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# # 4786376034 : MAJOR LAWS

KEY WORD: /INSOLVENCY / BANKRUPTCY / THIRD PARTY ASSETS.
AKALUCK LUEANGAMPOL : USING THIRD PARTY ASSETS IN POSSESSION OF
DEBTOR IN INSOLVENCY LAW. THESIS ADVISOR : ASSOC. PROF. SAMRIENG
MEKKRIENGKRAI ,THESIS COADVISOR : WISIT WISITSORA-AT , 153 pp.

The important legal measure of reorganization law is the automatic stay that allows a
debtor to organize its affairs without pressure from creditors. The reorganization proceeding
often requires debtor's assets and third party's assets in the possession of debtor. In the
same manner, bankruptcy law provides the measures that retain the value of the debtor's
asset; namely, either sale the debitor's business as an operating business or continuity of
business for a period to maintain the value of asset. Thus, it is essential to use all assets as
same as the reorganization proceeding.

From the study, Seclion 109 (3} of the Bankruptcy Act B.E. 2483, in the bankruptcy
proceeding requires that all goods in possession of the debtor, in a circumstance shown it
belongs to the debtor, may be satisfied the obligation. However, such rule does not
authorize the official receiver to use third parly's assets in the bankruptcy proceeding. For
the reorganization proceeding, he automatic stay principle enables the debtor to use the
third party’s assets that are essential for the continuity of debtor's business. Nevertheless, it
"insufficiently provides protection for the interest of third pary's assets.

The thesis, hence, proposes to amend the Bankrupicy Act B.E. 2483 as follows;

1. Prescribe debtor's assets to include debtor's interest in assets owned by third

party.

2. Authorize the official receiver to manage the deblor's assets or business, including
the authority to allow the wtilization of third party's assels that in the-possession of the debtor
as necessary to maximize the value of the debflor's assets.

3. Prescribe any measure on protection of the interest of third party's assets
sufficiently.
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UNCITRAL : Legislative Guide on Insolvency Law

Treatment of assets on commencement of insolvency proceedings

A. Assets constituting the insolvency estate

1. Introduction

1. Fundamental to insolvency proceedings is the need to identify, collect, preserve and
dispose of the debtor's assets. Many insolvency systems place these assets under a
special regime sometimes referred to as the insolvency estate, over which the insolvency

representative will have specified powers, subject to certain exceptions.

2. The present Legislative Guide uses the term “estate” in its functional sense to refer to
assets of the debtor that are controlled by the insolvency representative and are subject to
the insolvency proceedings. There are some important differences in the way in which the
concept of the insolvency estate is understood in various jurisdictions. In some States, the
insolvency law provides that legal title over the assets is transferred to the designated
official (generally the insolvency representative). In others, the debtor continues to be the
legal owner of the assets, but its powers to administer and dispose of those assets are
limited. Either the insolvency representative will have complete control of the assets or the
debtor will only be able to deal with assets in the ordinary course of business and use or
disposal of assets outside the ordinary course of business, including by the creation of
security interests, will require the consent of the insolvency representative or, in some

cases, the court or creditors.

3. Irrespective of the applicable legal tradition, an insolvency law will need to clearly identify
the assets that will be subject to the insolvency proceedings and therefore included within
the concept of the estate as discussed in the Guide and indicate how they will be affected

by those proceedings, including clarifying the relative powers of the various participants.
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Identification of assets and their treatment will determine the scope and conduct of the
proceedings and, in particular in reorganization, will have a significant bearing on the likely
success of those proceedings. The inclusion in an insolvency law of clear and
comprehensive provisions on these issues will ensure transparency and predictability for

both creditors and the debtor.

2. Assets included in the insolvency estate

(a) General definition of the insolvency estate

4. The estate may be expected to include all assets of the debtor, including rights and
interests in assets, wherever located, whether in the forum or a foreign State, whether or not
in the possession of the debtor at the time of commencement, and including all tangible
(whether movable or immovable) and intangible assets. It would include the debtor’s rights
and interests in encumbered assets and in third-party-owned assets (where the continued
use of those assets by the estate may be subject to other provisions of the insolvency law—
see chap. Il, paras. 90 and 91). Generally, assets acquired by either the debtor or the
insolvency representative after commencement of the insolvency proceedings (subject to
specific exclusions that would apply in the case of natural person debtors—see below) and
assets recovered through avoidance or other actions would also be included. Some assets
may be freely sold or exchanged in the course of the proceedings, while others may be
subject to limitations that arise from contract or other law (e.g. a non-assignable government
licence or a customer list that is-subject to privacy restrictions) or involve mediating
problems that can arise with respect to other rights in those assets. Notwithstanding such

limitations, it is desirable that these assets be included- in the estate.

