation between the judiciary and state
authorities concerns the preferential treatment given to SOE workers in comparison to
employees of non-state enterprises. It must be borne in mind that the insolvency of an
SOE is more like the insolvency of a municipality than of a company.®® In the past, an
SOE provided its workers not only with working positions, but also with education,
housing, and other social security benefits. Thus, bankrupting an SOE has great social
implications. To maintain social stability in the light of the significant number of SOE
insolvencies in recent years, the government and judiciary have each adopted policies to

* See infra text accompanying notes 40 to 50.

* Replies of the Supreme People’s Court on Certain Issues Concerning Economic Dispute Cases Involving
Interest of Hong Kong and Macau, Oct. 19, 1987, published in the Research Office of the Supreme
People s Court (compxlatmn) supra note 9, at 1899.

% Thus, to put it in a U.S. context. a bankruptcy of an SOE is more like a Chapter 9, rather than a Chapter
11, proceeding under the U.S. Bankruptcy Code.
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guarantee the protection of the living standards of workers of bankrupt SOEs. For
instance, as noted above, a notice of the State Council states that the proceeds of the land
right transfer shall be first used to settle workers of a bankrupt SOE. even if the right of
land use has previously been provided as collateral to another party Similarly, the
Shenzhen Bankruptcy Court has taken the view that, if possible, after the filing of a
bankruptcy petition workers of SOEs should be paid at least 70% of their normal salary:
and after the bankruptcy declaration, workers should be paid according to the minimum
living standards adopted by the Shenzhen Government. In addition, certain additional
living allowances should be paid during the liquidation, at a rate based on the enterprise’s
financial condition.’” Also, according to a State Council Notice, the settlement standard
of SOE workers shall generally be three times that of the local workers’ average salary of
the previous year.’ 8 However, no such standards are available to settling workers of
enterprises of not owned by the state, and employees in non-state sectors have been
complaining about this lack of equal treatment. In some cases, the judges and liquidation
committees have to exercise their powers and influence to persuade and pressure non-
SOE workers and other parties concerned to compromise in order to uphold social
stability.

The complexities involving the payments to workers are further complicated by
conflicts over taxes. The liquidation in a bankruptcy usually bases its payments to
creditors on the company’s books of account, but in many cases these figures are quite
different from those of the state tax authorities. Moreover, if the taxation authorities do
not get repaid in full, they will not give permission for the bankrupt company’s business
registration to be cancelled, thereby making it difficult, if not impossible, to bring the
bankruptcy proceedings to a conclusion. This practzce appears to conflict with the
modern trend favoring the abolition of taxation priorities in insolvency. 3

Bankruptcy fraud and crimes

Matters involving bankruptcy fraud and crimes were raised independently by the
judges, liquidators, and bankruptcy lawyers, and were among the most serious issues
raised in the interviews. There was a strong consensus as to the growing ineffectiveness
of both the Chinese Bankruptcy Law and Shenzhen Bankruptcy Regulations, and the
related rules and procedures, in dealing with these matters. Debtors have been getting
quite clever in carrying out well-planned fraudulent schemes to dissipate corporate assets
to the detriment of creditors. The success of their schemes arises from a variety of
factors including the lack of coordination between the judiciary and government
authorities; the inadequacy of the bankruptcy laws themselves and the lack of
bankruptcy court jurisdiction to police fraudulent activities.

36 - See supra note 32.

7 Xu, supra note 25, at 246.
3 Sec. 5 of the State Council Notice, supra note 33, at 315.
* Getting rid of priorities for taxation authorities forces the authorities to improve their debt collection
practices. The evidence from Australia shows that after the Australian taxation authorities lost their
priority in insolvencies, the authorities actually increased the amounts collected from debtors in tax arrears.

10
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The lawyers noted that in a growing number of cases the commencement of a
bankruptcy proceeding itself was part of an overall scheme to defraud creditors. A
common modus operandi was for a company to dispose of its assets pre-petition. thereby
leaving an empty shell for creditors. In a few of these cases, by the time a bankruptcy
petition was filed there were no assets, no bank accounts, and no longer even a place of
business. In at least one such case, these factors led the Shenzhen Bankruptcy Court to
refuse to accept the case. It is becoming increasingly common for the perpetrators of
these schemes to flee by the time a petition has been presented. The lawyers pointed to
several cases involving joint ventures between Hong Kong and mainland parties in which
the Chinese partners ultimately had to repay debts undertaken in the name of the joint
ventures after the Hong Kong parties disappeared with the funds. Because the
perpetrators often flee, by the time the bankruptcy case is commenced the directors or
general managers or managers then in charge often have little knowledge of the insolvent
companies operational history. As such, many of them are facetiously referred to as “the
last emperor” or “the bankruptcy boss.”

Unfortunately, the Shenzhen judges are frequently inadequately armed in
confronting these abuses. Although it is true that the PRC Criminal Law includes certain
provisions applying to bankruptcy-related crimes, these provisions do not extend to
violations of disclosure obligations, the waste or abandonment of property, and
bankruptcy fraud.*® The separation of powers among the various state organs contributes
to the inability of bankruptcy branch of the Shenzhen Court to effectively deal with
bankruptcy fraud. Most importantly since the bankruptcy court is part of the commercial
law side of the People’s Court it has no duty, nor manpower to conduct any criminal
investigations. As a result, without the cooperation of the public security department and
the People’s Procuratorate, a bankruptcy judge is likely to be able to do little even if
criminal activities are discovered. On many occasions the liquidation committees have
filed a complaint alleging fraud, but it proved difficult to get evidence and requests to
transfer the case to another court were denied due to the lack of direct evidence. There
have been some partial successes, however. Mention was made of one case in which
after the filing of a bankruptcy petition, but before the appointment of a liquidation
committee, an SOE started disposing of its corporate assets and paid RMB 1,000,000 to a
creditor. The liquidation committee later collected the RMB 1,000,000 and fined the
legal representative RMB 500.

Current insolvency practices and procedures exacerbate these problems. For
example, as Wang Fuxiang has noted, auditing is only conducted in regard to the assets
and accounts of the enterprises concerned, and does not extend to the directors’ spending
or personal transactions. Without this expanded scope of enquiry, it is often impossible
to identify corrupt or inappropriate actions of the directors. Moreover, in the liquidation
process, the limited resources and low efficiency does not allow the liquidation
committee to verify each and every account or note.! Thus, the greater the number of
accounts, the less likely that an irregularity will be spotted in any individual account.

¥ See Li Yongjun. Major Issues in the Drafting of the New Chinese Bankruptcy Law, CHINA L. 74, 76
(Aug. 2000).
* Wang, supra note 17, at 41-45.
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Some local enactments have been made in an attempt to confront these problems.
but they too have not overly successful. For example, Article 91 of the Shenzhen
Bankruptcy Regulations provides that a legal representative of an enterprise shall not be a
legal representative of any other enterprises within three years if he is responsible for the
bankruptcy of the enterprise. However, the judges noted that some debtors avoided the
application of this provision by gaining control of newly established enterprises through
the use of the names of family members. The lawyers also noted that many legal
representatives often fail to cooperate with the liquidation committee. Another common
problem is the failure of management to keep adequate books of account. As noted
above, there have been a few recent cases in which no books of account have been kept.
Interestingly, the view of the lawyers was that SOE accounts were generally in better
shape than the accounts of foreign joint ventures.

There was a strong consensus among both the judges and the lawyers that new
criminal provisions should be added to the Shenzhen bankruptcy law to enable the courts
and liquidation committees to more effectively combat criminal and fraudulent activities.
Another suggestion was that provisions should be added to mandate that legal
representatives cooperate with the liquidation committees. In fact, in the draft of the new
Chinese Bankruptcy Law, some provisions have been recommended that would allow a
bankruptcy court to detain a legal representative when he violates his responsibilities and
require him to pay a 5000 RMB fine.

The lawyers also expressed their concern with the growing amount of abuse of
corporate entity. They noted that many companies or subsidiaries are seriously under-
capitalized from the very beginning, often using the corporate vehicle as a fraudulent
device.*? Other problems arise in regard to complicated schemes involving transaction
schemes among affiliates in a corporate family. However, the lack of the common law
doctrine of “lifting the corporate veil” in the Chinese company legislation® or of
substantive consolidation in the bankruptcy legislation** often makes it impossible for
creditors to reach the real party responsible for the debts.

Another problem is that some of the relation-back periods prove too short to
effectively attack fraudulent transactions, thereby enabling crafty debtors to enter into
transactions to the detriment of creditors. Both the Chinese Bankruptcy Law and the
Shenzhen Bankruptcy Regulations empower the court to invalidate fraudulent or unfair
transactions made within six months of the acceptance of the bankruptcy case by the
People’s Court.** However. in a number of well-planned incidents, as mentioned by the
judges and lawyers, responsible parties disposed of enterprise assets in fraudulent

* According to the Company Law, a statutory minimum capital that must be actually paid-in is a legal
condition for establishing a company. See Company Law, arts. 23, 25, 26, 27, 28, & 78, published in the
Legal Affairs Commission (compilation), supra note 19, at 274-276 &285.

* For a discussion of this problem, see Zhang Xianchu, Piercing the Company Veil and Regulation of
Compantes in China in WANG GUIGUO & WEI ZHENYING (eds.), LEGAL DEVELOPMENTS IN CHINA:
MARKET ECONOMY AND LAW 129-143 (1996).

** It was noted that the problems involving affiliates will not be addressed in the New Chinese Bankruptcy
Law.

** Art. 35 of the Chinese Bankruptcy Law and art. 18 of the Shenzhen Regulations.
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transactions more than six months before the commencement of the relevant bankruptcy
case, thereby escaping the application of the six-month avoidance period.

