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Corporate Reorganization under the Enterprise Bankruptcy Law of
the People’s Republic of China —

The Relevance of Anglo-American Models for China

Zinian Zhang

Abstract

In 2006, in an effort to nurture its corporate rescue culture, the People’s Republic of China
(PRC) enacted a rescue-oriented bankruptcy law, the Enterprise Bankruptcy Law 2006 (the
EBL 2006). However, it remains unknown as to how effective the implementation of this new
corporate rescue regime will be. This thesis aims to address this uncertainty by drawing upon
data from an empirical study, which covers a period of nearly five years of enforcement,

investigating how this law has been translated from the law in the books into the law in action.

This thesis has four research questions. The first question examines the extent to which
China’s new corporate rescue law is used to rehabilitate troubled companies. The second
seeks to identify which party dominates the existing corporate rescue processes. The third
explores how economic value is preserved and distributed in corporate rescues. The final
question assesses whether court confirmation of reorganization plans is adequate in fulfilling

the goals of the corporate reorganization regime in China.

By reviewing and analysing the collected data, this thesis has found that the PRC Bankruptcy
Law has been mainly used to reorganize large companies in China. As for the nature of
control over the legal process in rescues, this thesis has found that most PRC rescues use an
administrator-in-possession model. The data suggest that China’s new rescue law has been
effective in preserving going concern value as it has increased the average unsecured creditor
recovery rate from less than ten per cent in liquidations to thirty-four per cent in

reorganizations.

But, great challenges arise in distributing value, especially in listed company reorganizations,
as this thesis finds that two fundamental distribution principles — the absolute priority and
pari passu principles - are often breached in China’s corporate rescue cases. Finally, the data
demonstrate that China’s courts are currently unable to fulfil the legal policy goals of the
PRC’s corporate rescue regime when confirming corporate reorganization plans; this failure

can largely be attributed to the lack of judicial independence.
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CHAPTER 1

INTRODUCTION

1. INTRODUCTION

The prevailing corporate reorganization regime has been developing in the US since the
late nineteenth century, but still remains relatively new for many countries, even in most
western countries.? In the UK, for example, it was the Cork Report of the early 1980s which

marked the official starting point of corporate reorganization awareness.’

In China, it was as late as 1995 when the corporate rescue regime was formally
acknowledged by its lawmakers shortly after its new round of bankruptcy law amendments
began to be made.” Bearing in mind the merits of the corporate reorganization regime in
preserving the going-concern value of troubled companies and, more importantly, in saving
jobs, China eventually embraced the corporate rescue culture. This was reflected in the
passage of the Enterprise Bankruptcy Law of 2006 (the EBL 2006) which placed the
corporate reorganization procedure at the top of China’s all three bankruptcy procedures.’

The EBL 2006 came into force on 1 June 2007.°

After nearly five years of implementation, an empirical study of China’s corporate
rescue law in action was needed to examine how this new rescue law operated in reality in

China. This thesis aims to undertake such a task.

! See Charles J Tabb, ‘The Future of Chapter 11° (1992-1993) 44 South Carolina Law Review 791. See
also Charles Warren, Bankruptcy in United States History (DA Capo Press 1972).

2 It may be part of the globalization of commercial law, as corporate reorganization has been transplanted
into many jurisdictions in the late 20" century, see further at Jay Lawrence Westbrook, ‘The Globalisation of
Insolvency Reform’ (1999) New Zealand Law Review 401, 402.

* Department of Trade, Insolvency Law and Practice: Report of the Review Committee: Presented to
Parliament by the Secretary of State for Trade by Command of Her Majesty (Cmnd 8558, 1982). See also Muir
Hunter, ‘The Nature and Functions of a Rescue (1999) 104 Commercial Law Journal 426, 434.

* See generally at Weiguo Wang, ‘Adoption of Corporate Reorganization Regime in China —a
Comparative Study’ in Weiguo Wang and Roman Tomasic (eds), Reforms of PRC Securities and Insolvency
Laws (Press of China’s University of Political and Legal Science, Beijing, China 1999, in Chinese).

® The making of China’s Enterprise Bankruptcy Law 2006 has been reviewed by Charles D Booth, ‘The
2006 PRC Enterprise Bankruptcy Law: The Wait is Finally Over’ (2008) 20 Singapore Academy of Law Journal
275. See also Roman Tomasic (ed), Insolvency Law in East Asia (Ashgate 2006).

® The preface of China’s Enterprise Bankruptcy Law 2006 states that it took effect on 1 June 2007.



In this thesis, the terms corporate reorganization and corporate rescue are used
interchangeably. In general, corporate rescue includes formal and informal rescue processes:
an informal rescue takes place outside the court, which is largely driven by commercial
forces; whilst a formal rescue is a judicial bankruptcy procedure that aims to rehabilitate a
bankrupt company and is strictly subject to procedural and substantive bankruptcy rules.” In
this thesis, corporate rescue only refers to formal rescue under the bankruptcy law, unless

stated otherwise.

Furthermore, in China, the EBL 2006 has two procedures both of which can be used to
rescue a troubled company: the reorganization and the compromise procedures.® Given that
the corporate reorganization procedure in the EBL 2006 is the main rescue process, this thesis
only focuses on the rescue procedure known as corporate reorganization. This means that the
corporate compromise procedure in the EBL 2006 is excluded from this thesis, although it
should be kept in mind that this procedure can also be invoked to reorganize a bankrupt

company.

By the same token, in this thesis, corporate rescue in the US concerns the formal
corporate reorganization procedure under Chapter 11 of the US Bankruptcy Code 1978. In
the UK, the formal rescue focuses on administration, the main rescue procedure, under the
UK Insolvency Act 1986.

2. NECESSITIES OF THIS THESIS

As for the research on China’s new corporate rescue law, in China there are several

active Chinese bankruptcy scholars® writing widely in this area. Unfortunately, most of them

" See generally Vanessa Finch, ‘Corporate Rescue: a Game of Three Halves’ (2012) 32 Legal Studies 302
(noting the distinction between formal and informal rescues). See also Michelle J] White, ‘Corporate Bankruptcy
as a Filtering Device: Chapter 11 Reorganizations and Out-of-Court Debt Restructuring’ (1994) 10 Journal of
Law, Economics, & Organization 268.

® See Hailin Zou, ‘China’s Corporate Rehabilitation System — Theories and Application’ (2007) 25
Journal of China University of Political Science and Law (in Chinese) 48.