5. Tangible assets should be readily found on the debtor’s balance sheets, such as cash,
equipment, inventory, works in progress, bank accounts, accounts receivable and real
estate. The assets to be included within the category of intangible assets may be defined
differently in different States, depending upon national law, but may include intellectual

property, securities and financial instruments, insurance policies, contract rights (including
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those relating to assets owned by third parties) and rights of action arising from a tort. The
inclusion of some intangible assets in the estate may give rise to conflicts with other laws,
such as those restricting transferability or laws relating to privacy protection. In the case of
natural persons, the estate may also include assets such as inheritance rights in which the
debtor has an interest or to which the debtor is entitled at the commencement of insolvency
proceedings or which come into existence during the proceedings, as well as the debtor’'s

interest in assets owned jointly with another person, including the debtor’s spouse.

6. Notwithstanding the desirability of a broad definition of the estate, the inclusion of a
number of types of asset can be controversial. Some assets can be included in the estate
without difficulty, such as assets belonging to the debtor and that are unencumbered,
assets that are not disputed by a third party and assets recovered by the insolvency
representative, whether through claims against a third party or through avoidance actions.
Other assets can be excluded from the estate without difficulty, such as assets belonging to
a third party in which the debtor has no interest and assets belonging, with full ownership
rights, to the debtor's spouse. Assets such as encumbered assets, joint assets, assets
located abroad, some intangible assets and third-party-owned assets in which the debtor

has an interest could raise difficult questions. These are discussed in the following sections.

(b) Encumbered assets

"Where the debtor is a natural person, some jurisdictions exclude torts of a personal nature
such as defamation, injury to credit or reputation or personal bodily injury, where the debtor remains
personally entitled to sue and to retain what is recovered on the basis that the incentive to vindicate

wrongdoing otherwise would be diminished, but may not be entitled to sue for any loss of earnings

associated with those causes of action.
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7. One question of some importance is whether the insolvency law includes encumbered
assets as part of the insolvency estate. Insolvency laws adopt different approaches to the
treatment of such assets. Many laws provide that encumbered assets are included in the
insolvency estate, with the commencement of proceedings giving rise to different effects,
such as limiting the enforcement of security interests by application of a stay. Including
encumbered assets in the estate and thus limiting the exercise of rights by secured
creditors on commencement of proceedings may assist not only in ensuring equal treatment
of creditors, but may be crucial to the proceedings where the encumbered asset is
essential to the business. For example, where manufacturing equipment or a leased factory
building is central to the debtor's business operations, reorganization or sale of the
business as a going concern cannot take place unless the equipment and the lease can be
retained for the proceedings.There will be advantages, in particular in reorganization and
where the business is to be sold as a going concern in liquidation, in having all assets of the

debtor available to the insolvency estate from the time of commencement.

8. Where encumbered assets are included in the insolvency estate, a number of insolvency
laws provide certain protections, such as those relating to maintaining the value of the
encumbered asset or the secured portion of a creditor’'s claim and to specified situations
where the encumbered asset may be separated from the estate. An insolvency law should
make it clear that such an inclusion will not deprive secured creditors of their rights in the
encumbered assets, even 'if it does operate to limit the exercise of those rights (e.g.
postponement by operation of the stay) and should specifically ensure the protection of the

rights of secured creditors in encumbered assets.

9. Other insolvency laws provide that encumbered assets are unaffected by insolvency
proceedings and secured creditors may proceed to enforce their legal and contractual
rights. Recognizing that there will be cases where encumbered assets may be crucial to the
proceedings, there are examples of laws that provide that even where those assets are

unaffected by the insolvency, the court may be requested to prevent such enforcement
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where the asset is necessary for the business to continue operating. Exclusion of
encumbered assets may have the advantage of generally enhancing the availability of
credit because secured creditors would be reassured that their rights would not be
adversely affected by the commencement of insolvency proceedings. It is increasingly
accepted, however, that this general advantage to an economy is outweighed by the
advantages to be derived from including encumbered assets in the insolvency estate and

restricting the exercise of secured creditors’ rights as noted above.