Several of the lawyers therefore argued that the liquidation committee should be
allowed to enforce all avoidance claims set out in the liquidation law, regardless of the
fact that the statutory limitation period was exceeded. on the basis that the timing
problems did not result from the debtor’s negligence but rather from the debtor’s
fraudulent intention to leave the bankrupt enterprise an empty shell. However, in those
cases in which third parties invoke the statutory limitation defense, the lawyers suggested
that the court should make its dec151on by looking into the relations and transactions
between such parties and the debtor.*® Given that China is a country with a long civil law
tradition, the lawyers acknowledged that without explicit legislative criteria, the People s
Court may not be able to function on an equitable basis as would the judiciary in a
common law Junsdlcnon

To support their argument in favor of a flexible interpretation of the statutory
limitation periods, the lawyers pointed out that changes could be made that are analogous
to the treatment of late-registered clalms under Article 15 of the Shenzhen Bankruptcy
Regulations. Unlike the national law,*® the Regulations provide a creditor’s lawyers with
more room to argue for delayed claim registration. Article 15 states that a creditor that
fails to register a claim after the bankruptcy petition is filed shall be deemed to abandon
its claim. However, this provision shall not apply to the situation where the failure to
register is not caused by the creditor’s fault and the delayed filing is made before the
distribution of the bankrupt assets. All of the lawyers agreed that this flexible rule is
more reasonable. They pointed to an example showing the benefits of this provision in
which a Hong Kong creditor was permitted to retain his claim although he missed the
registration deadline, because the pubhc notice of the bankruptcy proceeding was only
carried in a local Shenzhen newspaper.*’

The lawyers set out other areas in which the legislation needs to be changed to
combat activities that are part of schemes used by companies on the edge of bankruptcy.
For example, it is becoming a common practice in China for a troubled enterprise to force
its employees to choose between making contributions to the enterprise and being
dismissed. The judges reported a case pending in the Shenzhen Bankruptcy Court in
which an enterprise forced 2,000 of its employees to contribute over RMB 70 million to
the enterprise before it became bankrupt. Despite each contributor receiving a note
evidencing his or her “contribution,” the true intention was to circumvent the state

* See also Wang, supra note 17, at 136-137.
*7 The recent draft of the New Chinese Bankruptcy Law apparently tries to address this concern by
imposing criminal liability against certain fraudulent activities that take place within twelve months of the
commencement of the bankruptcy proceeding. New Chinese Bankruptcy Law, art. 186 (on file with the
authors).
* Art. 9 of the Chinese Bankruptcy Law provides that any claims of creditors must be filed within three
months of the public notice of the start of the bankruptcy proceedings; otherwise the claims shall be
deemed to be abandoned.
* Since then, the trend is for bankruptcy notices to also be published in the Renming Faguan Bao (People s
Court Journalj, a nationally circulated newspaper with a special section for such judicial notices.
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restriction on unlawful capital raising without the approval of the state authority. The
court is now facing a dilemma as to how to resolve the status of these contributions made
by the workers. On the one hand. to treat workers as mere equity holders would allow
the enterprise to benefit from its use of strong-arm tactics and unfair influence. would
serve as recognition by the court of the unlawful scheme, and would put the workers in a
situation with little likelihood of recovery.”® On the other hand, to treat the workers as
preferred creditors by taking their duress into account, would arguably be unfair to
existing preferred creditors.

This broad variety of fraudulent and questionable behavior by enterprises has led
many of the bankruptcy lawyers and liquidators to note that although the bankruptcy
regime is supposed to protect creditors as well as debtors, at present to a large degree it
has instead become a means to defraud creditors. They reported that since 1994 some
lawyers have even developed a business of so-called “bankruptcy planning,” in which
advice is provided with the intention of assisting a firm in avoiding as many of its
liabilities as possible by enabling the firm to take advantage of the defective bankruptcy
legislation and competition among governmental institutions. In certain cases, the
lawyers designed a chain of bankruptcies to prevent a creditor from collecting its debt: a
loan was obtained with a guarantee; after the assets were transferred, both the debtor and
the debtor’s guarantor together filed bankruptcy petitions, leaving the creditor with no
party from whom to claim. In such circumstances, the appointed liquidation committees
find their work very difficult. Given the small amount of assets left and the little chance
of recovery in most cases, creditors seem to have little incentive to demand a vigorous
examination of the debtor’s financial details and a complete investigation into the real
reasons for the bankruptcy. However, a few cases were noted in which in-depth
investigation by the authorities led to the discovery and recovery of assets dissipated by
the companies; but such cases were clearly in the minority.

Inadequacy of bankruptcy institutions and laws

There was a general consensus that the most serious problem with the Chinese
and Shenzhen bankruptcy laws was the lack of applicable clearly written legal rules.
Currently, the Chinese Bankruptcy Law — although it is the longest national special
legislation®! — contains only 43 articles. The Shenzhen Bankruptcy Regulations, in turn,
contain 93 provisions. Although the Shenzhen Regulations (and the Bankruptcy Division
Procedures) supplement the Chinese Bankruptcy Law in many areas. nevertheless the

legislation continues to be inadequate to resolve many of the issues that arise in Shenzhen
bankruptcies.

%® Some state authorities have issued documents to stop this practice. For example, the State Commission
of Economy and Trade in a recent circular prohibited local governments or enterprises from forcing their
employees to make contributions to troubled enterprises. See the Notice of the Commission on Issues
Concerning Stopping Massive Sales of Small-Scale State Owned Enterprises, July 10, 1998, published in
Renmin Ribao (People's Daily), July 11, 1998.

*! In addition, the Company Law of 1993 has ten articles dealing with company bankruptcy (Chpt. 8, arts.
189-198), and the Civil Procedure Law as amended in 1991 includes eight articles on the bankruptcy of
legal person enterprises other than SOEs and companies (Chpt. 19. arts. 199-206).
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One problem is that many of the provisions are vague. which often leads to
disputes over interpretation. For example, Article 11 of the Chinese Bankruptcy Law
stipulates that after a bankruptcy case is accepted by the People’s Court. any procedure to
enforce other civil obligations against the debtor shall be stayed. The Supreme People’s
Court has interpreted this provision as suspending any executory measures that have not
yet been completed.5 2 Where a mainland company with assets in several mainland
jurisdictions runs into financial difficulty, this interpretation often leads to a race among
the swiftest to grab the corporate assets — competing creditors and courts race to complete
(or to facilitate the completion of) the execution of the debtor’s assets. In some cases. the
same piece of property has been “claimed” by different courts from different jurisdictions
and certain courts have even back-dated their documents to justify their orders of
execution.

Other problems are caused by gaps in the legislation. One example noted by the
judges was that under the Chinese Bankruptcy Law, the liquidation committee shall not
be established until a bankruptcy order is entered.”> However, neither the Chinese
Bankruptcy Law nor the Shenzhen Bankruptcy Regulations provides any guidance as to
who should be in charge of the debtor’s assets in the gap period between the court’s
acceptance of the case and its issuing of the bankruptcy order.* To address this
omission, the Shenzhen Bankruptcy Court has developed the practice of creating a
supervisory committee to function during this period. Thus, in Shenzhen, once a court
accepts a case, the supervisory committee will monitor the activities (which may involve
continuing business operations) of an enterprise. Once a bankruptcy order is made, the
supervisory committee will then be responsible for handling the liquidation. But without
any legislative guidance, the court is unable to clearly define the precise legal status of
the supervisory committee and its scope of authority during the gap period, and conflicts
still arise.

The liquidators and judges agreed as to the difficulty in defining the legal status of
the supervisory committee in charge of the assets of the debtor during the gap period.
They offered some examples to illustrate the situation. In some cases the public security
and the People's Procuratorate or the SAIC refused to allow a supervisory committee to
have its own seal, on the ground that the committee lacked legal authority. In other
cases, public utility companies suspended their services to the debtor in clear disregard of
the repeated requests from a supervisory committee to restore the operation of services to
the troubled enterprise.

Also missing from national legislation is the standard of compensation to be paid
to the liquidation committee. As a result, the court has to exercise its discretion on
compensation issues on a case-by-case basis. To address this problem, in Shenzhen the
People’s Court has set out the compensation standards of the liquidation committee based

*2 Supreme Court’s Opinions, s. 12(1), supra note 9, at 1867.

** Chinese Bankruptcy Law, art. 24.

** This is quite an important issue, for it is not uncommon for a company to try to improperly dispose of
assets during this period.
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on the amount of the bankruptcy assets. There are five categories in the Court's
provisions:

¢ RMB 20.000-50,000 if the assets total less than RMB 500,000;

e RMB 50.000-100,000 if the assets total between RMB 500,000 to 1 million:

¢ RMB 100.000-150.000 if the assets total between RMB 1 million to §
million;

e RMB 150,000 to 200,000 if the assets total between RMB 5 million to 10
million; and

e RMB 200,000 to 300,000 if the assets total more than RMB 10 million.

The standards may be subject to the court’s further adjustment according to the
complexity of the particular case.”> However, some of the lawyers reported that in some
cases they could not receive any compensation at all; partially because of the lack of
funds due to rampant fraudulent activities or the adoption of the social policy to provide
workers with a maximum settlement. As a result, the People’s Court may have to appoint
certain lawyers or firms as liquidators in some easy cases as a means to compensate them
for their previous losses.

One of the most difficult areas involves the failure of the current legal regime to
adequately establish which obligations are provable in bankruptcy. Perhaps the best
example is in regard to set-off, where the statutory language is too vague to be of much
utility. Article 33 of the Chinese Bankruptcy Law merely states that if a creditor owes
debts to the bankrupt enterprise, set-off may be allowed before the liquidation. Without
any legislative standards to apply, the judges therefore consider themselves unable to
comfortably resolve debates arising as to set-off.

Other problems arise from the failure of the legislation to specify who should file
and register special claims, which include workers’ wages, workers’ social and
unemployment insurance premiums, and taxes owed to the state. The Shenzhen
Bankruptcy Court imposes this legal duty on the debtor, who is best placed to know the
amounts of these claims. Nevertheless, in practice, it proves difficult to enforce this duty.
Since the debtor’s management officers rarely have any meaningful assets of their own as
compared with the large sum of these claims, they would be unable to personally answer
for failing to exercise their legal duty to register these debis.

Moreover, the failure of the bankruptcy laws and regulations to define the term
an “obligation” leads to the filing of further unexpected claims. According to a
commonly accepted theory, obli%ations may include both monetary claims and the
performance of specific conduct.”® Consequently, in some bankruptcy cases certain
workers have even sought for the court to handle their claims for the loss of their

% Xu, supra note 25, at 148-49.

% In China, a socialist country with a civil law background, the prevailing view has been that an
“obligation™ is limited to property relations. However, the argument that obligation should be extended to
cover certain non-property relations has indeed raised by scholars. YU QUANNENG & MA JUNJU, XIANDAI
MINFAXUE (STUDY OF MODERN CIVIL LAW) (in Chinese) 424 (1995).
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opportunity to obtain membership in the Communist Party due to the dissolution of their
enterprises after being declared bankrupt.

However, the lawyers also stressed that some agreed limits to the scope of
obligations had developed in liquidation practice in Shenzhen. First of all. they noted
that in addition to some general provisions of the Chinese Bankruptcy Law, Article 64 of
the Shenzhen Bankruptcy Regulations excludes the following from the scope of a
provable obligation: interest on unpaid debts accrued after the bankruptcy declaration;
expenses incurred by creditors to participate in bankruptcy proceedings; claims that fail
to be registered within the statutory period, claims that have lost the protection of the
statutory limitation; and unexecuted administrative fines and confiscation.’’

Another interesting shortcoming in the law identified by the judges involved the
distribution of the property of the estate. It is not unusual that in an enterprise
bankruptcy, the only asset that remains after the property of the bankrupt proves
insufficient to satisfy the creditors is the company’s business license. In practice, this
could prove to be a valuable asset because many business licenses are subject to the state
quota and thus would have a market value. However, under the state regulations such as
the Liquidation Procedures of Foreign Investment Enterprises promulgated by the
Ministry of Foreign Trade and Economic Cooperation in 1996, the business license of an
enterprise must be returned to the state authority upon the cancellation of the enterprise’s
registration at the conclusion of the liquidation.”® Therefore, a business license cannot be
traded regardless of the buyer’s quality and strength. As a result, at a minimum, this rigid
state regulation prevents the court and the liquidation committee from maximizing the
value of the corporate assets for the benefit of creditors; in other cases, it also prevents
the successful reorganization of an enterprise and the saving of jobs.