% There are several leading Chinese scholars worth mentioning here: Professors Wang Weiguo, Li
Yongjun and Li Shuguang from China University of Political and Legal Science, Professor Wang Xingxing
from Renmin University of China, Professor Han Changyin from Shanghai Jiaotong University, Professor Wang
Shihu from Southwest University of Political and Legal Science and Professor Zou Hailin from China Academy
of Social Science Institute of Law. Professor Shi Jingxia also has some research interests in China’s corporate
bankruptcy law research.



share one weakness: they lack a broad-ranging understanding, in both theory and practice, of

corporate rescue law outside China.'°

In the western world, some bankruptcy scholars have shown great interest in China’s
bankruptcy law, but, partly because of linguistic barriers, little research into the details of
China’s bankruptcy laws has been done.'* Although there have been some international
comparative studies by western scholars,*? few of these shed much light on China’s

bankruptcy laws.

We have recently seen the publication of two China-related comparative bankruptcy law
studies. In 2009, Palmer and Rapisardi published a study of China’s new Enterprise
Bankruptcy Law which was written from an American comparative perspective.** Around the
same time, Dr Haizheng Zhang completed a PhD thesis in England that compared China’s
corporate rescue regime with that of the UK. Without doubt, these works have contributed

considerably to the English-language literature on China’s corporate rescue law research.

Palmer and Rapisardi’s book, however, largely focused on practical issues, as they are
practising lawyers, and paid little attention to theoretical analyses. More importantly, in their
book, only a small section was dedicated to discussing corporate reorganizations in China.
With regard to Dr Haizheng Zhang’s PhD thesis, this, in contrast, would be the first
comparative corporate rescue study between China and the UK written in English. But

Zhang’s thesis concentrates on comparing the statutory rules of China’s new bankruptcy law

10 5ee Bruce G Carruthers and Terence C Halliday, ‘Negotiating Globalization: Global Scripts and
Intermediation in the Construction of Asian Insolvency Regimes’ (2006) 31 Law & Social Inquiry 521, 561.

1 Some western scholars should be noted as they contribute a great deal to China’s bankruptcy law
research: Professor Roman Tomasic from University of South Australia, Professor Charles D Booth from
University of Hawai’i at Manoa, Professor Rebecca Parry from Nottingham Trent University. Professors Bruce
G Carruthers and Terence C Halliday are also interested in China’s bankruptcy law research, although they
analyse it from the sociological perspective. A recent China bankruptcy law study in English was that of
Rebecca Parry and others (eds) China’s New Enterprise Bankruptcy Law: Context, Interpretation and
Application (Ashgate 2010).

12 For example, a comparative study of corporate rescue in the US and the UK was undertaken by
Professor Gerard McCormack in his book, Corporate Rescue Law — An Anglo-American Perspective (Edward
Elgar, 2008). Meanwhile, other much-quoted comparative studies can, selectively, be found in Theodore
Eisenberg and Shoichi Tagashira, ‘Should We Abolish Chapter 11? The Evidence from Japan’ (1994) 23 The
Journal of Legal Studies 111, and, Timothy C G Fisher and Jocelyn Martel, ‘Should We Abolish Chapter 11:
Evidence from Canada’ (1999) 28 Journal of Legal Studies 233.

13 See Deryck A Palmer and John J Rapisardi, The PRC Enterprise Bankruptcy Law, The People’s Work in
Progress (Beard Books 2009).

!4 See Haizheng Zhang, ‘Making an Efficient and Well-Functioning Corporate Rescue System in Chinese
Bankruptcy Laws: From the Perspective of a Comparative Study between England and China’ (PhD thesis,
University of Leicester 2008).



with those of the UK and has not shed much light on other advanced jurisdictions, especially

the US which is probably the most developed country in corporate rescue research.

Moreover, one common characteristic of these two valuable studies is that they did not
draw upon empirical evidence, especially from China, to build their arguments. They knew
what had been written on statutory books, but learned little on what was happening in reality.
Time may have not permitted them to do so, as it was only on 1 June 2007 that the EBL 2006
formally took effect. Given the less-developed legal infrastructure in China, there probably
were no available judicial statistics for them to review how this law had been translated
through the statute books into actual practice.

This thesis attempts to address two gaps. The first and foremost is the gap between
China’s corporate rescue regime as seen from the statute books and that which operates in
practice. It is an empirical study. Admittedly, such a gap exists in all jurisdictions; however,
due to a lack of a well-developed rule of law,™ it can be argued that this gap could be
considerably greater in China. This further merits an empirical study. The second gap is the
gap in the corporate rescue research involving China and its western counterparts.® In
particular, lessons learned from the US and the UK, if applicable, will be referred in this

study in order to enhance the understanding of China’s new corporate rescue regime.

3. RESEARCH QUESTIONS

In designing research questions, this thesis takes into account the international debate on
corporate rescue law as well as the challenges flowing from corporate rescue law practice in

China. Specifically, this thesis seeks to answer four questions:

The first is whether China’s new corporate reorganization law is frequently used, and if

not, what are the main obstacles hindering its application.

The second asks who is primarily in control in China’s corporate reorganizations. This is

because control is always at the heart of a corporate reorganization process and has a

1> See generally Stanley Lubman, ‘Bird in a Cage: Chinese Law Reform after Twenty Years’ (2000) 20
Northwestern Journal of International Law & Business 383.

16 See generally Charles C Ragin, The Comparative Method — Moving beyond Qualitative and
Quantitative Strategies (University of California Press 1987).



considerable effect on both the incentives of relevant parties to use this procedure and the

outcomes of value distribution.

The third is examining how value preserved through corporate rescues is distributed
between interested parties in China’s corporate reorganizations. In particular, this question
will focus on investigating the application of the pari passu and the absolute priority

principles.

The fourth and final question asks whether the courts’ confirmation of corporate
reorganization plans is adequate to fulfil the policy goals of the corporate reorganization
regime. Under the EBL 2006’ a reorganization plan, which has been voted by all classes of

impaired parties, must be ultimately confirmed by the court.