(c) Third-party-owned assets

10. Some jurisdictions permit assets in which a creditor retains legal title or ownership (e.g.
a retention of title or a lease arrangement) to be separated from the insolvency estate on the
basis that the insolvency law should respect the creditor’s legal title in the asset. In some
jurisdictions the separation of the asset may be subject to the provisions of the insolvency
law relating to treatment of contracts. The estate will generally include, however, as
indicated above in the general definition of the estate, any rights that the debtor might have
in respect of those third-party-owned assets. There will be cases where the third-party-
owned assets may be crucial, like encumbered assets, to the continued operation of the
business, whether in reorganization or sale as a going concern in liquidation. In those
cases, it will be advantageous for the insolvency law to include a mechanism that will permit
third-party-owned assets to remain at the disposal of the insolvency proceedings, subject to
protecting the interests of the third-party owner and to-the right of the third party to dispute

that treatment.

11. If the economic terms of the transaction demonstrate that it is a device to finance the
acquisition of an asset, although structured, for example, as a lease, some laws treat the
arrangement as a secured lending arrangement and the lessor will be subjected to the
same treatment in insolvency as other secured creditors. A transaction will be a financing
device where, at the end of the term of the lease, either the debtor can retain the asset for

the payment of a nominal sum or the remaining value of the asset is negligible. The
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insolvency law may regard the debtor’s rights as part of the insolvency estate and permit
the asset to be used by the insolvency representative subject to certain conditions as

described below (paras. 90 and 91).

12. Where the interest in assets that is claimed by the debtor is disputed by a third party, it
will be desirable for the insolvency law to enable those assets to be protected on an interim
basis to ensure their preservation, pending decision by the court as to ownership. Where
the decision is ultimately made that the assets do not form part of the estate, the law may
also address issues of damage to the third party arising from the debtor’s retention. The
issue of damages may also be relevant where a third party withholds assets that are found

to form part of the estate.

(d) Foreign assets

13. Whether the debtor’s assets outside the country where the proceedings are taking place
will become part of the estate raises issues of cross-border insolvency.This may be of
particular importance in reorganization, where the exclusion of foreign assets could
significantly affect the success of the proceedings.Some insolvency laws take the approach
that there should be a single insolvency proceeding, based in the country where the debtor
has its head office or place of registration or incorporation (centre of main interests), that will
apply to the debtor's assets wherever situated (the universal approach).This approach
includes the idea that the ‘State adopting it will accept the same claim made under the
insolvency law of another State. Other insolvency laws are based upon an approach that
limits the applicability of the insolvency:law to the geographical area governed by the State
enacting the legislation (the territorial approach). This approach requires different
proceedings to be commenced in each State in which the debtor has assets or in which
different branches or establishments of the debtor are located. Another approach is a
modified version where a State claims universal application of its own law, but does not

recognize the same universal application of the laws of other States.
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14. The existing diversity of approaches to this issue creates considerable uncertainty and
undermines the effective application of national insolvency laws. However, as the
differences between insolvency laws increasingly narrow and greater convergence
emerges, there are fewer reasons for maintaining the territorial approach. It is increasingly
desirable that an insolvency law provide that the insolvency estate comprise all assets of
the debtor wherever located.” However, since divergence is likely to remain for some time,
the UNCITRAL Model Law on Cross-Border Insolvency establishes a regime for effective
cooperation in cross-border insolvency cases through recognition of foreign decisions and
access for foreign insolvency representatives to local court proceedings. The regime is
intended to be compatible with all legal systems and is discussed in more detail in the

documents included in annex Ill.

(e) Recovered assets

(i) Avoidance proceedings

15. The insolvency estate generally will include any assets or their value recovered through
avoidance proceedings where the transaction involving the assets was of the type subject
to avoidance under an insolvency law.Such transactions may include transactions that
resulted in preferential treatment to some creditors, were prejudicial to the insolvency estate
or were entered into in an effort to defeat the collective rights of creditors (see below, paras.

170-184).

(if) Unauthorized post-application and post-commencement fransactions

? See for example, EC Regulation 1346/2000, which relies on the principle of proceedings with
universal scope, while retaining the possibility of opening secondary proceedings whose effects are
limited to the territory of the member State concerned. There is automatic recognition of foreign decisions

and special rules for coordination between liquidators.
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16. Many insolvency laws adopt measures intended to limit the extent to which a debtor
subject to insolvency proceedings can deal with its assets, whether encumbered or not,
without the authorization of the court or the insolvency representative (see below, paras. 70-
73). These restrictions will generally apply after the commencement of insolvency
proceedings, but may also apply after an application for commencement of proceedings in
those cases where the powers to deal with assets of the estate are given to an interim
insolvency representative. Some insolvency laws treat transactions that are not authorized
as invalid and unenforceable as against the insolvency estate and enable any assets
transferred to be reclaimed, except in some cases where the counterparty gave value or
can prove that the transaction did not impair creditors’ rights. Other insolvency laws achieve
the same result by addressing unauthorized contracts in terms of avoidance provisions,

depending upon how the suspect period is calculated (see below, para. 188).