The liquidators identified other problems that arise in making distributions to
creditors, such as the making of certain unclassified payments to the government. For
example, a SOE debtor may have to pay the state for its right of land use. However. the
real estate market was not officially open until the Constitutional Amendment legitimated
the practice in 1988. Thus, the Chinese Bankruptcy Law, dating from 1986,
understandably fails to include a provision regarding this practice. Nevertheless, in many
cases the liquidation committee must define the legal status of such payments in order to
rank the priority of the claims. If these payments are treated like state levies, the
government may enjoy priority; but if they are treated as contract rights, the state must
wait in line, and share pari passu, with other unsecured creditors.

%7 CCH, supra note 20, at 25352-25353.

* Article 33 of the Liquidation Procedures. The Procedures were approved by the State Council on 15
June 1996 and an English translation was published in CHINA L. & PRAC. 37-47, 44 (Nov. 1996). Wang
has further developed his own list of inclusions and exclusions from the property of the estate. For
instance, in his view, the funds of a trade union shall not be the bankrupt’s assets, but rather belong to
members of the union; dividends that were declared long before the bankruptcy petition but have not been
taken by the shareholders shall likewise not be included in the bankrupt’s assets: and the awards given by
the bankrupt to its employees for their distinguished contributions to the enterprise shall not be taken back
from them. Wang, supra note 17, at 54-55.
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The overall inefficiency of the bankruptcy system and the limited ability to
increase the size of the bankruptcy estate deters creditors from taking an active interest in
participating in bankruptcy proceedings. For example, although the Shenzhen
Bankruptcy Court has tried to increase the judicial transparency by inviting as many
creditors as possible to attend bankruptcy proceedings, few creditors actually attend.
Some of the lawyers noted that the courts and many of the parties participating in
bankruptcies have developed an overly-negative view of the possible results that may be
achieved in bankruptcy, with the result that the insolvency procedures are almost always
used to liquidate the assets of an insolvent company rather than being applied with a view
to reorganize or rehabilitate a company in financial distress. They pointed out that as a
result, almost all bankruptcy petitions are filed at a very late stage when it is nearly
impossible rescue a company. They argued that the application of bankruptcy standards
should be relaxed to encourage the filing of petitions earlier than at present. They believe
that the acceptance of such bankruptcy cases would not cause a massive increase in the
number of bankruptcies, but rather would play an important role in leading the various
parties to enter into settlements and corporate reorganization and, thus, would provide
creditors with better protection.

Cross-border insolvency

. An area of growing importance for Shenzhen is the increasing number of cross-
borderinsolvencies, often involving companies with assets in both the Shenzhen SEZ and
the Hong Kong SAR. In some cases, the bankruptcy judges are confronted with in-bound
cases in which Hong Kong liquidators or creditors are seeking assets in Shenzhen. JIn
others, with out-bound matters involving whether the Shenzhen liquidation committees
should seek assets located in Hong Kong. The judges and lawyers all agreed that
cooperation needs to be increased in cross-border insolvencies involving Shenzhen and
Hong Kong. The judges noted that they have held discussions on this topic with officials
from the Hong Kong Official Receiver's office and have raised the possibility of
establishing certain mechanisms in this area. A formal mechanism or high level
agreement would be necessary, because the sensitivity of the relations between the Hong
Kong SAR and the mainland under the principle of “one country, two systems” excludes
any local People’s Court from individualy dealing with the Hong Kong SAR on matters
involving judicial cooperation. Thus,{the formation of any cross-border insolvency
framework must be negotiated by the Stpreme People’s Court and the Hong Kong SAR
judiciary or government.> }

In this regard, it is interesting to note an older case and recent developments. A
1990 decision of a People’s Court in Guangdong Province, Liwan District Construction

* Since the reunification, two such agreements on judicial assistance have been concluded between the
Supreme People’s Court of China and the High Court and the Department of Justice of Hong Kong,
respectively on the service of judicial documents (in 1998) and on the mutual recognition and enforcement
of arbitral awards (in 1999). The practice has made it clear that although art. 95 of the Basic Law of the
Hong Kong Special Administrative Region allows the Hong Kong SAR to maintain judicial relations with
other regions of mainland China, it must be based on a framework established by the top authorities of both
jurisdictions .
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Company v. Euro-America China Property Limz’tea’,éo involved cross-border insolvency
issues. The case involved a contract dispute between a mainland contractor and a Hong
Kong company regarding a joint venture in Guangdong. During the Hong Kong
liquidation, the Hong Kong party was wound up in Hong Kong and the Supreme Court of
Hong Kong appointed a liquidator. The Guangdong Court refused to allow the liquidator
to represent the Hong Kong company in the Chinese proceedings, holding that the Hong
Kong liquidator lacked the authority to do so. The court also found that the agreement
between the joint venture parties had been frustrated as a result-of the 1oss of the legal
capacity of the Hong Kong party following the Hong Kong winding up.®!

The Guangdong Court adopted a “territoriality approach™ in resolving this cross-
border insolvency issue. A territoriality approach is one in which a local court refuses to
recognize the extraterritorial scope of a foreign jurisdiction’s laws and refuses to allow a
foreign representative (e.g., a liquidator) to claim the a.ssets of the foreign company that
are located within the jurisdiction of the local court.’> Although the Guangdong Court
did not refer to any of the relevant provisions in Chinese insolvency legislation,® the
Court’s approach was consistent with such provisions.

The Shenzhen judges said that they were not aware of this case and had no
comment on it. Nevertheless, they agreed that the Shenzhen court’s own practice in
regard to the recognition of foreign bankruptcies was consistent with the case and that
they also indorsed the terntonahty approach. The judges also noged a recent insolvency
in which the Shenzhen court in fact applied such an approach. { After the news of the
failure of the Bank of Credit and Commerce International (“BCCI”) reached Shenzhen,
upon the application of a mainland Chinese creditor the Shenzhen Intermediate People’s
Court issued an order to freeze the assets of BCCI’s branch in Shenzhen. Later, BCCI's
Shenzhen assets (which totaled US$20 million) were distributed among domestic
creditors (holding claims of US$80) in accordance with Chinese bankruptcy procedure.
The Court’s position was that only domestic creditors were able to participate in the
liquidation of BCCI in Shenzhen. This approach guaranteed a hxgher rate of recovery for
mainland parties, but put foreign creditors at'a disadvantage. 64

This territorial approach can be supported with reference to old Shenzhen
bankruptcy law. For example, Article 5 of the old Shenzhen Bankruptcy Provisions (of
1986), provided that a bankruptcy declared abroad in accordance with the bankruptcy law
of a foreign jurisdiction shall not have any effect on the assets of the insolvent company
in the Shenzhen SEZ. However, this provision was not included in the current Shenzhen

% For the case digest, see Liwan District Construction Company v. Euro-America China Property Ltd,
reported and commented on by Donald J. Lewis & Charles D. Booth, Case Comment, 6 CHINA L. & PRAC.
27 (1990).
*! For a more detailed discussion of the case, see id.
®2 For further discussion of the “territoriality approach,” see Charles D. Booth, Living in Uncertain Times:
The Need to Strengthen Hong Kong Transnational Insolvency Law, 34 COLUMBIA J. TRANSNAT'L L. 389,
393-394 (1996) [hereinafter Living in Uncertain Times].
“ The then existing legislation did not apply to the liquidation of the Hong Kong party to the joint venture,
See Lewis & Booth, supra note 60, at 32.

% Xu, supra note 25, at 59-60.
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Bankruptcy Regulations (dating from 1993).8 Recently, the President of the Shenzhen
Court submitted a proposal to the PRC national legislature to adopt a more flexible
approach in cross-border insolvencies by permitting the application of a modified
“umversahty doctrine” in certain situations. (In contrast to the territoriality approach. the

“universality approach” is one in which a local court recognizes the extraterritorial scope
of a foreign jurisdiction’s laws and allows a foreign representative to claim the assets of
the foreign company that are located within the jurisdiction of the local court.®®y More
specifically, the President of the Shenzhen Court argued for the adoption of a reciprocity
approach in which Chinese courts would be permitted to recognize foreign bankruptcy
orders and decisions from foreign jurisdictions that recognized bankruptcy orders and
decisions made by the People’s Courts in mainland China. 7 The application of the
territoriality approach would be retained for cases 1nvolvmg bankruptcies from foreign
jurisdictions that failed to recognize PRC bankruptcies.®®

Moreover, the judges discussed a recent case in which a Guangdong court
adopted a more “universality-based” approach in a non-bankruptcy context and both
recognized and applied a Hong Kong law. In this case, the Intermediate People’s Court
in Guangzhou accepted a petition filed by Hong Kong creditors against the mainland
assets of a Hong Kong company that was based on a Hong Kong default judgment in
their favor. To the surprise of many mainland practitioners, the court not only allowed
the recovery, but also directly applied the Money Lenders Ordinance of Hong Kong even
though no agreement was in place between mainland China and the Hong Kong SAR on
the mutual enforcement of judgments.®

None of the judges or liquidators were aware of any cases in which a Hong Kong
creditor or liquidator entrusted a Shenzhen lawyer or law firm to recover a Hong Kong
bankrupt’s assets in Shenzhen or to enforce a liquidation or bankruptcy order against a
Hong Kong debtor’s assets in Shenzhen.

These issues involving the extraterritorial effect of Chinese insolvency laws also
arise in the domestic within the mainland. In a recent case, these issues also overlapped
with issues involvm% the legal effect of the bankruptcy of a parent company on its wholly
owned subsidiaries.”” When an insolvent company was in the midst of bankruptcy

% Interestingly, the recent draft of the New Chinese Bankruptcy law retains a provision analogous to old
art. 5 of the Shenzhen Bankruptcy Provisions, supra note 18.
“ For further discussion of the “universality approach,” see Booth, Living in Uncertain Times, supra note
62, at 393-394
¢ The Law Referm Commission of Hong Kong recently similarly suggested that recognition by Hong
Kong should be applied on a bilateral, rather than a unilateral, basis. THE LAW REFORM COMMISSION OF
HONG KONG, REPORT ON THE WINDING UP PROVISIONS OF THE COMPANIES ORDINANCE (July 1999).

%8 Xu, supra note 25, at 196.
% For a report of the decision and comments in English, see Mary Xu & Wang Tianxi, Meidaduo Financial
Co., Ltd. v. Ruichang Real Estate Co., Ltd. et al. Involving a Loan Contract, CHINA L. 102-104 (August
2000); Zhang Xianchu, Foreign Law Applied by the People’s Court in China, CCH CHINA LAW UPDATE
15-16, 24 (Aug. 2000).
7 As noted above, Chinese bankruptcy legislation fails to include any rules dealing with the legal effect of
the bankruptcy of a parent company on its wholly owned subsidiaries. See supra text accompanying note
44,
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proceedings in Shenzhen, it was discovered that the company had a wholly-owned
subsidiary in another Chinese jurisdiction. The Shenzhen liquidation committee asserted
its rights to include the subsidiary’s assets in the Shenzhen bankruptcy proceedings. The
subsidiary vigorously opposed these actions by the Shenzhen liquidation committee on
the ground that they amounted to an unjustified intervention into its business autonomy.
However, the universality argument advanced by the Shenzhen liquidation committee
either (1) to include the subsidiary’s assets into the Shenzhen proceedings or (2) to sell
the subsidiary separately and then include the proceeds into the bankruptcy assets of the
bankrupt (depending on the conditions of the subsidiary) was finally accepted by the
court with jurisdiction over the subsidiary.”