4. STRUCTURE OF THIS THESIS

After the introduction in chapter 1, chapter 2 is devoted to a literature review, as existing
studies are critical to an understanding of the fundamental principles of corporate rescue. In
chapter 3, a contextual background discussion of the making of China’s corporate rescue law
will be undertaken. Chapter 4 describes the methodology, explaining how the data were
collected from China. The thesis used a combination of qualitative and quantitative research
approaches to investigate the implementation of China’s new corporate rescue law. Chapters
5 and 6 report the empirical findings. In particular, chapter 5 reports the corporate rescue law
implementation in China as a whole, based on the collected data, which are mainly
quantitative, at the national level; chapter 6 reports the fieldwork interview results conducted
in one Chinese province, Zhejiang, as this province produced a large proportion of China’s
corporate rescue cases and was for this reason selected for a case study. Chapters 7 and 8
discuss the findings reported in the two preceding chapters, and some international
experience or lessons will be referred to. Chapter 9 — conclusions — examines the extent to
which the above four research questions have been answered, and the potential for reform in

this area of Chinese law will be raised, and some future areas of research will be suggested.

17 Articles 86 and 87 of the EBL 2006.



CHAPTER 2

LITERATURE REVIEW

1. INTRODUCTION

Corporate reorganization, as a broadly defined concept,* emerged from the US railway
bankruptcy receiverships over one hundred years ago; eventually, it evolved into Chapter 11
of the US Bankruptcy Code of 1978, which is widely regarded as the benchmark for the
modern corporate rescue regime across the world.? In fact, since the 1970s, there seems to
have been a global wave of bankruptcy law reform and one of its significant features was to
establish a rescue-friendly bankruptcy system. In the UK, for example, its insolvency law
was substantially updated in 1986 so as to embrace the corporate rescue culture. Germany
amended its bankruptcy statute in 1994 in favour of a new bankruptcy rescue regime.* China
saw its rescue-oriented bankruptcy law, the EBL 2006, passed by its People’s Congress in
2006.°

Partly because corporate reorganization has long been developing in the US and is
nascent in many other countries, most academic literature on this issue emanates from the US.
In recent decades, some UK scholars joined the debate because of the emergence of corporate
rescue in Britain after the 1980s. In China, because of the novelty of the new corporate rescue

! See Gabriel Moss, ‘Chapter 11 — an English Lawyers Critique’ (1998) 11 Insolvency Intelligence 17, 18
(noting that rescue largely means preserving the company’s business in England; whereas in the US, it is mainly
directed to saving the entity of the company).

2 The corporate reorganization was gradually shaped from the railway receiverships from the late 1800s.
See further Charles Jordan Tabb, ‘The History of the Bankruptcy Laws in the United States’ (1995) 3 American
Bankruptcy Institute Law Review 5, 21.

¥ See generally Jay Lawrence Westbrook, ‘The Globalisation of Insolvency Reform’ (1999) New Zealand
Law Review 401, 403.

* See Ian F Fletcher, ‘UK Corporate Rescue: Recent Developments — Changes to Administrative
Receivership, Administration, and Company Voluntary Arrangement — The Insolvency Act 2000, The White
Paper 2001, and the Enterprise Act 2002’ (2004) 5 European Business Organization Law Review 119
(overhauling all rescue instruments in the UK law). See also Klaus Kamlah, ‘The New German Insolvency Act:
Insolvenzordnung’ (1996) 70 American Bankruptcy Law Journal 417.

® See generally Rebecca Parry and Haizheng Zhang, ‘China’s New Corporate Rescue Laws: Perspectives
and Principles’ (2008) 8 Journal of Corporate Law Studies 113.



regime and its education system,® there were not many valuable academic articles written on
this subject. Therefore, the literature reviewed in this chapter is mostly from the US and the

UK and is written in English.

To explore the relevant literature, this chapter, in response to the four research questions
set out in chapter 1, focuses on four areas: the commencement, the control, value distribution,
and the courts’ confirmation of reorganization plans of the corporate reorganization system.
The remainder of this chapter is accordingly arranged into five Parts: (i) Part 2 discusses
issues concerning the commencement of a corporate rescue procedure; it also contains
arguments regarding the goals of the corporate rescue regime and instruments to induce an
early rescue. (ii) Part 3 sheds light on control in corporate rescue processes. (iii) Part 4 is
devoted to analysing the value distributional norms, and (iv) Part 5 centres on criteria used by
courts to confirm reorganization plans. (v) Part 6 concludes and reviews the foregoing

arguments.

2. COMMENCEMENT OF CORPORATE RESCUE

Prior to a formal corporate reorganization procedure, the first question which must be
asked would be what goals this regime is designed to accomplish. Answering this question is
vital, since it has significant effects on a series of issues flowing from rescue processes. In
general, as to the goals of a corporate reorganization regime, there were two mainstream

views.

2.1. Maximisation of Creditors’ Returns

In 1982, an article written by Thomas H Jackson was published in the Yale Law Journal;
this might mark the starting point of the debate as to what goals the corporate rescue regime

should pursue.” Jackson upheld that the bankruptcy reorganization regime should operate in

® See Bruce G Carruthers and Terence C Halliday, ‘Negotiating Globalization: Global Scripts and
Intermediation in the Construction of Asian Insolvency Regimes’ (2006) 31 Law & Social Inquiry 521, 561.

’ Thomas H Jackson, ‘Bankruptcy, Non-Bankruptcy Entitlements, and the Creditors” Bargain’ (1982) 91
The Yale Law Journal 857.



the best interests of creditors; in particular, he argued that maximising creditor recovery

should be the exclusive goal of the corporate reorganization regime.

Some years later, in 1989, Jackson reinforced his view in a co-authored article,® where
he and Robert E Scott argued that bankruptcy might have other goals, such as value
redistribution, but maximising creditor recovery prevails if there is a conflict between these

objectives.’

From the economic perspective, Thomas H Jackson’s view would be understandable and
even justifiable. A company is widely seen to be owned by shareholders when it is solvent;
accordingly, when the company becomes insolvent, its ownership is seen to transfer to
creditors. Given that creditors have become the company’s new owner, the company in
bankruptcy (the estate) should undoubtedly operate in the best interests of creditors.
Jackson’s viewpoint seems to be consistent with the conventional theory of shareholder
primacy in company law,*® where it is thought that a company is, in the absence of
insolvency, owned by shareholders whose benefit is seen as being at the centre of the

company’s objectives.

In the legal sense, however, the story may be totally different. A company is an
independent legal entity - the company is a subject, not an object. The company belongs to
itself; shareholders are not the owners of the company. In strict legal terms, shareholders only

invest for control and dividends, and unable to acquire or claim the company’s ownership.

In the meantime, as argued by Margaret M Blair and Lynn A Stout in 1999, a company,
especially a public company, serves the interests of a wide range of interested parties,
including shareholders, employees, creditors and local communities etc. The company rather
acts as a connection between these parties.'* Shareholders are only part of a group whom the

company should serve.