3. Assets excluded from the insolvency estate

(a) General exclusions

17. The insolvency law may exclude certain assets from the estate. Insolvency laws adopt
different approaches to this issue. Assets excluded from the estate may include, for
example, certain assets owned by a third party that are in the possession of the debtor
when the proceedings commence, such as trust assets and assets subject to an
arrangement (whether contractual or otherwise) that does not involve a transfer of title, but
rather use of the assets and return to-the owner once-the purpose for which they were in the
possession of the debtor has been fulfilled.” They may also include assets subject, under
some laws, to reclamation, such as goods supplied to.the debtor before commencement,
but not paid for and recoverable by the supplier (subject to identification and other

applicable conditions).

® Such an arrangement may be known as a bailment or depositum.
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(b) Where the debtor is a natural person

18. In the case of insolvency of a natural person, the insolvency law may exclude certain
assets from the estate, such as post-application earnings from the provision of personal
services by the debtor or monies received for public works by the debtor, assets that are
necessary for the debtor to earn a living and personal and household assets, such as
furniture, household equipment, bedding, clothing and other assets necessary to satisfy the
basic domestic needs of the debtor and his or her family. Some jurisdictions also exclude
torts of a personal nature such as defamation, injury to credit or reputation or personal
bodily injury. The debtor remains personally entitled to sue and to retain what is recovered
in such actions on the basis that the incentive to vindicate wrongdoing otherwise would be
diminished, but the debtor may not be entitled to sue for any loss of earnings associated
with those causes of action. Such exclusions generally would not be available to legal

person debtors.

19. Where an insolvency law excludes certain assets from the estate of a natural person,
those assets should be clearly identified and the number and value of the exclusions limited
to the minimum necessary to preserve the personal rights of the debtor and allow the debtor
to lead a productive life. In identifying such exclusions, consideration might need to be
given to applicable human rights obligations, including international treaty obligations,
which are intended to protect the debtor and relevant family members and may affect the
exclusions that should be made.” A-further consideration may be the economic effects of
exclusions; some research suggests that the full or substantial exemption of personal assets
from insolvency proceedings may have a positive effect on entrepreneurship and risk-

taking.

“In Europe, for example, the Convention for the Protection of Human Rights and Fundamental

Freedoms of 1950 is relevant.
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Joint assets

20. Different approaches are adopted to the treatment of personal assets owned jointly by a
natural person debtor and his or her spouse. That treatment may be specified by the
insolvency law or law other than the insolvency law, such as that relating to matrimonial
property or property ownership and, in some federal jurisdictions, may involve questions of
both state and federal law. The relationship between those other laws and the insolvency
law may determine how certain provisions of the insolvency law, for example avoidance

provisions, will apply.

21. One approach to the treatment of joint assets is to exclude them completely from the
estate. Another approach provides that, where the proceedings are opened against the
assets of one spouse, the part of the mutual assets belonging to that spouse can become
part of the insolvency estate if, under law other than the insolvency law, the assets can be
divided for purposes of execution (where division of the assets will be conducted outside of
the insolvency law and proceedings). The choice between these approaches may therefore
depend upon the operation of law other than the insolvency law and factors such as the

ease with which the assets may be divided (see below, para. 87).

Recommendations 35-36

Purpose of legislative provisions

The purpose of provisions relating to the insolvency estate is:
(a) To.identify those assets which will be included in the estate, including the debtor’s
interests in encumbered assets and in third-party-owned assets; and

(b) To identify the assets, if any, that will be excluded from the estate.
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Contents of legislative provisions

Assets constituting the insolvency estate (paras. 1-16)

35. The insolvency law should specify that the estate should include:

(a) Assets of the debtor,5 including the debtor’s interest in encumbered assets and in third-
party-owned assets;

(b) Assets acquired after commencement of the insolvency proceedings; and

(c) Assets recovered through avoidance and other actions.

36. In the case of insolvency proceedings commenced where the debtor has its centre of
main interests, the insolvency law should specify that the estate should include all assets of

the debtor wherever Iocated.6

1 Ownership of assets would be determined by reference to the relevant applicable law, where
the term “assets” is defined broadly to include property, rights and interest of the debtor, including the

debtor’s rights and interests in third-party-owned assets.