In regard to out-bound cross-border insolvencies, the judges and liquidators
reported that although they have handled cases in which Chinese debtors have assets in
Hong Kong, the Shenzhen Bankruptcy Court has never attempted to recover them.
According to the judges, there were two primary reasons: (1) due to the lack of a judicial
assistance agreement between the mainland and the Hong Kong SAR for bankruptcies. a
liquidation committee as an entity controlled and supervised by a People’s Court cannot
directly contact the authorities of the Hong Kong SAR (including the Official Receiver
and the court); and (2) the prohibitively high legal costs in Hong Kong.

The liquidators noted that in a few recent cases the assets of bankrupt Shenzhen
enterprises had been transferred to Hong Kong as part of an intentional plan to defraud
the enterprise’s creditors; and in others, as part of normal cross-border investment by the
debtor. In these cases, the liquidation committees hoped to attempt to recover these
assets and explained the advantages of pursuing such a strategy to the creditors’ meeting
in an effort to gain their approval to fund recovery actions. However, in each case, the
same reasons as those identified by the judges (i.e,, lack of a judicial assistance
arrangement and the high cost of legal services in Hong Kong) prevented them from
carrying out their plans. Several of the liquidators held the view that it would be more
cost-effective to use debt collectors to pursue claims in Hong Kong rather than to resort
to lawyers and the commencement of formal winding-up or civil proceedings; but they all
acknowledged that this had not yet been attempted.

The liquidators also identified other legal impediments to pursuing cross-border
actions, noting that several legislative provisions create additional legal barriers for the

™ In this case, it is interesting to note that the Shenzhen court, although agreeing that the property of the
subsidiary should be disposed of, took a more cautious position. It believed that to consolidate the
liquidation of a subsidiary with that of its parent company could cause other problems, including the
following: disregarding the subsidiary’s independent personality; causing unfairmness for the creditors of
the subsidiary who are forced to join the bankruptcy proceedings of the parent company; and producing
social waste and instability. Therefore the court suggested other options. For example, if a subsidiary is
found to be a profitable and healthy enterprise, the court should protect the company’s competitive edge by
encouraging a merger or sale of the unit as a whole at a market price. In contrast, where the subsidiary is
experiencing financial difficulties, but nevertheless may manage to repay all or most debts, it should be
declared bankrupt or liquidated through a separate proceeding. It could also possible to leave the decision
to the subsidiary and its creditors, who may choose to repay the parent company’s investment and
transform the subsidiary into an independent enterprise under a new ownership structure. Xu, supra note
25, at 202-04.
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extra-territorial recovery of corporate assets. For example, Articles 34 and 35 of the
Company Law stipulate that the shareholders of a company shall not withdraw their
capital contribution, but rather may only make transfers between themselves once the
company is registered.”” Also, Article 36 of the Implementing Rules of the Sino-Foreign
Equity Joint Venture Law stipulates that any transfer of a joint venture’s capital must be
approved by a unanimous decision of the board of directors.” Thus. a liquidation group
may have a difficulty in arguing that its extra-territorial recovery overseas is not in
violation of Chinese domestic law, particularly where the assets in Hong Kong are owned
or controlled by a company that has not yet been made subject to a Hong Kong winding-
up order.

II1. Overall observations

The views of the Shenzhen bankruptcy judges, lawyers, and legislators demonstrate that
Shenzhen has taken important steps to improve upon the Chinese Bankruptcy Law,
namely: the promulgation of the Shenzhen Bankruptcy Regulations, which have
supplemented the national law in many important areas; the establishment of a separate
bankruptcy branch within the People’s Court, which has helped to develop an
experienced body to consider bankruptcy problems; and the willingness to create
innovative legislative and judicial solutions. The national insolvency law reform process
would benefit greatly from taking a close look at the Shenzhen experience.

The information from the Shenzhen interviews, nevertheless, draws a vivid
picture of several areas of continuing concern, including:

¢ the continuing tensions between protecting the judicial independence of the
bankruptcy courts and allowing involvement of, and control by, the
government authorities;

o the underdevelopment of the other institutions necessary to the long-term
success of the bankruptcy system;

o the lack of cooperation in many important areas between the bankruptcy
courts and other government authorities in Shenzhen (as well as courts in
other mainland jurisdictions);

e the fact that although Shenzhen’s bankruptcy law is more modern and
detailed than the Chinese Bankruptcy Law, it too is in need of improvement;
the fact that a corporate rescue culture still does not exist in Shenzhen; and

e the need to foster cross-border cooperation in general, and with Hong Kong,
in particular.

It is clear from the interviews that difficult and sensitive areas still need to be
addressed as the SEZ struggles with how to resolve the conflicts between the bankruptcy
courts and state authorities. This tension results from the attempt to apply an insolvency

72 For an English translation, see the Legal Affairs Commission, supra note 19, Vol. 5 (1993), at 276.

7 For an English translation, see CHINA LAW REFERENCE SERIES (1996), Vol. 2, Part Il, Economic Law, s.
2310: 10-25,
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law primarily based on market-based discipline within a system in which many
government units wish to retain their strong control over SOEs and remain governed by
an older, state-oriented ideology. It was repeatedly noted that many government
authorities remain deeply involved in bankruptcy proceedings in Shenzhen. as well as in
other regions of China. The reasons are more political than legal, for what is at issue is
the attempt by these authorities to maintain the state’s direct interest in asset preservation
and social stability. From the perspective of some state authorities, the strict enforcement
of the bankruptcy law may inevitably lead to the loss of public ownership as a
comnerstone of a socialist country and the collapse of SOEs as a social and political
safety-net in China.” On the other hand, the bankruptcy courts see the application of the
bankruptcy regime as an instrument of reform that furthers opposite government policy
objectives. The inability to resolve these two contradictory perspectives often results in
confusing and frustrating resolutions in individual cases.”” Of course, at its core. the
Chinese system is an administrative system and, as a result, the resolutions of the above
tensions will, at least in the short term, most likely favor administrative domination over
judicial independence and judicial control of the bankruptcy process. This, in turn, will
distort the functions played by the courts in bankruptcy proceedings.

The excessive administrative involvement arises in great part because of the lack
of developed social institutions to support the function of the market discipline. For
example, it is estimated that if all SOEs began operating according to commercial
considerations some 30 million people would become unemployed overnight.”® As a
result, until adequate social welfare and insurance systems are in place, it is impossible
for Chinese insolvency law to be applied on a larger scale. Similarly, the Chinese state-
owned banking sector must also be stabilized.

Other institutions are also lacking, and the general social and business
environment in China is far from adequate for the operation of a market-based
bankruptcy law. Professor lan Fletcher has observed that a “further feature of the
operation of insolvency law is that it purports to embody a distinctive philosophy
regarding the ethical properties which are to be observed in relationships between the
creditors and their insolvent debtor, and amongst the creditors themselves as a group.”’”’
This distinctive philosophy is notably absent from Shenzhen, as an underlying
professionalism (as well as customs, conventions and commercial morality) has not
adequately developed. These factors will likely evolve hand-in-hand with the
development of the legal and accounting professions in general and the training of
insolvency experts in particular. The current lack of expertise extends to a broad range of

™ For example, President Jiang Zemin has repeatedly made it cleat that China is a socialist market economy
(which it cannot be if public .ownership is not the main component) and expanding the state-owned
economy is the basic guarantee for building socialism with Chinese characteristics. See Renmin Ribao
(People’s Daily), Nov. 21, 1995.

” Ron W. Harmer. Comparison of Trends in National Law: The Pacific Rim in Symposium Bankruptcy in
the Global Village, | BROOKLYN J. INT'LLAW 139, 161-162 (1997).

" MARK A. GROOMBRIDGE & CLAUDE E. BARFIELD, TIGER BY THE TAIL: CHINA AND THE WORLD TRADE
ORGANIZATION 28 (1999).

7 |AN F. FLETCHER, THE LAW OF INSOLVENCY (2d ed.) 2 (1996).
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bankruptcy-related activities, including financial and forensic accounting. the evaluation
of claims, and auction procedures.

The lack of cooperation between the Shenzhen Bankruptcy Court and other
national and state institutions, together with the many inconsistencies and gaps and lack
of workable definitions in the bankruptcy law (e.g., regarding the scope of obligations
and liabilities) causes further problems. Among the most serious are the overall
inefficiency in the administration of bankruptcies, the inability to combat fraudulent
activities and punish wrongdoing by directors. and the low rate of distribution paid to
creditors.

It is clear that the existing bankruptcy law regime in China is based almost solely
on liquidation, with little attention and few provisions in the law focussing on corporate
rescue or reorganization. This defect, as the Shenzhen judges and practitioners realize,
not only ensures that virtually all firms entering into bankruptcy proceedings have little
hope of survival, but also exacerbates the knock-on effects on the Chinese social security
and financial systems. The long-term success of insolvency law in China is, to a great
extent, dependent on the formation of a corporate rescue culture. According to Professor
Wang Weiguo, despite the availability of provisions on reorganization in the Chinese
Bankruptcy Law, of the nearly 10,000 bankruptcy cases accepted by the People’s Court
in the past ten years, the number of cases in which these provisions have been invoked is
close to zero!”® The improvement of the current law through the enactment of more
effective corporate rescue provisions, and of incentives to use the new procedures, is a
matter of pressing concern. Shenzhen would be the perfect jurisdiction in China in which
to enact a trial implementation of a new reorganization law.

Lastly, the integration of the regional economy of the Shenzhen SEZ and the
Hong Kong SAR necessitates the establishment of a cooperative framework between the
two jurisdictions for handling cross-border insolvency issues. Granted, the significant
differences in the economic systems, accounting standards, and the roles played by
government should not be understated. Nevertheless, the Shenzhen bankruptcy judges
and practitioners acknowledge the need to address these differences and to develop rules
leading to the creation of a scheme adopting a more universality-oriented approach, at
least a regional scale. Unfortunately, the 1998 draft of the New Chinese Bankruptcy Law
has not yet taken this step.” Perhaps here too, the issue could be reconsidered in the
context of promulgating a trial cross-border insolvency cooperation scheme for
application in insolvencies involving the Shenzhen SEZ and the Hong Kong SAR.

The challenges facing the continuing development of China's insolvency law
regime are great. But if the attitudes of the Shenzhen bankruptcy judges and practitioners
whom we interviewed are indicative, it is likely that solutions to many of these problems
will emerge in Shenzhen before they appear elsewhere in China.

’: WANG, BANKRUPTCY LAW, supra note 12, at 238.
" See supra note 65.
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Insolvency of Groups: Problems Involving Parent Companies and their affiliates

Shi Jianzhong *

1. Related Business with Dual Characters

In China, the first legal regulation concerning related enterprises is the “Income Tax Law
of the PRC for Enterprises with Foreign Investment and Foreign Enterprises” issued in
1991 According to the definition in Article 52 of the “Implementation Regulations” of
the above-mentioned law, the so-called “related enterprise” means the companies,
enterprises and other economic organizations which have relations with some enterprise
in the aspects of capital, operation, purchase and sales. The relations can be direct or
indirect ownership or control, or they are both owned or controlled by a third party, or
there 1s other related interest.