® Thomas H Jackson and Robert E Scott, ‘On the Nature of Bankruptcy: An Essay on Bankruptcy Sharing
and the Creditors’ Bargain’ (1989) 75 Virginia Law Review 155.

* Ibid 204.

19°See generally Lynn A Stout, ‘Bad and Not-s0-bad Arguments for Shareholder Primacy’ (2002) 75
Southern California Law Review 1189. See also generally John Armour, Simon Deakin and Suzanne J
Konzelmann, ‘Shareholder Primacy and the Trajectory of UK Corporate Governance’ (2003) 41 British Journal
of Industrial Relations 531.

1 Margaret M Blair and Lynn A Stout ‘A Team Production Theory of Corporate Law’ (1999) 85 Virginia
Law Review 249.



Thus, in the legal sense, one the one hand, shareholders are not the owners of the
company, and on the other, they are also not the exclusive party that the company is
serving.'? Creditors, thus, could not inherit the ownership status that even shareholders do not
have. At least in theory, thus, placing creditor interests absolutely at the centre of corporate
reorganization reflected in Jackson’s creditor recovery maximisation theory seems to be

untenable.

But, Jackson’s theory still had a huge impact. In 2002, partly relying on Jackson’s
creditor interests’ maximization theory, Douglas G Baird and Robert K Rasmussen argued
that corporate reorganization should be abolished on the grounds that corporate
reorganization could be replaced by effective asset or going concern sales. From the
viewpoint of Baird and Rasmussen, the company’s control must be transferred to creditors
immediately at the time when the company gets bankrupt, and it is up to creditors to decide
whether to sell the assets piecemeal or as a going concern, and the debtor should be excluded
because it has no economic interests in the company any more. This was mainly because
Baird and Rasmussen contended that the reorganization system might have been misused by

debtors at the expense of creditors.™

Baird and Rasmussen’s argument should be appreciated in its context. In US corporate
reorganization, it is the norm rather than the exception for a debtor to stay in control when a
corporate reorganization procedure is entered. So, the thrust of Baird and Rasmussen’s
corporate reorganization abolition proposal is to exclude debtors from formal corporate
rescue procedures in the belief that only creditors have direct interests in the company after

insolvency.

The problem of Baird and Rasmussen’s argument is that the means proposed by them are
not fit for accomplishing their goal. They advocated that corporate reorganization had the
sole goal of maximising creditor recovery but suggested a less optimal, and even

counterproductive, means to pursue the aim. In particular, neither transferring the control of

'2 See Lynn M LoPucki, ‘A Team Production Theory of Bankruptcy Reorganization’ (2004) 57 Vanderbilt
Law Review 741, 750.

3 Douglas G Baird and Robert K Rasmussen, ‘The End of Bankruptcy’ (2002) 55 Stanford Law Review
751. See also Douglas G. Baird and Robert K. Rasmussen ‘Chapter 11 at twilight’ (2003) 56 Stanford Law
Review 673.



the company to creditors nor encouraging the company’s asset sale would contribute to the

maximisation of creditors’ returns in bankruptcy.

This is because, in the first place, protecting creditors in corporate reorganization is
unlikely to be achieved by giving them the control of the company. Allocating control to
creditors must take into account whether the latter are capable and competent to conduct the
debtor’s bankruptcy process. In general, it is the debtor, in particular its old managers, who
have the information and knowledge to turn the company around, especially when it is deeply
in distress. By and large, creditors are not able to run the company in bankruptcy because
they are not familiar with the debtor’s business operation. In the second place, excluding the
debtor, particularly its old management, will inevitably cause loss of the company’s going
concern value, as a result of which creditors’ returns will be accordingly reduced. In
addition, allowing creditors to sell the company is also not an optimal way to maximising
creditors’ returns, because the sale of the company has to face the illiquidity of the market for
troubled companies; in other words, the company sale price will be severely depressed by
market illiquidity. Thus, the sale of the company (piecemeal or going concern sale) will

reduce recovery for creditors rather than increase it.*®

In short, it may be counterproductive to set up creditor interests’ maximisation as a sole
goal of the corporate reorganization regime. To tackle the deficiency of this theory, value
redistribution as a goal of corporate reorganization emerged shortly after Jackson’s 1982

article.

2.2. Value Redistribution

In 1987, Robert E Scott argued that corporate reorganizations should have multiple goals,
rather than have the exclusive goal of maximising creditor returns.'® He agreed that creditors
must be well protected but analysed that other parties, in particular debtors, should also be

looked after in corporate reorganizations; value redistribution should be one of the goals of

% See Vanessa Finch, ‘Control and Co-ordination in Corporate Rescue’ (2005) 25 Legal Studies 374, 385.

1> See Lynn M LoPucki and Joseph W Doherty, ‘Bankruptcy Fire Sales’ (2007) 106 Michigan Law Review
1, 4. See also Jagdeep S. Bhandari and Lawrence A. Weiss ‘The Untenable Case for Chapter 11: A Review of
the Evidence’ (1993) 67 American Bankruptcy Law Journal 131.

16 Robert E Scott, ‘Through Bankruptcy with the Creditors’ Bargain Heuristic’ (1986) 53 The University of
Chicago Law Review 690, 707.
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the corporate reorganization regime, which means that risks should be shared by all relevant

parties.

In the same year, Elizabeth Warren also expressed her sharply defined view that
corporate reorganization is designed to redistribute value between the interested parties rather

than to exclusively concentrate on maximising creditor returns.*’

The theoretical underpinning for Scott and Warren’s arguments is that business failure is
more ‘an unanticipated common disaster ... much like a hurricane or an earthquake’ than a
consequence of the debtor’s incompetence or mismanagement.'® Business failures, as a result,
are worthy of sympathy, and risks should be shared; it is unfair for innocent debtors to bear
risks in their entirety.

Indeed, value redistribution as the goal of corporate reorganization may be used to
justify a debtor-in-possession as well as departure from absolute priority in US corporate
reorganizations. *° It should, however, be made clear that value redistribution must be
premised upon the condition that the business failure is exogenous or at least is because of
honest mistakes; otherwise it may create moral hazard. At the same time, concerns arise as to
where to draw the line in sharing risks between parties, in particular, between creditors and
shareholders. The fundamental principle of distributing value between shareholders and
creditors is the absolute priority principle according to which shareholders can receive
nothing unless and until creditors are paid in full. To strike a fair balance between creditor
and shareholder, it is worth noting that the deviation from absolute priority in corporate
reorganization must be undertaken with the consent of disadvantaged parties; otherwise,
value redistribution will undermine market efficiency, because creditors’ certainty and

predictability in the wider market will be compromised or even jeopardized.