*Where the insolvency law adopts a universal approach, as recommended here, the law should
also address the issue of recognition of foreign proceedings, see the UNCITRAL Model Law on Cross-

Border Insolvency (annex Il1).
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C. Use and disposal of assets

1. Introduction

74. Although as a general principle it is desirable that an insolvency law not interfere unduly
with the ownership rights of third parties or the interests of secured creditors, the conduct of
insolvency proceedings will often require assets of the insolvency estate, and assets in the
possession of the debtor being used in the debtor's business, to continue to be used or
disposed of (including by way of encumbrance) in order to enable the goal of the particular
proceedings to be realized. This will be especially important in reorganization, but also in
liquidation where the business is to be sold as a going concern. It may also be relevant in
some cases of liquidation where the business needs to be continued for a short period to
enable the value of the assets to be maximized even if they are to be sold piecemeal. For
these reasons, it is desirable that an insolvency law include provisions on the use or
disposal of assets of the insolvency estate (including encumbered assets), and third-party-
owned assets, addressing the conditions upon which those assets may be used or
disposed of and the provision of protection for the interests of third-party owners and
secured creditors. Sale or disposal of assets would typically involve notifying creditors,
whether generally or-only affected creditors, of any proposed action. Where notice is to be
given to creditors generally, it may be provided through any creditor committee formed to
facilitate the proceedings (see chap. lll, paras. 99-112). It may be important to note, in
designing provisions on use and disposal, that other laws may affect the use of these
powers in insolvency. For example, laws prohibiting or restricting foreign ownership in
certain, sectors of the economy may limit the price that can be obtained for certain assets

and in turn affect distributions to creditors.

2. Assets of the insolvency estate

(a) Ordinary course of business
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75. Some insolvency laws draw a distinction between use or disposal of assets of the estate
in the ordinary course™ of conducting the business of the debtor and use or disposal in
other circumstances (“outside the ordinary course of business”) in terms of who may make
decisions as to use or disposal and the protections that are required. When the insolvency
representative continues the operation of the debtor’s business, either during reorganization
proceedings or to enable a sale of the business as a going concern, decisions as to use
and disposal of property in the ordinary course of business may be taken by the insolvency
representativeSO30 without requiring notice to be given to creditors or approval of the court.
Use and disposal outside the ordinary course of business, however, may require approval
of the court or of creditors. Some laws extend these rights of use and disposal to a debtor
under the supervision or control of an insolvency representative or to a debtor-in
possession. When the assets are subject to a security or other interest (e.g. a lease) the

economic rights of the holder of that interest will need to be protected.

76. Including a distinction in the insolvency law between disposals made in or outside the
ordinary course of business may facilitate the continuing day-to-day operation of the

business, both in reorganization and in liquidation where it is to be sold as a going concern,

* This concept is discussed further in the context of avoidance proceedings; see below, paras.
164-168. States define the “ordinary course of business” with a varying emphasis on different elements.
However, in most jurisdictions a.common purpose of the definition is to determine what constitutes
routine conduct of business and allow a business to make routine payments.and enter into routine
contracts, without subjecting those transactions to possible avoidance in insolvency. Those routine
payments might include. the-payment of rent, utilities-such as electricity and telephone-and possibly also
payment for trade supplies.

* The exercise of these rights by the insolvency representative depends upon the functions of
that position under the insolvency law and may be restricted, for example, where the insolvency
representative’s role is that of a trustee or supervisor and also upon the relative roles assigned to the
debtor and insolvency representative after commencement of insolvency proceedings, in particular in

reorganization.
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without imposing the complexity of obtaining court approval to conduct routine activities.
The requirement for approval in the case of non-routine disposal can act as a check against
abuse, such as disposals to related parties. Nevertheless, an insolvency law needs to
provide clear guidance on what constitutes dealing in the ordinary course of business in
order to avoid disputes and ensure that the proceedings are conducted quickly and
efficiently. Sale or other disposal of assets outside the ordinary course of business raises
several complicated issues, which are discussed below, including the method of sale
designed to generate the most value for the estate; the sale of encumbered assets when
there is a dispute concerning the validity or amount of the secured claim or when the value
of the estate will be enhanced by that sale; notice to parties in interest and an opportunity
for interested buyers to submit higher and better offers; prompt sale in the case of

perishable assets; and the power to abandon assets that have no value to the estate.

77. Some insolvency laws also distinguish between different types of asset in terms of how
they may be used and the conditions that will apply. Special provisions may apply, for
example, to perishable or other assets that will diminish in value if not sold quickly or to
cash or to property held jointly by the debtor and another person or held by the debtor
subject to a security interest. An insolvency law may provide that such assets can be sold

outside the ordinary course of business without prior approval of creditors or of the court.