The form of related enterprises is mainly for pursuing certain economic goal The
motivation and objective of forming related enterprises are various, for example, to
monopolize market, reduce cost, or evade tax, etc. The realization of the economic goal
pursued by the related enterprises relies on certain legal means to direct and control the
operation and management of other enterprises.

Up to now, concern for related enterprises in China is still limited to guaranteeing
national taxation and protecting the interest of intermediate and small shareholders. The
damage of creditor’s rights of related enterprises caused by related business has not been
paid enough attention.’

It should be recognized that related business and related enterprises are neutral concepts.
Their existence is necessary and reasonable. From the analysis of economics, related
business has its positive side. For example, through confirming supply, demand and
production relations between the two related parties, optimizing capital structure, and
other forms, the advantages of both parties in production and operation can be fully used
to achieve the goal of mutual benefit and making up for one’s weak points by drawing on
the strong points of the other In the mean time, the business cost and time of trading
parties can be saved, and the operation efficiency of the related enterprises can be raised.
Especially in the development of China’s securities market, it is used in property right
reorganization, adjustment and optimal combination of industrial structure and product
structure for state-owned enterprises. It plays positive roles in the reform of state-owned
enterprises However, if the related relation and its business deviate from market trade
standard, situations, such as tax evasion, violation of the interest of small shareholders,
and damage of creditor’s rights, will occur. Therefore, clearly defining and regulating
related relation and business are an urgent issue.

* Associate Professor, Department of Economic Law, China Unaversity of Politics and Law, Beijing, China.

! At present, many related businesses appear on the Chinese securities market, which has drawn great concern. But the
discussion is mainly concentrated on how to protect the interest of intermediate and small shareholders, while the
protection of creditors’ right  1s not seniously concemned.



In the international context, the appearance of related relation and business emerged with
the change of company organization format and management mechanism in the world
and the wide spread of multinational companies, parent and subsidiary companies,
holding company and affiliates. Multinational group companies often utilize related
business as a mean to transfer income and cost between high tax areas and low tax areas
to get legal tax evasion. If a company has many subsidiary companies within the group,
some subsidiaries are profit-making and others are loss-making, then related business can
be used to transfer the profit of some subsidiaries of the group to loss-making subsidiaries
While the operation achievements and profit of the whole group keep unchanged, the
overall taxation level of the group can be reduced, and tax is legally evaded. In Asia,
there are many family owned companies and bureaucratic enterprises, the goal of related
business is not limited to tax evasion. When legal regulations for market trade are not
perfect, or are not implemented with enough force, major shareholders will make use of
the low transparency of enterprise supervision to transfer profit or hide losses. Once the
external business environment changes or supervision is strengthened, this factor will be
an important factor of enterprise bankruptcy.

According to the classification of business content, related business can be divided into
related dealings in business exchanges and related dealings in property reorganization.
Related dealings in business exchanges mainly occur in the production and operation of
enterprises, including material procurement, product sales, providing fund and guarantee,
leasing, cost transfer, etc. Related dealings in property reorganization are completed in
the process of purchasing, replacing, and transferring of assets and shares. The former
conforms to the general concept of related business, while the latter has obvious Chinese
character and is frequently used in the present realistic legal environment.

According to the classification of the results of the business, related business can be
divided into two types: the related business favoring the affiliates and that favoring the
holding company. Both can use low price purchasing and high price selling of resources
to make resource and profit flow to the desired destination. Planning related business
favoring affiliates or holding company is one of the capital operation strategies of group
companies. At the initial stage, affiliates often are used as the fund-raising window of the
holding company, and the holding company supports and makes up affiliates for the
purpose of fund raising. In the later stage, the advantages of the affiliates will be used to
solve the problems of the existence and development of the holding company.

Therefore, it is necessary to set up a supervising mechanism to monitor whether the
business operations are separated between holding company and affiliates, whether
independent and complete purchasing, .production and marketing systems have been
established, so that it can be checked if the subsidiary companies have independent
operation capability.



2. Interest Conflict Caused by Related Business

Maximizing the interest of the group company does not mean the maximization of the
interest of member companies Sometimes it is at the expense of sacrificing the interest of
individual member. Therefore, in the group, not only there are interest conflicts between
holding company and affiliates, but also there are interest conflicts among affiliates If
legal restrictive mechanism is not present, the largest victim is the minority shareholders
and the creditors of the company, especially the creditors of the affiliates.

Although in legal personality, affiliates are still legal persons. But since affiliates may be
only a tool for realizing the economic goal of the holding company in the process of
overall operation of the group, the affiliates have lost their independence of economic
interest. The operation of affiliates is often not for their own interest, but rather for the
interest of controlling company or the whole related enterprises group. The business plan
of an affiliate company may be only a part of the business plan of the group. The human
resource and physical resource become the tool for the interest of parent company or
group company. Hence, the legal personality independence is purely a form, that is, a
legal person shell used as a tool. However, in the business processes, affiliate company
operates as an independent legal entity, a market operation entity, and an obligation entity.
In the dealings, it is both a subject with rights, and a subject with obligations. If the assets
of the affiliates are devaluated due to the related business, the interest of minority
shareholders and creditors of the affiliates will surely be damaged. The legal help for
minor shareholders is not the topic of this article, but it is a very important problem.

3. The Types of Related Businesses Which Cause Losses of Creditors

— The payments and cost settlements among related enterprises (between parent
company and subsidiary, or between subsidiaries) are not conducted according to
the business practice between independent enterprises. The business exchanges
between parent company and subsidiaries are not conducted based on fair
dealing prices and routines.

—  The pricing of the purchasing and sales between the company and its related
enterprises is not based on the business practice between independent enterprises,
for example, transferring assets at obviously unreasonable low price (physical
and intangible assets).

—  The due creditor rights between related enterprises are treated passively, for
example, not actively asking for creditor’s right, leading to exceeding the
limitation of action in creditor right lawsuit.

—  The creditor’s rights between related enterprises are actively treated, for example,
giving up the due creditor’s right.

—~ TFor the overall interest of the group, the parent company abuses the
shareholder’s right and the subsidiary’s personality.



4. Legal Help for Creditors When Related Enterprise Goes Bankrupt

Fair liquidation is the essence of Bankruptcy Law, and the principle of collectivity is the
effective implementation form of fair liquidation. A most important feature of modern
bankruptcy law is the principle of collectivity The basic belief of the principle of
collectivity is that when managing the assets of the debtor and handling the requests of
the creditors, the time sequence of the acquisition of the assets and the occurring of the
debt should not be considered. A further feature of the implementation of the bankruptcy
law is its unique concept of realizing moral appropriateness. This moral appropriateness
1s reflected in the relation between the creditors and their insolvent debtor, and is realized
among the creditors as a group.

The independence of company’s legal personality is based on its economic independence.
For the case of bankrupt related enterprises, if the legal personality of the subsidiary is
abused and becomes the instrumentality of related business, for example sacrificing the
interest of a subsidiary company to increase the competitiveness or profitability of the
parent company or another one or several affiliates, and if the principle of collectivity is
still limited to the scope of the single member company with independent personality,
then the fairness and appropriateness pursued by the principle of collectivity will not be
realized. Therefore, in the cases of related enterprise bankruptcy, the scope of the
collectivity of the principle of collectivity should be seriously studied.

Possible types of related enterprise bankruptcy and the legal help for creditors
Possible cases of related enterprise bankruptcy are as follows:

~  Parent company goes bankrupt, but all subsidiaries don’t.

—  Parent company and some subsidiaries go bankrupt.

~  All subsidiaries go bankrupt, but the parent company does not.

—  Some subsidiaries go bankrupt, but the parent company does not.

—  The parent company and all subsidiaries go bankrupt.

Any of the above cases will involve the problem of fair compensation of the creditors of
the related enterprises. Whether the creditors can be compensated fairly relies directly on
whether the legal personality has been abused between the parent company and the
subsidiaries.

When a member of the related enterprises goes bankrupt, the interest of the creditors of
this member company will seriously affected by the internal relations among related
enterprises. For example, the bankruptcy might be caused by the improper command of
the parent company, but the parent company can use its dominating position to be
preferably compensated in the bankruptcy of the subsidiary. This is to transfer the



investment risk of the parent company to other creditors of the subsidiary and theirr
interest 1s damaged Hence, when related enterprises go bankrupt, some special measures
must be taken to protect the creditors

In handling bankruptcy issues of related enterprises, the most commonly used method 1s
subordinate compensation The so-called subordinate compensation means that in the
procedure of allocating properties of the bankrupt enterprise, the compensation request of
the related corporation (including the parent company, subsidiary companies and
affiliates) of the debtor should be postponed until other creditors are compensated, and
then the remaining properties are used to pay for the debt of related corporate.

If the parent company and the subsidiaries are completely independent in operation,
the creditor rights of the parent company are not damaged by the business of the
subsidiaries, then the independence of the parent company and the subsidiaries can be
confirmed, and the creditors of the parent company and the subsidiaries will
implement their creditor’s rights based on the properties of the parent company or the
subsidiaries respectively.’[2]

If the property and business are not separated between the parent company and the
subsidiaries, or even are mixed, then the subsidiary company is actually a tool of the
parent company. In this case, the creditors of the parent company and subsidiary
company can divide the properties of the parent company and subsidiary company
equally. If either the creditors of the parent company or the creditors of the subsidiary
company is compensated preferably, there will be unfairness.’

If there is no independence between the parent company and the subsidiary company,
then the property of the subsidiary company is also the property of the parent
company. When the parent company goes bankrupt, its creditors can ask for
compensation with the property of the subsidiary company. But if this causes the loss
of creditors of the subsidiary company, the request can be rejected, because the
creditors of the subsidiary company enjoy priority for property compensation from
the subsidiary company.

If a subsidiary company goes bankrupt, even the debt of the subsidiary company
occurred before the parent company controlled its business, the creditors of the
subsidiary company still can ask for compensation from the parent company. But the
limit is that the rights of the creditors of the parent company should not be damaged.

If the parent comp[any and the subsidiary company go bankrupt together, there are
two possible solutions. One is to combine the properties and debts of the parent
company and subsidiary company, and the combined property will be divided in
proportion to the amount of debts. The other is to keep the independence of the parent

? See Henderson v. Rounds and Porter Lumber Co., 99 F. Supp. 376 (W.D.Ark 1951).

3 See Stone v Eacho, 128 F. 2d 284 (4% Cir. 1942)



company and subsidiary company, the creditors of the parent company and the
subsidiary company will be compensated with the property of parent company or the
subsidiary company respectively

Letting parent company be responsible for the debts of its bankrupt subsidiary is a way
of help. But it breaks the principle of limited liability of shareholders for the debts of the
company, and many factors must be considered. For example, whether the senior staff,
board members or shareholders are the same for the parent company and subsidiary
company, the extent of control by the parent company on the subsidiary company,
whether the subsidiary company has its independent account or has its own shareholders
assembly, if the parent company is widely involved in the management decision making
of the subsidiary company, the degree of dependence of the subsidiary company on the
parent company in administrative and financial aspects, the degree of integration of
operation and property between the parent company and the subsidiary company, etc.