In 2000, Brian A Blum echoed Scott and argued that the continued popularity of
corporate reorganization in the US had suggested that corporate rescue should have a two-tier
goal, namely both creditor recovery maximisation and value redistribution should be the

7 Elizabeth Warren, ‘Bankruptcy Policy’ (1987) 54 The University of Chicago Law Review 775.

18 Scott (n 16) 699.

19 See Alan Schwartz, ‘A Normative Theory of Business Bankruptcy® (2005) 91 Virginia Law Review
1199, 1203.
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goals of a corporate reorganization regime.?® Blum argued that the social goals of businesses
should be borne in mind when deciding whether to rescue a troubled company, and that
exclusively focusing on the maximisation of creditor interests may put the social value of

businesses at jeopardy.*

Blum’s view is likely to be compatible with the pro-rescue mechanisms in the US as
Chapter 11 of the US Bankruptcy Code of 1978 allows a debtor to keep on running the
company after it enters the corporate reorganization procedure, and even the absolute priority
rule can be relaxed in favour of the debtor in an effort to deliver a more feasible rescue.
Value redistribution may also be in harmony with the maximisation of creditor interests, as
inviting debtors to join rescues will usually give a better return to creditors. Corporate
reorganization is therefore not a zero-sum game between creditors and the debtor, and it

could be carried out in the interests of both creditors and the debtor.

Whether creditor interest maximisation or value redistribution is adopted, a rescue would
be more likely to be achievable if it can be filed as early as possible. In the next section, we

review mechanisms to encourage early rescues.

2.3. Encouraging Early Rescues

In 2008, Gerard McCormack discussed mechanisms in the US and the UK designed to
encourage an early rescue; this occurred in his far-reaching comparative study, ‘Corporate
Rescue Law — an Anglo-American Perspective’.? McCormack argued that, in the US,
debtors are incentivized to file for reorganization in a timely manner because they are
allowed to stay in control under a debtor-in-possession approach; more importantly, the
debtor-in-possession aims to take advantage the debtor’s experience and information so as to
make the rescue more achievable. A debtor-in-possession was dubbed as a ‘carrot’ policy
which gives an incentive to the debtor in exchange for its voluntary and timely rescue filing.

By contrast to the US, the UK has no debtor-in-possession policy; rather than a ‘carrot’, there

% Brian A Blum, ‘The Goals and Process of Reorganizing Small Business in Bankruptcy’ (2000) 4 The
Journal of Small & Emerging Business Law 181, 226.

“L Ibid 235.

22 Gerard McCormack, Corporate Rescue Law — An Anglo-American Perspective (Edward Elgar
Publishing 2008) 132.
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is the ‘stick’ or the use of wrongful trading; this provides a warning that forces the debtor to
take early rescue actions; otherwise, the debtor company directors will be personally liable

. 23
for creditors’ losses.

In order to encourage early rescue filings, however, both the debtor-in-possession and
the wrongful trading approach seem not to be enough. Under the debtor-in-possession
approach, a debtor might be induced to file a voluntary rescue petition, but its prospect is
likely to be slim because of the absolute priority principle in distributing the company’s value
in insolvency. The absolute priority principle means that shareholders will receive nothing
unless creditors are fully paid. Given the insolvency of the company, filing for reorganization
in court will largely lead to cancellation of shareholders’ interests; as a result, the debtor, in
particular its equity managers, will definitely try to avoid filing for a formal rescue in spite of
the debtor-in-possession, because their own or their principal’s equity may be wiped out in
the coming bankruptcy rescue process.? This fear has been corroborated by an empirical
study from the US which showed that the majority of voluntary reorganization filings
essentially occurred because of imminent liquidation threats from creditors; in other words,
filing for reorganization was mainly used by debtors to keep creditors at bay. It is more a
strategy of the debtor to seek to stay in business longer. Thus, the debtor-in-possession
approach is necessary but not sufficient to persuade debtors to take early formal rescue action.
Its effectiveness also depends on whether the absolute priority principle could be applied with

certain flexibility.

As for the use of the wrongful trading procedure to warn or force debtors to take early
rescue action, their efficacy is considerably undermined by the difficulties that arise in its
enforcement. Andrew Keay argued that the main problem in the use of the wrongful trading
was that it was difficult to identify the point at which directors knew or should have known
that the company could not avoid liquidation. Moreover, fearful of its chilling effect upon

entrepreneurship, British authorities are unlikely to penalize directors by using the wrongful

23 H
Ibid 132-5.

% Douglas G Baird, ‘Bankruptcy’s Uncontested Axioms’ (1998) 108 The Yale Law Journal 573, 952
(stating ‘the manager, for their parts, have no reasons to restructure the firm if a restructuring leaves them with
nothing’).

% Lynn M LoPucki, ‘The Debtor in Full Control — Systems Failure under Chapter 11 of the Bankruptcy
Code?’ (1983) 57 American Bankruptcy Law Journal 99, 100.
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trading approach.”® So, this mechanism is not frequently applied in practice to force early

rescues in the UK.

Until recently, Vanessa Finch was sceptical of the use of the wrongful trading approach
to facilitate early rescues. She contended that “the current law under-deters directors from
excessively sustained trading in spite of an array of constraints including the potential for

wrongful trading and misfeasance actions”.?’

Meanwhile, in comparing the British rescue regime with the US Chapter 11, Lijie Qi
argued that, for the sake of an early rescue, it is more desirable for policymakers to reward
rather than threaten debtors to take early actions, because the debtor-in-possession seems to
have a better effect than the wrongful trading approach has.?® Rebecca Parry also raised
concerns that the UK might lack “an effective debtor in possession procedure (especially) for

medium and large companies” so as to promote the corporate rescue culture.?®

Transplanting the debtor-in-possession into the UK’s insolvency law might, however,
not be an easy task on the grounds that it will encounter a series of obstacles ranging from the

different social attitudes towards business failures to the judicial path dependency.*

In sum, in pursuit of an early rescue, a host of tools should be available, including a
debtor-in-possession, the flexibility of absolute priority and, more importantly, a stringent

individual debt enforcement system.

3. THE CONTROL OF CORPORATE RESCUE

In regard to the control in corporate rescue, there are two leading models worldwide:
namely the debtor-in-possession model found in the US and the practitioner-in-possession
model found in the UK.*!

% See generally Andrew Keay, ‘Wrongful Trading and the Point of Liability’ (2006) 19 Insolvency
Intelligence 132.