78. Any concerns with respect to-possible misuse-of powers of use and disposal or
defalcation by the insolvency representative may be addressed in terms of the appointment
criteria, including provision of a security bond (an approach adopted by many insolvency
laws—see also chap. lll, para. 62) and through other measures to address the liability of the

insolvency representative.

(b) Methods of sale
79. Where assets of the insolvency estate are to be sold it is important that, irrespective of

which party may be required to supervise sales, the manner of sale chosen maximizes the
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value for the estate and that creditors receive adequate notice of the sale, enabling them to
challenge the sale in court if they disapprove. Where a creditor committee is formed and the
insolvency law provides for creditors to be consulted on the sale of assets outside the
ordinary course of business, a requirement to notify creditors of any proposed sale might be
satisfied by notifying the creditor committee in order to minimize costs and avoid any delay
associated with notifying all creditors. Different procedures are adopted with respect to the
sale of assets. Many insolvency laws require assets to be sold by auction, with some
providing that the creditor committee, or some other creditor representative or the
insolvency representative, can approve some other means of sale, such as by private

contract, if it will be more profitable.

80. As noted above, some insolvency laws give the power of sale in the ordinary course of
business to the insolvency representative and impose a duty to obtain the best price
reasonably obtainable at the time of sale. Some of those laws also impose limits on the
insolvency representative’s discretion to choose the method of sale. In cases where the
insolvency representative chooses to conduct the sale privately rather than through a public
auction, the law may require the court to supervise the sale or creditors to approve it. Other
insolvency laws provide for the court to play a significant role in the sale of assets. The court
fixes the time, the form and the conditions of sale; the insolvency representative plays a
subsidiary role in collecting offers and obtaining the views of the creditors. Some insolvency
laws also address issues such as sales to a creditorto offset that creditor’'s claim and sale
of any of the debtor’'s assets in the possession of a third party to that third party for a
reasonable market price. Where assets' might be subject to rapid deterioration of value,
such as where they are perishable, susceptible to devaluation or otherwise in jeopardy,
notification and/or approval of creditors or the court might prove difficult to achieve quickly.
In such cases it may be desirable for the law to provide that prior approval is not necessary.
While the sale could be confirmed after it has been completed, it would not be feasible to

create a possibility of reversing or modifying the sale (except in cases of fraud or collusion)
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because of the consequential contractual uncertainty, and the very nature of the assets may

discount the likelihood of any resale.

81. Although it may be suggested that an insolvency law should specifically preclude a sale
to related parties to avoid collusion, absolute prohibition of such a sale may not be
necessary, provided it is adequately supervised and carefully scrutinized before being
allowed to proceed, to avoid fraud and collusion. Such supervision or scrutiny may require
higher standards in terms of the valuation of assets and disclosure of business

relationships.

82. While it may be expected that assets sold in the context of insolvency proceedings will
achieve a lower sale price than similar assets sold under normal market conditions, an
insolvency law can adopt a number of procedural protections to ensure that the
proceedings are fair, that the maximum price is achieved and that, overall, the procedure
for disposal of assets is transparent and well-publicized. Such protections include providing
notice to creditors and to prospective purchasers in a manner that will ensure the
information is likely to come to-the attention of interested parties; allowing creditors to raise
their objections or concerns (either with the insolvency representative or the court, as
appropriate); requiring assets to be valued by neutral, independent professionals
(especially in the case of real estate and specialized property); and, in the case of auctions,
requiring pre-bidding qualification and minimum prices where appropriate and preventing

and punishing collusion among bidders.

(c) Use or disposal of encumbered assets

83. An insolvency law will need to address the question of use or disposal (including by
further encumbrance) of encumbered assets and, in particular, whether the insolvency
representative or the secured creditor will have the power to sell those assets. To a large
extent, the approach adopted will depend upon whether the insolvency law includes

encumbered assets in the insolvency estate; if not, the secured creditor will generally be
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free to enforce its security interest. Where encumbered assets are part of the estate,
insolvency laws take different approaches to the issue. In some cases, the approach
depends upon the application of other provisions of the insolvency law, such as application
of the stay (while the stay applies only the insolvency representative can dispose of the
assets), as well as law other than insolvency law, and whether encumbered assets can be
sold free and clear of interests. It may also depend on the nature of the sale proposed,
whether as an individual asset or as an integral part of a sale of the business as a going
concern. Some insolvency laws, for example, provide that only the insolvency
representative will be able to dispose of encumbered assets in both liquidation and
reorganization. Other laws distinguish between liquidation and reorganization; the
insolvency representative will be able to dispose of the assets during reorganization, but in
liquidation this ability is time-limited. Once the insolvency representative’s exclusive period
has expired, the secured creditor may exercise its rights. Whichever approach is adopted,
an insolvency law should require secured creditors to be notified of any proposed disposal
and have an opportunity to object. Where the secured claim exceeds the value of the asset
or the asset is not required for the proceedings, the insolvency representative may be

permitted to relinquish the encumbered asset to the secured creditor without notice.