For the bankruptcy of related enterprises, the Chinese legislature can learn something
from the regulations of civil law system countries. For example, the shareholding
company law of Germany (1965) specified that the liability of the parent company to the
debts of the subsidiary company depends on different situations. When the parent
company holds 95%-100% shares of the subsidiary company, the parent company and the
subsidiary company can be taken as integration. Its legal consequence is that apart from
compensating the net losses, the parent company takes direct responsibility for all the
debts of the subsidiary company. In the case of factual group company, the parent
company is allowed to interfere with the business of the subsidiary company, but the
parent company should compensate every individual and confirmed loss. The French
bankruptcy law specified that if the parent company uses the bankrupt subsidiary
company as a tool, or abuses the property of the subsidiary company (such as using the
property of the subsidiary company for the interest of the group), and this causes the
bankruptcy of the subsidiary company, then the court can extend the bankruptcy of the
subsidiary company to the parent company, that is, putting the parent company in the
bankrupt position. The shareholding company law of Germany also specified that in the
case of factual group company, the parent company must compensate for the special
losses of the subsidiary company caused by its interference with the business of the
subsidiary company. In the procedures handling the bankruptcy of the subsidiary
company, the bankruptcy dealer representing the collective interest of the creditors can
directly ask the parent company to pay back. In handling the subsidiary company
bankruptcy cases, the court should use balancing principle to decide whether the legal
personality of the subsidiary company should be denied according to specific situation of
each case.

In summary, in handling cases of bankruptcy of related enterprises, from the angle of
protecting the interest of all creditors, whether to adopt separate-entity doctrine or to
adopt single-entity doctrine is an important issue.



Implementing separate-entity doctrine means that the legal person position of all
subsidiary companies should be confirmed The creditors of each subsidiary company can
ask for liquidation based on the property of each subsidiary company Implementing
single-entity doctrine means that the legal person positions of all subsidiary companies
are denied Each subsidiary company is viewed as a branch organization of the parent
company All creditors of the enterprise group have the right to ask for compensation in
liquidation If the above behaviors of the related enterprises are not considered, and only
the independence of the company personality is stressed, the interest of the creditors of
the company will be easily damaged without any help.

The Company Law of China has not defined the boundary between parent company and
subsidiary company, and there is no special regulation about the special legal relationship
between them. The author suggests to make use of the regulation about taking off the
disguise of legal person, and to construct corresponding legal system. In addition, for the
cases that the parent company abuses the personality and property of the subsidiary
company and causes the bankruptcy of the subsidiary company, or the parent company
carries out improper dealings during the period of bankruptcy of the subsidiary company,
which leads to damaging the interest of the creditors of the subsidiary company, the
Bankruptcy Law should directly specify that the legal personality of the subsidiary
company can be denied and the parent company should be responsible for the bankrupt
debts of the subsidiary company. In this way the creditors can get some help.

Conclusion

For the bankruptcy of group companies, normally separate-entity doctrine should be
adopted. But when the personality of the subsidiary company is abused and the interest of
the creditors is damaged, then the single-entity doctrine should be considered so as to
guarantee that all creditors receive fair compensation, and the justice of liquidation
system is maintained. Fair compensation is the essence of liquidation. This point should
never be forgotten.



Pt

GICKONE
>, £,
4?5 /—/N&
4 %
[
%

e
4

The University of Hong Kong Faculty of Law
Asian Institute of International Financial Law

e

R

€ R

1

-

~
’S

&

[

Chinese Insolvency Law Symposium: >
Developing an Insolvency Infrastructure =

Commentator

Corporate Group Liability in
Insolvency — a Malaysian Perspective

Aiman Nariman Mohd-Sulaiman



“——Caorporate Group liability in
Insolvency - a Malaysian
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Lifting the ¢

® Need to establish fraud
® One economic entity

@ One management
- Distinguish between common directorship
controlling directors
~ Undercapitalisation
~ Wholly-owned subsiciary

Creditors protection :Company
Act 1

® Personal liability of directors
insolvent company’s debts.
® A holding company may be a shado
director
- the defimtion of ‘director’ under section 4
includes 'any person n accordance with who!
directions or mstructions the directors of a
corporation are accustomed to act’.

e Contribution order in an insolvency.




# Dividends payment under s 36

- Avalable profits means profits of th
company and not the subsidiary

- a subsidiary can give 1ts profits to its hol
company by distribution of dividends

— the transfer of the profits or assets

- common directors makes this much easier to
carry out — provided company is solvent.

Fraudulent trading under 304(2)

- Involvement in subsidiary’s
- with intent to defraud creditors.
— Contribution order under 304(1)

Wrongfu! trading-provision under 303(3)

~ Section 303(3): an officer o
who was knowingly a party to t
company contracting a debt, at the
the debt was contracted, had no
reasonable or probable ground of
expectation of the company being
capable of paying the debt

— Contribution order under 304(2)




- separate meetings of several cla
creditors.

-In Malaysia where there is a rise of Isla
based financing. this would give rise to
different class of creditors.

e Corporate guarantee and direct
guarantee

® The voluntary scheme of arrangemen
under the CDRC

& cross-guarantees from one or
company of that group
® Subject to the following rules

- ultra vires the company's objects clause : s
of CA 1965

- In parent/subsidiary company: the paramount
interest is the interest of that company in the
group




& some commercial benefit or
company giving the guaraniee.

holding company on a guarantee for its s
e EG - giving of guarantee enables subsidi
carry on business profitably, allowing holdin
company as its shareholder to share in the profi
through payment of dividends

® Harder to justify guaranteg from subsidiary
to holding/ company of sameNgvel

# The Singaporean Companies Ac
section 76(8) - given by a subsidial
indebtedness of its holding company 1
given in good faith and in the ordinary
course of commercial dealings.

The volunta heme of arrangements

e The CDRC workout process:

~ starts with mitial meetings with 1S and
creditors to consider debt restructur
obtain a temporary standstill.

- Appointment of Creditors Committee an
Lead Creditor for the debtor

- financial mstitutions as secured creditors gi
grace penod to the debtors for the CDRC to
determine the financial viability of the debtor's
business.




proceedings, legal proceedings or sec

demand payment of debts Credt lines t

- arrangements 1n place unless and until
debtors or creditors formally terminates th
restructuring exercise

o payment of the debts owed to the creditors, eith

by way of staggered payments by the 1ssuance o

warrants and bonds or by way of conversion of

debt into equity..

o utilise the assets of the group for settlem
claims A wiable subsidiary makes bond 158!
external creditors, exchange of new bonds wi
existing creditors and intra-group loans with thy
parent company.

o The parent company give guarantee over its
assets to the subsidiary.

& Monitoring problems
~ Consolidated group accounts
® Oppression.
- 181 of the Companies Act 1965.




e Related party transaction-
- KLSE's histing rules prevenung an 1
party from voting in a related party tr:
- le transaction involving acquisition /dis;
of asset or property of a listed company/su
or from a related company
- Interested party :substantial shareholder or
director
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ABSTRACT OF PAPER

EVALUATION OF THE DRAFT OF A NEW PRC INSOLVENCY LAW

R W Harmer

Consultant, Blake Dawson Waldron, Australian lawyers
Staff consultant, Asian Development Bank

. Absence of insolvency law history and tradition has made it difficult to both

develop and apply an insolvency law regime in the PRC.

Present insolvency law system is inadequate for a market economy,
concentrated on state owned enterprises, diverse number of laws containing
‘fleeting’ reference to insolvency. There is a clear case for reform.

. New law has been in course of preparation/consideration for 5 years or so.

Latest draft now under consideration by committee/s of National People’s
Congress. This latest draft contains much to commend. Demonstrates a
willingness to examine and to incorporate experiences and precedents from
other jurisdictions.

Evaluation of a proposed law is difficult because no precedent/judgement of
application is possible. Also, identification of objective standards can be a
problem. Comparative study work of Asian Development Bank and other
international agencies (IMF and World Bank), now provide a useful guide to
common ‘universal’ areas of policy and principle in insolvency law systems.

. Using those criteria, evaluation of the draft new PRC insolvency law shows

many elements of sound policy and many basic principles of a modern
insolvency law regime. Examples are different forms of relief with provision
for conversion from one to the other; good stay and suspension of actions
provisions; a well-constructed reorganisation process; and wide coverage of
antecedent transaction avoidance.

Areas that might usefully be reviewed and improved include the following:
e Application to natural/legal persons (concern at mixing the two).

e Although the law applies to all forms of corporate enterprise, state
enterprises are still singled out for special treatment.

e Greater clarity is required regarding areas of threshold commencement
criteria — ‘unable to pay due debts’, ‘cessation of payments’.

e The court process and period of time for the actual commencement of an
insolvency case requires review and improvement (delay in the operation



of the stay and suspension of actions provision; absence of urgent interim
provision).

e Improving the passage of the reorganisation process by, for example,
imposing a time limit for the production of a proposed plan of
reorganisation.

o Setting qualifications and other standards for insolvency professionals;
establishing a government funded public office to handle the bulk of cases
of liquidation or bankruptcy.

¢ Providing for greater involvement and more information for creditors in
the reorganisation process.

o The division of creditors into, for example, employee and tax classes is
questioned as also are voting requirements (majority in number present +
2/3rds majority in value present or not). This is certain to produce
deadlocks.

o Absence of specific requirement that a reorganisation plan should be
subject to objective, independent analysis.

e Too much involvement of the court in ‘administrative’ detail.
e No provision for possible amendment of plan of reorganisation.

o Traditional priority for payment of debts is followed — question arises
regarding the treatment of taxation debts.

¢ Antecedent transaction avoidance provisions provide good general
coverage but they are not sufficiently detailed for commercial certainty.

¢ Disappointing absence of provisions regarding recognition and co-
operation in cross-border insolvency cases.

There are also some important questions concerning institutional capacity in
the PRC to apply the new law that must be addressed. These include issues
concerning the capacity of judges and the courts; the training and
organisation of private professionals; and the establishment of a public sector
agency to conduct cases of liquidation and bankruptcy.

Finally, there is a need to consider related laws and their application, such as
general corporate regulation; corporate governance and accounting
standards and their application and enforcement; secured transactions and
the treatment of secured creditors in an insolvency context.
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Abstract

A
New Insolvency Infrastructure
For the PRC

Henry Pitney,” Senior Counsel, and Head, Private Sector Legal Group
Office of the General Counsel, Asian Development Bank

1 A new bankruptcy law is long overdue in the PRC. The Draft Law represents a
considerable improvement over the 1986 Enterprise Bankruptcy Law (Trial
Implementation).

2. The Draft Law will no longer cover state owned enterprises (SOEs). Removal
puts off problems for which SOEs are notorious. In addition there are many other laws
that also need to be repealed, coordinated, amended.

3. ADB worked with the State Economic and Trade Commission (SETC) on two
major technical assistance projects on SOE insolvency reform. The first was a review of
the legal infrastructure related to SOE insolvency and restructuring, and the practical
problems that SETC encountered in its work with SOEs.

4. The major findings of that TA which concluded in 1996 were:

. The involvement of multiple government agencies in insclvency must be
reduced.
. An insolvency law should not in any way deal with the social welfare and

debt obligations of SOEs. These issues need to be handled before a new
insolvency law is created. Avoid infection of new law with old problems.