2" Vanessa Finch, ‘Corporate Rescue: A Game of Three Halves’ (2012) 32 Legal Studies 302, 320.

%8 Lijie Qi, ‘Managerial Models during the Corporate Reorganization Period and Their Governance Effects:
the UK and US Perspective’ (2008) 29 Company Lawyer 131, 140.

2 Rebecca Parry ‘Is UK Insolvency Law Failing Struggling Companies?’ (2009) 18 Nottingham Law
Journal 42, 50,

%0 See McCormack (n 22) 127.
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As noted above, a debtor-in-possession model assumes that, in principle, the debtor will
remain in control after the formal corporate rescue process begins, although during the rescue
procedure the management are imposed with fiduciary duties to act in the best interests of a
wide range of stakeholders.*” By way of contrast, in British corporate rescue proceedings,
mainly administration procedures, the management will be automatically replaced by an
outside administrator, usually an insolvency practitioner, when the formal rescue procedure
starts; thus, it is a practitioner-in-possession model that is found in the major British

corporate rescue procedures.*

In addition, Rebecca Parry has argued that there is a modified debtor-in-possession
approach enshrined in both the German and Chinese bankruptcy rescue laws, where a debtor
can be authorized to regain control of the company from the administrator after the rescue

procedure has been entered, but is subject the latter’s supervision afterwards.*

3.1. The Debtor-in-Possession Model

Through examining the history of the debtor-in-possession model used in the US’s
bankruptcy law, Harvey R Miller noted that the fundamental underpinning of a debtor-in-
possession model is that “the entity best suited to administer and effect a rehabilitation and
reorganization of a financially and operationally distressed debtor would, in most
circumstances, be the debtor”.* The debtor, in particular its managers, has specific
information and experience on the company’s position; therefore, a practical rescue has to
rely on the involvement of the debtor. But the danger here is that the debtor is not an
impartial or disinterested party in the rescue process and may unfairly exploit control at the

expense of other parties, especially the creditors.

31 See Finch (n 14) 375.

%2 See generally John T Roache, ‘The Fiduciary Obligations of a Debtor in Possession’ (1993) University
of lllinois Law Review 133.

%% See Gerard McCormack, ‘Apples and Oranges? Corporate Rescue and Functional Convergence in the
US and UK’ (2009) 18 International Insolvency Review 109, 116.

 Parry (n 29) 50.

% Harvey R Miller, ‘The Changing Face of Chapter 11: A Reemergence of the Bankruptcy Judges as
Producer, Director, and Sometimes Star of the Reorganization Passion Play’ (1995) 69 American Bankruptcy
Law Journal 431, 432.
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The concern of debtors’ biased control is not unnecessary. Lynn M LoPucki once
reported, in one of his empirical studies, that the debtor-in-possession was really abused by
some debtors in the US, since he found that most debtors filed for Chapter 11 bankruptcy
only to remain in business longer or to avoid immediate liquidation by creditors. In particular,
he revealed that, in his studied cases, only twenty-six per cent of debtors using Chapter 11
survived rescue procedures; put differently, the majority of debtors were not really suitable
for the rescue procedure and they misused Chapter 11 in order to postpone the business
closure. LoPucki, thus, contended that there was a systemic failure in the debtor-in-
possession model and proposed that there should be more creditor control in Chapter 11

procedures in the US.*®

The high failure rate of Chapter 11s, which is used to attest the misuse of the debtor-in-
possession procedure, as demonstrated by LoPucki, may, however, be interpreted differently.
A later empirical study conducted by Elizabeth Warren and Jay Lawrence Westbrook found
that, in the US, some debtors might seek to file under Chapter 11 to unfairly exploit the
debtor-in-possession procedures, but these inappropriate filings would be quickly jettisoned
by bankruptcy judges. More specifically, as revealed by Warren and Westbrook, nearly half
of the Chapter 11 cases were dismissed by judges within six months of filings, because these
debtors were indeed not suitable candidates for rescue, i.e., the high failure rate under
Chapter 11 reflects the efficiency of the US bankruptcy system in curbing the abuse of the

debtor in possession procedure.*’

It should also be noted that the use of the US debtor-in-possession procedure does not
mean that debtors can conduct rescue processes entirely at their own discretion. Instead, there
is a series of supervision and counter-abuse mechanisms. Harvey Miller argued that there are
several approaches available to minimise, if not eliminate, the negative effects of the debtor-
in-possession model. at first, a debtor would be replaced by a trustee if its business failure can
be ascribed to fraud or dishonesty; this means that a potential debtor-in-possession must first
satisfy the pre-failure intention test; the availability of the debtor in possession is not
guaranteed. Furthermore, the debtor-in-possession can only manage the company in the

ordinary course of business, and any substantial business activities should be undertaken with

% LoPucki (n 25) 99.
%" Elizabeth Warren and Jay Lawrence Westbrook, ‘The Success of Chapter 11: A Challenge of the Critics’
(2009) 107 Michigan Law Review 603, 621.
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the court’s permission. More importantly, the debtor is subject to the fiduciary duty to serve
all interested parties rather than to continue its role as the agent of the shareholders. In
addition, the debtor should be subject to the scrutiny of the mandatorily organized creditors’

committee, amongst other things.*

It is noteworthy that a debtor-in-possession model does not mean that the debtor’s
managing team can be kept intact during the rescue process. On the contrary, an empirical
study by Stuart C Gilson in 1990 reveals that approximately half of company directors, in the
cases studies, lost their jobs after the companies’ financial crisis.® In other words, on the face
of it, the old management team as a whole was retained; however, its composition would
often be substantially changed. But Gilson’s aforementioned data should be read carefully.
His sampled cases included Chapter 11 cases and other non-bankruptcy debt restructurings,
and there was no exact figure to describe directors’ removal exclusively during Chapter 11s.
It, therefore, is not quite accurate to reach the conclusion that half of the directors would be
sacked after the Chapter 11 process begins.*’ But one point is certain: many senior managers
of debtors would be ousted, although a debtor-in-possession was used in these rescue

processes.

3.2. The Practitioner-in-Possession Model

Unlike the dominant debtor-in-possession model as found in the US’s Chapter 11, under
the UK’s corporate rescue procedures, mainly administration,** a company’s directors will be
entirely replaced by an administrator, who will be a qualified insolvency practitioner (IP).
This situation may thus be called a practitioner-in-possession model.** Strictly speaking,
however, a practitioner-in-possession is also available in the US under Chapter 11 where a

debtor could also be replaced by a trustee if the court believes that the company’s failure

%8 Miller (n 35) 435-49.