84. An insolvency law should also outline the conditions (including provision of notice and
an opportunity for existing secured creditors to object) for further encumbrance of already
encumbered assets, the most common being that the existing secured creditor will have
priority for the secured portion of its claim over any new secured creditor (see below, paras.

103 and 104).

(d) Ability of the insolvency representative to sell free and clear of interests

85. Some insolvency laws permit the insolvency representative to sell assets of the estate
free and clear of interests, including security interests, subject to certain conditions. These
may include that the sale is permitted under law other than the insolvency law; that the

holder of the interest is notified of the proposed sale and consents; that the sale price is in



147

excess of the value of the security interest; that the holder of the security interest could be
compelled (in other legal proceedings) to accept cash or substitute equivalent security
interest in settlement of its interest; and that the priority of interests in the proceeds of any
sale will be preserved. Some laws also provide that, where the holder of the security interest
does not consent to the sale, the insolvency representative may request the court to
authorize the sale. This may be granted provided the court is satisfied, for example, that the
insolvency representative has made reasonable efforts to obtain the consent; that the sale is
in the interests of the debtor and its creditors; and that the sale will not substantially
prejudice the holder of the interest. Even where the court approves the sale, if the offer for
the asset was inadequate, the law might permit the holder of the security interest to retain

the right to offset the bid to protect its interest.

86. Some advantages of allowing the insolvency representative to sell free and clear are
that assets sold subject to these interests are likely to obtain much lower prices and
considerable uncertainty will exist for the buyer. Where encumbered assets are subject to
conflicting claims (e.g. ownership, lease or lien), the ability to sell free and clear of interests
will allow the assets (where they are not unique) to be sold without waiting for the claims to

be resolved. The claimants can then dispute the distribution of the proceeds of sale.

(e) Joint assets

87. Where the debtor and another person own assets-in some form of joint or co-ownership,
different approaches may be taken to the disposal of the estate’s interest. Where the assets
can be divided, generally under law other than insolvency law, between.the debtor and the
co-owners for the purposes of execution, the estate’s interest can be sold without affecting
the co-owners. Some insolvency laws, however, provide that the insolvency representative
may sell both the estate’s interest and that of the co-owners, provided certain conditions are
met. These conditions may include that division of the property between the estate and the
co-owners is impractical; that the sale of a divided part would realize significantly less for

the estate than a sale of the undivided whole free of the interests of the co-owners; and that
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the benefit to the estate of such a sale outweighs any detriment to the co-owner. An
insolvency law may also provide that the co-owner has an option or right to purchase the
debtor’s interest before completion of the sale to another party. As noted above (paras. 20
and 21), the disposal of such assets in insolvency may be affected by the application of law

other than insolvency law.

(f) Burdensome, no-value and hard-to-realize assets

88. It may be consistent with the objective of maximizing value and reducing the costs of
the proceedings to allow the insolvency representative to relinquish the estate’s interest in
certain assets, including land, shares, assets subject to a valid security interest, contracts
and other property, where the insolvency representative determines relinquishment to be in
the interests of the estate and additionally where a secured creditor obtains relief from the
stay. The exercise of that power may be subject to approval by the court and to certain
conditions, such as that the relinquishment does not violate any compelling public interest
that may exist, for example, where the asset is environmentally dangerous or hazardous to
public health and safety. An insolvency law may also need to address who might be entitled
to claim the relinquished assets. Situations in which this approach may be appropriate
include where assets are of no or an insignificant value to the estate (e.g. the security
interest exceeds the value of the encumbered asset); where the asset is burdened in such a
way that retention would require excessive expenditure that would exceed the proceeds of
realization of the asset or give rise to an onerous opligation or a liability to pay money; or
where the asset is unsaleable or not readily saleable by the insolvency representative, such
as where the asset is unique or does not have a readily apparent market or market value.
Where a secured creditor is given an asset relinquished by an insolvency representative,
the insolvency law might provide that the secured creditor’s claim is reduced by the value of
the relinquished asset. Creditors should be provided with notice of, and given an

opportunity to object to, any proposal by the insolvency representative to relinquish assets.
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(g9) Receivables