) SOE insolvencies should be handled under a separate law, since thisis a
unique systemic problem.
) Insolvency administrators should be utilized by the courts. A training

scheme should be established for insolvency practitioners, including
administrators, judges, liquidators, and others.

. A new law should cover all economic units or business entities. Simple
definition of insolvency based upon the cash flow test. Failure to pay a debt
creates a presumption of inability to pay. Insolvencies should not be delayed due
to inability to settle workers (waiting indefinitely harms the value of the enterprise,
and might make a decent SOE hopelessly bankrupt).

. Reorganization should be done only if it offers the possibility of corporate
survival. No unsound companies go back into the marketplace.

. The government should settle redundant workers, not the insolvent
enterprise. Government should handle pensions, medical, housing, and
unemployment benefits.

" The views expressed in this paper are those of the author, and do not necessarily reflect the views of the
Asian Development Bank, or the Office of the General Counsel.



. Training of insolvency judges and administrators should be started in a
serious way as soon as possible.

. Accounting recommendations included the requirement of regular,
external audits of the financial statements of SOEs.

5 in 1898, ADB held three regional seminars for SETC officials, judges, lawyers,
academics and other insolvency practitioners who would likely be involved in
implementing restructuring efforts.

6 On the Draft Law, it will cover many more business entities than the 1986 Law A
cash flow test (inability to pay debt when due) is used.

7 The law only applies to non-SOE insolvencies.

8 The Draft Law strengthens the hand of creditors, and moves from a largely
‘creditor absent” to a creditor driven system. The only major exception is its avoidance
of the 1ssue of SOEs.

9 The Draft Law clearly presents the basic process of both reorganizations and
liquidations.

10.  The Draft Law compares reasonably well with the good practice or interational
practice standards. However, significant improvements could be made.

11 As for SOEs, could avoid insolvency indefinitely. If the Draft Law will no longer
cover SOEs, and the department in charge might never approve the insolvency.

12.  Actual practice on SOEs is quite different. Many SOEs have recently initiated
bankruptcy proceedings without the approval of the department in charge and the courts
have allowed this.

13.  Creditors would have a difficult time to commence an insolvency proceeding
against an SOE that did not wish to go into an insolvency.

14.  An SOE that is favored by the Government at the present time, may not be so
favored in the future. This fact, coupled with the protection from insolvency will likely
mean that creditors will be increasingly reluctant to lend to SOEs.

15.  What happens to the other laws, e.g., 1996 FIE Liquidation Procedures, 1991
Civil Procedure Law, the various State Council Notices (resettiement of workers) from
1997 and 1994, the 1991 Supreme People’s Court Opinion on the 1986 Law.

16. There is a big question mark on insolvency administrators and their credentials,
training, retention, salaries. Same.is.true for.reorganization executors.

17.  Judges need special training in the new law and its implementing procedures as
well. They need a great deal of training in the restructuring area in particular.
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(Part One)’

A
New Insolvency Infrastructure
For the PRC

Henry Pitney ™
Senior Counsel
And
Head, Pnvate Sector Legal Group
Office of the General Counsel
Asian Development Bank

Introduction

A new bankruptcy law is long overdue in the PRC. The National People’s
Congress named the bankruptcy law a “fundamental law” (jiben fa) some years
ago. ltis indeed a basic law upon which so much else rests. The draft
bankruptcy law (the Draft Law), which we have before us, represents perhaps
one of the most important laws this decade, if not several decades, for PRC
businesses and financial institutions. This law, in short, is a critical element of
the modernization of the private sector legal infrastructure. If enacted, this law
would bring greater discipline to the PRC’s private sector. In particular, trade
creditors and financial institutions will have an important new device at their
disposal to recover unpaid debts and non-performing loans in an orderly and fair
way. It would not be exaggeration to say that a well-crafted law will help enable

the private sector in the PRC to join the join the modern commercial world, by

Thxs paper forms Part One of a joint presentation. Part Two was prepared by Mr. R. W. Harmer.
" The views expressed 1n this paper are those of the author, and do not necessarily reflect the views of the

Astan Development Bank, or the Office of the General Counsel.



protecting creditors and commercial firms from the harmful effects of insolvent

companies.

The Draft Law is a great improvement over the Enterprise Bankruptcy Law
(Trial Implementation) (the 1986 Law). It sets forth procedures that offer a much
greater chance of succeeding with reorganization, and very sensibly places
reliance on insolvency administrators, rather than the courts. As we understand,
the Draft Law has just been further revised to remove state owned enterprises
from the coverage of the law. A prior draft had contained a separate chapter,
Chapter 8, which provided that SOEs could only commence an insolvency
proceeding if it obtained and submitted the approval of its department in charge
as part of the application. Removal of the SOEs from the Draft Law clearly
improves it, and puts off the problems for which the SOEs are notorious.
However, my question now becomes, what orderly, efficient system will cover the
SOEs? In this sense, | hope to demonstrate today that the absence of a modern
law to cope with the SOEs that are insolvent is a major defect in the insolvency
infrastructure of the PRC at present. Fhis-aspectofthe-Brafttawmay-be-a
majer weakness.- | also hope to demonstrate that the Draft Law sheuld-net-be
putirto effest until there is consensus about the training, qualifications,
experience, and licensing of insolvency administrators, whe-will be essential to
the success of the law. Finally, | would observe that, élthough the law would
repeal the 1986 Law, there are many other laws that also need to be repealed,

coordinated, amended.



Background

It might be useful to give a bit of the historical context of the 1986 law. The
Draft Law is a far cry from the rather quaint, if historically interesting, Enterprise
Bankruptcy Law (Trial Implementation) of 1986. | read the 1986 Law in a
translation class in 1986 immediately after it first appeared. | remember thinking
how remarkable it was that, in the few short years since Deng Xiaoping had
retu‘rned to power, the PRC’s national legislature could even produce the 1986
Law. That 1986 Law, about 40 articles in all, announced that, in theory at least,
the death of badly managed state owned enterprises was possible. | also recall
being impressed that the law contemplated both liquidétion and rescue. Finally,
the law seemed to place great reliance on the People’'s Courts. This seemed
curious, given the misfortunes of the judiciary during the Cultural Revolution, and
the general tendency to appoint judges for many years based on their “red”
credentials, and not on their technical skills or training, or their wisdom and

experience as judges.

During the late 1980s, | recall reading press reports about the first SOE
bankruptcies. There was considerable reporting of these in the PRC press. |
remember thinking about the Chinese saying, CHENG Y1 JING BAIl. That saying
means, “punish one, and frighten 100 more”. Many in the PRC really believed

that the warning effect of the law was a great part of its value. That, somehow,



the warning contained in the law would be enough to make many of the badly

managed SOEs turn themselves around.

However, there was a reluctance to actually use the law, which in the first
place only applied to State Owned Enterprises. For starters, the law only
became effective two years later. Second, it contains a provision which made it
clear that the supervising department had to approve before an SOE could enter
an application for bankruptcy with the local people’s court. Most importantly, the
PRC governmént feared the consequences of insolvency - of-many SOE$. The
government felt that the social unrest might be too great, and therefore continued
to support SOEs that were struggling to survive. Eventually, however, the

reluctance to conduct insolvency proceedings diminished.
The 1990s

In 1994, the State Economic and Trade Commission (SETC) approached
the ADB seeking technical assistance. SETC wanted assistance with laws
related to restructuring of State Owned Enterprises. SETC was struggling to tum
around SOEs with many social welfare problems and not a great deal of latitude
to fix those problems. ADB and SETC commissioned a review of the legal
infrastructure related to SOE insolvency and restructuring, and the practical
problems that this caused SETC in its work with SOEs. The TA started with

knowledge that the new Draft Law was under preparation, but without any



certainty that the law might focus ulimately on SOEs exclusively, SOEs and
other companies, or solely on non-SOEs. ADB was nonetheless attempting to
find a way to assist SETC, an executive arm of government, with whatever
legislative tools it might have to help it in the monumental task of reforming and
restructuring SOEs in a practical way. The TA culminated with a major
conference held in Beijing in 1996 that brought together PRC and international

experts on insolvency.
The major findings of that TA were:

o The involvement of multiple government agencies in insolvency must
be reduced. The interference by government agencies with courts aiso

should be eliminated.

e The social welfare and debt obligations of SOEs cannot and should not
in any way be dealt with in an insolvency law. This set of issues needs
to be handled before a new insolvency law is created, or the new law
would simply be infected with the old problems. Similarly, the
“triangular debt problem” of SOEs cannot be handled by an insolvency

law, and should be handled in a uniform way to the extent possible.

e SOE insolvencies should be handled under a separate law, since this

is a unique systemic problem.



In terms of personnel, it was recommended that insolvency
administrators be utilized by the courts (much as the Draft Law now
contemplates). A training scheme should be established for insolvency

practitioners, including administrators, judges, and liquidators.

A better and clearer scheme should be devised for registration of

security interests — this would protect banks, and allow the better

SOEs to receive credit.

A new law should cover all economic units or business entities. It
should contain a simple definition of insolvency based upon the cash
flow test (eg., inability to pay debts when they become due). The
failure to pay a debt should create a presumption of inability to pay.
Insolvencies should not be delayed due to inability to settle workers
(because waiting indefinitely harms the value of the enterprise greatly,
and might make a decent company hopelessly bankrupt). A new law
should enable enterprise groups or holding companies with many
subsidiaries to be handled or administered as one, if the court or the

administrator so decides.

The law should clarify that restructuring or reorganization may be done

only if it offers the possibility of survival or at least better salvage of



assets. However, the law should not sen;/any unsound company back

into the marketplace since this is financially unsafe.

e The government should separate the duty to settle redundant workers
from the insolvent enterprise, and their pensions, medical, housing,
and unemployment benefits must be handled by other agencies of the

government.

¢ Finally, a number of accounting recommendations were made. The
most important of which include the requirement of regular, external
audits of the financial statements of companies. In addition, more
rigorous analysis of assets, and more immediate recognition of any
impairment of such assets was recommended. The habit of carrying
old, thoroughly impaired assets on the balance sheets should be
eliminated. This and other accounting habits make it very difficult to
value a company in financial difficulty, and greatly hinder efforts to
detect any early warning signs of such difficulties. This in turn makes

restructure any company.

One of the key findings, as mentioned above, was that training of
insolvency practitioners was very minimal, and that it was particularly inadequate
for those working on SOE restructuring efforts. Therefore, ADB was asked to

undertake a series of training seminars. ADB held three regional seminars with



SETC officials, judges, lawyers, academics and other insolvency practitioners
who would likely be involved in implementing restructuring efforts. That TA
prepared three case studies based upon actual PRC insolvencies. These were
used as the basic teaching materials. The seminar participants were asked to
actually role play and come up with solutions and proposals for the restructuring
of the case study enterprises. The TA consultants made an extensive series of
recommendations concerning establishment of various training programs for
insolvency practitioners. With hindsight, it would seem that the training programs

would be particularly important for judges and insolvency administrators.