% Stuart C Gilson, ‘Bankruptcy, Boards, Banks and Blockholders’ (1990) 27 Journal of Financial
Economics 355.

“0 See Finch (n 27) 306. See also Gerard McCormack, ‘Control and Corporate Rescue — An Anglo-
American Evaluation’ (2007) 56 International and Comparative Law Quarterly 515.

* In the UK, there are several legal procedures for corporate rescue, but the main one is the administration.
See further Finch (n 27) 302.

*2 Finch (n 14) 375.
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could be attributed to fraud or dishonesty.** So, the practitioner-in-possession model is not

unique to UK insolvency administration.

As for the justification for the practitioner-in-possession model in the UK, Gerard
McCormack has maintained that British social attitudes towards business risk-taking and
failures do not favour a debtor-in-possession approach.** In the UK, business risk-taking is, in
general, not widely preferred by society at large. Failed businessmen are, as a result, more
likely to be blamed rather than to be sympathized with. And it seems to be socially
unacceptable for businessmen who are responsible for failures to be entrusted to continue

their positions during formal rescue processes.*

Using the UK’s general social attitudes towards business failure to warrant a
practitioner-in-possession model, may however create controversy. This is because social
attitudes are too broad and elusive in character. In the corporate bankruptcy context, it can
largely be interpreted as attitudes of creditors, since it is creditors who are directly affected by
corporate bankruptcy. Primarily, frustration or anger would be the immediate reaction of
creditors when they are informed of bankruptcy, as their financial interests will inevitably be
harmed. Thus, the so-called British social attitudes towards business failures can be
understood as the frustration of creditors towards a debtor’s failure. The key concern here,
however, is that creditors’ frustration does not justify removing the debtor from the corporate
rescue process, because such an instinctive response to punish the debtor or demand a

scapegoat fails to appreciate the diverse causes of business failures.

As for causes of business failures, Harvey Miller argued that they may be identified at
two levels.*® At the first level, a business failure could be occasioned by either endogenous or
exogenous factors. regarding exogenous factors, there may be a sudden economic recession
or even a substantial default of a creditor that brings down the company; therefore, in the case
of exogenous reasons for a failure, it is unfair to punish the debtor who is not culpable for the

business distress. At the second level, even where a business failure is endogenous, as

*3 |t was found by LoPucki and Whitford that trustees were appointed only in a small number of Chapter
11s in the US, but the practitioner in possession was still used if certain conditions were met. See Lynn M
LoPucki and William C Whitford, ‘Corporate Governance in the Bankruptcy Reorganization of Large, Publicly
Held Companies’ (1993) 141 University of Pennsylvania Law Review 669, 700.

* McCormack (n 40) 521-4.

* 1bid.

*® Miller (n 35) 445.
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examined by Bruce G Carruthers and Terrence C Halliday, it may be related with totally
different intention of the debtor: an honest mistake, reckless business speculation, or fraud.*’
Accordingly, if it is the debtor’s honest mistake which results in the bankruptcy, removing
the debtor from the rescue process seems to be disproportional. Hence, it seems to be
irrational to scapegoat the debtor and sack it immediately, no matter whether the failure is

exogenous and whether it is an honest mistake causing the distress.

In short, using general social attitudes to justify the debtor-displacement in rescues might

be untenable, since it fails to take into account the diverse causes of business failures.

Furthermore, John Armour and his co-authors have argued that the UK practitioner-in-
possession model might have been shaped by the concentrate ownership structure as well as
the concentrate debts of most UK companies. On the one hand, corporate ownership
concentration means that these companies are largely owner-managed. When a corporate
bankruptcy reorganization process begins, in order to prevent biased control of the debtor, it
is essential that the debtor be replaced by an independent IP. On the other hand, given that
most UK companies rely heavily on bank finance, banks as the main creditors could more
effectively manage a debtor-displacing rescue procedure because of the convenient
coordination between them and the administrator. In other words, the potential friction or
coordination challenges between creditors could be minimised. Armour and his co-authors
argued that, because of these two factors, debtor-displacement would be suitable for British

corporate rescues.*®

Some key factors might, however, have been overlooked by Armour and his co-authors.
With regard to concentrated ownership, it is true that most UK companies are closely held,*°
as is widely the case elsewhere where the majority of businesses are SMEs.*® This means that
these companies are not only closely owned but also shareholder managed; in other words,

*" Bruce G Carruthers and Terence C Halliday, Rescue Business: The Making of Corporate Bankruptcy
Law in England and the United States (Oxford University Press 1998) 269.

*8 John Armour, Brian R Cheffins and David A Skeel Jr, ‘Corporate Ownership Structure and the
Evolution of Bankruptcy Law: Lessons from the United Kingdom’ (2002) 55 Vanderbilt Law Review 1699,
1702.

9 See generally Julian Franks and Colin Mayer, ‘Corporate Ownership and Control in the UK, Germany
and France’ (1997) 9 Journal of Applied Corporate Finance 30.

%0 See Meghana Ayyagari, Thorsten Beck and Asli Demirguc-Kunt, ‘Small and Medium Enterprises across
the Globe: A New Database’ World Bank Policy Research Paper 3127, August 2003
<http://elibrary.worldbank.org/docserver/download/3127.pdf?expires=1375023624 &id=id&accname=guest&ch
ecksum=D3B00168C66CFABEEC748D773C2AB7A4> accessed 28 July 2013.
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they are directly controlled by shareholders. In theory, it seems desirable that shareholder
managers be replaced when a bankruptcy reorganization procedure is entered, because of the
worry that they may misuse their control to the detriment of creditors. But, one difficulty
arises immediately; the alleged biased control would be eliminated by replacing shareholder
managers with an IP; however the feasibility of rescue will be materially undermined,
because an IP is often technically unable to effectively rescue a troubled company due to his
lack of information and specific understandings of the company’s affairs. > Therefore,
rescuing a closely held company will be adversely affected by replacing the shareholder

managers with an outside, independent IP.