89. Where the assets of the estate include receivables (the debtor's contractual right to
payment of a monetary sum), permitting the insolvency representative to assign the rights to
payment may enable value or a credit to be obtained for the estate. Different approaches
are taken to the question of assignment in the context of insolvency (see below, paras. 139-
142). Some insolvency laws specify that non-assignment clauses are made null and void by
the commencement of insolvency proceedings. Other insolvency laws leave the matter to
general contract law. If the contract contains a non-assignment clause the contract cannot
be assigned unless the parties to the original contract agree. Some laws also provide that, if
the counterparty to the original contract does not consent to assignment, the insolvency
representative may assign with permission from the court if it can be shown that the
counterparty is withholding consent unreasonably. This approach is consistent with the
approach taken in the United Nations Convention on the Assignment of Receivables in

International Trade, article 9.

*! Article 9, Contractual limitations on assignment, reads:

“1. An assignment of a receivable is effective notwithstanding any agreement between the initial
or any subsequent assignor and the debtor or any subsequent assignee limiting in any way the
assignor’s right to assign its receivables.

“2. Nothing in this article affects any obligation or liability of the assignor for breach of such an
agreement, but the other party to such agreement may not avoid the original contract or the assignment
contract on the sole ground of that breach. A person who is not party to such an agreement is not liable
on the sole ground that it had knowledge of the agreement.

“3. This article applies only to assignments of receivables:

“(a) Arising from an original contract that is a contract for the supply or lease of goods or
services other than financial services, a construction contract or a contract for the sale or lease of real
property;

“(b) Arising from an original contract for the sale, lease or license of industrial or other
intellectual property or of proprietary information;

“(c) Representing the payment obligation for a credit card transaction; or



150

3. Third-party-owned assets.

90. There will be insolvency cases where third-party-owned assets, similarly to encumbered
assets, may be crucial to the continued operation of the business, in particular in
reorganization proceedings but also to a lesser extent in those liquidation proceedings
where the business is to be sold as a going concern. In those cases, it will be
advantageous for the insolvency proceedings if an insolvency law includes a mechanism
that will enable such assets to continue to be used. Some insolvency laws address this
issue in terms of the types of asset to be included as part of the insolvency estate (see
above, paras.10-12 and 17) and therefore available for use by the insolvency
representative. It should be noted that, for the purposes of the Legislative Guide, the
debtor’s interests in third-party-owned assets are considered to be assets. Other insolvency
laws, where the possession of the asset by the debtor is subject to a contractual
arrangement, address the question of use in the context of the treatment of contracts. This
may include, for example, imposing restrictions on the termination of the contract pursuant
to which the debtor holds the assets (see below, paras. 114-119) or preventing the owner
from reclaiming its assets in the insolvency (at least without the approval of the court or the
insolvency representative) for a limited period of time after commencement through

application of a stay.

91. Where third-party-owned assets are used in the insolvency proceedings, an insolvency
law will need to consider protection. of the interests. of the owner of the assets against
diminution in their value, in much the same way as protection is provided against diminution
in the value of encumbered assets (see above, paras. 63-69). It is desirable that claims
arising from the continued use of the asset be paid by the estate as an administrative

expense (see below, para. 131).

“(d) Owed to the assignor upon net settlement of payments due pursuant to a

netting agreement involving more than two parties.”
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Recommendations 52-54

Purpose of legislative provisions

The purpose of provisions on use and disposal of assets is to:

(a) Permit the use and disposal of assets, including encumbered assets in the insolvency
proceedings and specify the conditions for their use and disposal;

(b) Permit and specify the conditions for the use of third party owned assets;

(c) Establish the limits to powers of use and disposal;

(d) Notify creditors of proposed use and disposal, where appropriate; and

(e) Provide for the treatment of burdensome assets.

Contents of legislative provisions

Power to use and dispose of assets of the estate (para. 74)

52. The insolvency law should permit:

(a) The use and disposal of assets of the estate (including encumbered assets) in the
ordinary course of business, except cash proceeds; and

(b) The use and disposal of assets of the estate (including encumbered assets) outside the

ordinary course of business, subject to the requirements of recommendations 55 and 58.

Further encumbrance of encumbered assets (para. 84)

53. The ‘insolvency" law ~should ~specify that an -encumbered asset may be further

encumbered, subject to the requirements of recommendations 65-67.
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Use of third-party-owned assets (paras. 90-91)

54. The insolvency law should specify that the insolvency representative may use an asset
owned by a third party and in the possession of the debtor provided specified conditions
are satisfied, including:

(a) The interests of the third party will be protected against diminution in the value of the
asset; and

(b) The costs under the contract of continued performance of the contract and use of the

asset will be paid as an administrative expense.
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