The Draft Law

Those were the 1980s and 1990s, and we have entered a new century.
Great progress has been made on many fronts, particularly in the removal or
reduction of social welfare burdens of the SOEs, and the sale, merger or

restructuring of many of the smaller SOEs.

The Draft Law reflects hard work and research by the Finance and
Economics Committee of the NPC and the drafting group, of which we are

fortunate to have several members present here today.

The following are some highlights of the differences between the the 1986

Law and the Draft Law.



Major differences

Cash Flow Test. The first-three-sectiens- of the Draft Law would wipe
away very significant problems under the 1986 Law. Many business
entities may come under the law. Cash flow test (inability to pay debt

when due). The presumption of insolvency if a payment is missed.

Non-SOEs Only. The original draft had a section on SOE insolvencies,
but this has been recently removed. With that removal, the law only
applies to non-SOE insolvencies. In a sense it is therefore the
opposite of the 1986 Law insofar as it targets a different group of
enterprises. In reality however, only certain SOEs were permitted to

go bankrupt under the 1986 law.

From “creditor absent” to “creditor driven”. The Draft Law would very
much strengthen the hand of creditors, and is moving from a largely
“creditor absent” to a creditor driven system. The only major exception
is its avoidance of the issue of SOEs. This will require separate
handling of SOE accounts and separate policies for all trade creditors

and lenders, who have to treat SOEs in a fundamentally different way



than a corporation, for example, whose owners have no right to

interfere with an insolvency proceeding of the corporation

From liquidations to reorganizations. The 1986 law permitted both
chapter 11-ish reorganizations, and liquidations. In reality, however,
largely only liquidations were achieved under the old law. The Draft
Law shows sophisticated analysis of how the process of both

reorganizations and liquidations will work.

Major Improvements of the Draft Law

The Draft Law's application to many more forms of enterprises is a pig
improvement. The 1986 law applies to SOEs. The Draft Law
endeavors to unify the very ad hoc treatment of the existing insolvency
infrastructure. Mr. Harmer and | have compared the Draft Law to some
standard norms or “good practices” of insolvency law. These “good
practices” are not meant to be the perfect law. Rather, they are some
internationally accepted principles by which insolvency law reformers
may measure the completeness of a law’s treatment of common issues
in all insolvencies. They grew out of a large study of eleven Asian
market economies’ insolvency laws. While Mr. Harmer will elaborate
more on the comparison that we have made, | would just say here that

the Draft Law compares reasonably well with the “good practices” or

10



accepted norms of modern insolvency law and practice. However, itis

also fair to say that further improvements could be made.

Major shortcomings

Repeal of 1986 Law. Chapter 8 had also stated that no SOE may
apply for insolvency uniess the application has been approved by the
government department in charge. This entire chapter has been
removed, as we understand, as noted above. Legally speaking, this is
a very significant, because it would have meant that a large segment of
the economy could continue to avoid insolvency indefinitely, since the

department in charge does not have to approve.

Actual Practice. As | understand, the actual practice with respect to
SOEs is quite different from the requirements of the 1986 Law, or even
the plan that the Draft Law temporarily had for SOEs. Many SOEs
have recently initiated bankruptcy proceedings without the approval of
the department in charge and the courts have allowed this. In other
words, it appears that pragmatists have ignored the 1986 Law, and
allowed the SOEs to liquidate and restructure, even without
government approval. This would appear to be unofficially encouraged
under the ZHUA DA FANG XIAOQ policy, which roughly translated

means that the government has decided to “maintain control over the

11



large SOEs, but auction off the small ones”. This policy has been

actively pursued for the last 5 years or so.

Creditors of SOEs. Creditors would have a difficult time to commence
an insolvency proceeding against an SOE that did not wish to go into
an insolvency. | would be interested to learn from our Chinese friends
— what can a state bank do if the department in charge of the
enterprise does not approve the insolvency, but the SOE never pays

its debt to the bank?

SOE Protection. In any event, this aspect of the law would seem to
exclude a major part of the economy from the process and the ultimate
discipline of the insolvency infrastructure. This protection under the
law could create a problem for the economy - those trading with or
involved with insolvent SOEs are at risk, and creditors do not have the
same protections. This means that creditors will be less and less
willing to deal with SOEs as well, because they know that an

insolvency recovery can only occur if it is permitted by the state.

The GITIC Problem. There would also appear to be a GITIC problem.
In other words, an SOE that is favored by the Government at the
present time, may not be so favored in the future. In 1980 GITIC was

a favored SOE, one of the 10 window companies into China. But by

12



1998, the PRC had decided that it had lost this special status. What 1s
to keep the government from changing its view similarly on any
particular SOE? And therefore why is any SOE reliable or deserve any
-credit — why would any business partner do anything but insist on cash
on the barrelhead? Why would any lender wish to lend to an SOE,
given this scenario, including the indefinite protection provided to many

SOEs referred to above?

Integration With Other Laws. What happens to the other laws — Are
the 1996 FIE Liquidation Procedures still valid? Should this be
repealed, or put all under one roof? Left separate from the rest of the

insolvency system?

How will the 1991 Civil Procedure Law (arts 199-206) apply to the
“bankruptcy of an enterprise with legal person status”? Presumably

these provisions should have no further effect.

What about the other key items of legislation or law such as the
various State Council Notices (resettlement of workers) from 1997 and
19947 In addition, there is the 1991 Supreme People’s Court Opinion
on the original Bankruptcy Law. Presumably this opinion will be
rewritten or amended in order to recognize the major changes

undertaken by the Draft Law.

13



infrastructure that Can Serve Insolvency?

Flaws in the Draft Law may not be in the law at all. Issue is what software

exists?

« Administrators (who would you want for your administrator—15 or 20
years experience?) What salary would you want to pay that person?
Shouid thére be at least a plan in place for their training, identification
and recruitment, and means of paying prior to the enactment of the
Draft Law? Should these people be non-government employees?
Government officials? Should they receive é salary from government,

but be retained from the private sector/
¢ Judges (how much do they need to know? How involved?)

o Courts themselves are really not up to the task, and are quite weak in
the PRC system. Agencies of the government often thwart their
efforts. So, why will it be able to make a BR law work? Local officials
often encourage debtors to file for BR in order to avoid paying creditors
from other provinces (FEER 8 April 99). In one case in the Northeast,
we were told that a municipal government in respect of land use rights

refused a court ruling, and the court had no ability to enforce its ruling.

14



This ability to ignore the courts is a fundamental problem. it must be

changed if the Draft Law is to function properly.

e Liquidators

o Reorganization executors. Training and experience is critical, yet hard

to come by.

Conclusion

The Draft Law is greatly improved over the 1986 Law. Further refinements
can be made to make it a very solid law that will stand the test of time in the 21
century. A major concern remains with respect to the insolvency system for
SOEs, however. Some standards should be put in place to protect trade
creditors and others from the chronically insolvent SOEs that are shielded from
insolvency by operation of the insolvency laws. This is not just a legal
convention or arrangement, but it is sound commercial practice — no creditor will
want to permit any debt or account receivable to exist when an SOE is involved,
and will increasingly insist on cash payments. Finally, the new law will only be as
good as the judges, the insolvency administrators, and the other practitioners
who must implement it. It is important to invest in their training, recruitment,

licensing, in order to make sure that the system works as designed.

15
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Basics of

Business Reorganization

by Steven L. Schwarcz

in Bankruptcy

In this article, Steven Schwarcs offers an overview of Chapter 11
bankrupicy. In addition 1o beginning a Chapter 11 case, he also
discusses administration of these cases and the plan of reorganizsa-

tion that a debtor must consider,

The author is a partmer with the law firm of

Kaye, Scholer
wosmmesmsniob

~Siovling-and adjunct professor of law, Benjamin N. Cardozo
Law School, Yeshiva University, New York City.

Many of my clients, both domestic
and international, view bankruptéy asa
black box. A company goes into bank-
ruptcy, and, perhaps, some years later
emerges in a reorganized form. Some
unfortunate companies, not possessing
the proper talisman, never emerge at all
from the black box. This article is an
attempt to separate fact from myth by
explaining the overall principles of a
business reorganization in bankruptcy.

INTRODUCTION

In the U.S., business bankruptcy is
generally governed by a federal legal

code and can take the form of cither a
Chapter 7 case or a Chapter 11 case. A
Chapter 7 case ordinarily results in a
liquidation of the company and, for
that reason, is not very interesting.
Most major companies do not liquidate
in bankruptcy. Indeed, a company that
is forced into a Chapter 7 case has the
absolute legal right to convert the case
to a Chapter 11.!

A Chapter 11 case is the basis of
business reorganization in bankruptcy.
Once a Chapter 11 case begins, the
company's creditors will organize,
under the supervision of a federal

' 11 U.S.C. § 706(a). Al section citations arc to Title 11 of the United States Code, which constitutes the

Federal Bankeuptcy Code,
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bankruptcy trustee, into one or more
committees (cach a creditors’ commit-
tee) for the purpose of negotiating with
the company.

The company that is the subject of a
Chapter 11 case is referred to as the
debtor. The creditors’ committee and
the debtor negotiate the major actions
that the debtor must take to reduce
operating costs, sell unnecessary assets
where appropriate, and eventually
compromise on a plan (called a plan‘of
reorganization) by which the debtor is
reorganized as a viable business cor-
poration that no longer needs the pto-
tection of the bankruptcy laws.

The plan of reorgamution also can
restructure the amount, naturc, and
maturities of claims against the debtor
and provide for the orderly payment bf
these restructured claims. Chapter 11,
therefore, can affect the entire nature
of a debtor and its relationship with
creditoss,

Every debtor and its relationship
with creditors is unique. For that rea-
son, the laws of Chapter 11 neither
mandate that every plan or reorganiza.
tion be the same or even similar nor
that the steps taken to reach a plan
of reorganization be the same. The
essence of Chapter 11 is a consenshs
process through which the debtor and
its creditors, represented for adminis-
trative convenience by the creditors’
committee, negotiate and compromise
their way along the path to reorganiza-
tion.

It would, of course, be more efficient
if, instead of negotiation, the debtor
(or, alternatively, the creditors) alone
made the decisions at each step. How-

ever, to permit that would lose sight of
the two primary, but conflicting, goals

Bankruptcy

of bankruptcy. On the one hand, bank-
ruptcy recognizes that assets of the
debtor should be distributed for the
benefit of creditors. On the other hand,
it also recognizes that the debtor should
be given & good faith opportunity to
reorganize its business. The Chapter 11
consensus process described above is
an attempt to-recognize and give effect
to both of these important but some-
times conflicting goals.

BEGINNING A
CHAPTER 11 CASE

A company having significant finan-
cial difficulties, especially cash flow
problems, might consider filing a peti-
tion for Chapter - 1 to obtain the protec-
tions that the law gives to debtors. The
stigma associated with bankruptcy has
lessened to some degree, particularly
since large and relatively viable com-
panies, such as Manville Corporation,
LTV Corporation, Texaco Inc., and
Continental Air Lines, have used
Chapter 11 as a way of attempting to
restructure their debts.

Also, many business people mis-
takenly do not think of Chapter 11 as
involving bankruptcy. A company may
slso be forced by its creditors into
Chapter 11if certain legal standards are
violated, such as the company’s gen-
erally not payi