Meanwhile, as for striking a balance between the feasibility of rescue and the prevention
of biased control of debtors, it is worth remembering the historic development of the debtor-
in-possession model in the US. It was reported by Charles Jordan Tabb that, when the debtor-
in-possession model was officially recognized and inserted into Chapter XI of the Chandler
Act in the US in 1938, it was exclusively designed for small and medium enterprises, or
closely held companies, on the grounds that it was unrealistic to rescue these companies
without the involvement and continued service of shareholder-managers.>® To a certain extent,
US lawmakers have tried to weigh creditor protection against the feasibility of corporate
rescues, especially when troubled companies are closely held. There is a real concern here
about the potential biased control of the debtor-in-possession, but this could be minimised by
a range of supervision measures, as argued before. Thus, the US such experience suggests
that concentrated corporate ownership needs more a debtor-in-possession than a practitioner-

in-possession approach.

As for concentrated debts of most UK companies, admittedly, from the point of view of
financial creditors, namely banks, with a practitioner-in-possession available, it would be
quite efficient and effective for them to appoint an administrator to take control of the
company and pursue their own agenda in a timely fashion. But this brings a danger here that a
new type of biased control emerges — the biased control exercised by banks. As argued by

*! See generally Olof Brunninge, Mattias Nordqvist and Johan Wiklund, ‘Corporate Governance and
Strategic Change in SMEs: The Effects of Ownership, Board Composition and Top Management Teams (2007)
29 Small Business Economics 295.

52 Tabb (n 2) 30.
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Vanessa Finch,>® a bank-appointed administrator would prioritise banks’ interests at the
expense of other creditors, in particular unsecured trade creditors. Interestingly, in the UK, it
was mainly the biased control of banks in corporate rescues which led to the radical
amendment of the UK insolvency law in 2002, as a result of which the former system of
administrative receivership was virtually abolished.>® In other words, lawmakers in the UK
have recognised that concentrated debts had negatively affected the practitioner-in-possession
approach, and that the biased control wielded by concentrated debts should be prevented.
Concentrated debt is a problem for a practitioner-in-possession model. Thus, it seems
inappropriate to use concentrated debts to justify a practitioner-in-possession model in the

UK’s rescue regime.

Nevertheless, Gerard McCormack concluded that although the UK is different from the
US in regard to prevailing social attitudes to entrepreneurship and different types of debt
markets, ‘there is no single knockout or standout reason’ that could explain why the UK has a
debtor-displacement rescue regime that is distinctive from the US debtor-in-possession.” It is
noteworthy that Vanessa Finch recently remained sceptical of the efficacy of a practitioner-
in-possession in the UK administration procedure and argued that UK rescues might have
been considerably undermined by the automatic removal of debtors.*®

Probably, in the near future, British policy-makers may rethink the pros and cons of its

practitioner-in-possession model and revise it to enhance the UK’s corporate rescue regime.

4. VALUE DISTRIBUTION

By and large, value distribution in corporate reorganization is bound by two fundamental
norms: the absolute priority and the pari passu principles. The absolute priority principle
deals with value distribution between shareholders and creditors in corporate bankruptcy; in

particular, this principle means that shareholders will receive nothing unless creditors are

>3 See Finch (n 14) 381.

> See generally Sandra Frisby, ‘In Search of a Rescue Regime: The Enterprise Act 2002’ (2004) 67 The
Modern Law Review 247.

% McCormack (n 40) 550-1.

% Finch (n 27) 319-20.
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paid in full, and it asserts that “debt should be paid before equity”.>” Unlike the absolute
priority principle, the pari passu principle governs value distribution between creditors
similarly situated; specifically, the principle requires that “creditors holding formally similar
claims under non-insolvency law are to be paid back the same proportion of their debt in their
debtor's insolvency”.”® Since there are few controversies about the pari passu principle in
corporate rescue, this Part of the literature review focuses on the absolute priority principle

and its deviation.

4.1. The Absolute Priority Principle

In English literature, it is widely known that the absolute priority principle was originally
formulated in the case of Northern Pacific Railway Company and Northern Pacific Railroad
Company v. Joseph H. Boyd (hereinafter the Boyd case) adjudicated by the US Supreme
Court in 1913 wherein the Court upheld that shareholders could not retain an interest, in the
form of either equity or control or both, in the reorganized company until and unless creditors

have been paid in full.

In substance, the absolute priority principle was not ‘created’ or ‘established’ by the
Boyd case; instead, this case simply formalised this rule because it was derived from
principles of equity. To some extent, this principle is also compatible with the limited liability
principle: shareholders are shielded with limited liabilities,®® and the price paid for this is that
they consent to subordinate their claims to creditors in the event of insolvency. But the Boyd
case gave rise to a concern: the absolute priority principle seems to be quite harsh to
shareholders, especially to shareholder-managers, because they are not allowed to hold an

interest of any form, either in equity or in control, in the reorganized company.

In reality, it can be argued that shareholders, especially shareholder-managers, in the

reorganized company should be treated differently. If a shareholder-manager is, due to his or

> Douglas G Baird and Robert K Rasmussen, ‘Control Rights, Priority Rights, and the Conceptual
Foundations of Corporate Reorganizations’ (2001) 87 Virginia Law Review 921, 937.

%8 Rizwaan Jameel Mokal, ‘Priority as Pathology: The pari passu Myth’ (2001) 60 Cambridge Law
Journal 579, 583.

*9228 U.S. 482, 33 S. Ct. 554.

% See generally E Merrick Dodd, “The Evolution of Limited Liability in American Industry:
Massachusetts’ (1948) 61 Harvard Law Review 1351.
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her expertise and experience in running the business, invited by the new owner to join the
company in the wake of the corporate reorganization process, and even is given some equity,
it may not raise concerns of violation of the absolute priority principle. The issue may,
however, be changed dramatically in nature; it is a breach of absolute priority if such an offer
is agreed to by the end of the reorganization process; it may even amount to a kind of
collusion. This problem may become very subtle or tricky, so that whether it is a breach of
absolute priority will depend on when a shareholder-manager enters an agreement with the
company’s new owner to sell his or her experience and knowledge in exchange for an interest

in the new company.

It was mentioned by Elizabeth Warren that, after the Boyd case, the absolute priority
principle remained as a common law rule until the enactment of the US Bankruptcy Code of
1978; this was partly because law-makers in the US were fully aware of the dilemma
regarding this principle’s application in corporate rescues.® In 1978, this principle was

eventually codified, but certain flexibility was also provided for.

It should be noted that, before 1978, the absolute priority principle, as a common law
rule, was exclusively applicable in in US Chapter X reorganization involving large
companies; by contrast, in the then Chapter Xl reorganization procedure (which was
essentially a compromise process), this principle was not mandatory. In the Bankruptcy Code
of 1978, a new Chapter 11 was created by merging the previous Chapters X and XI, and,

more importantly, the absolute priority principle became a default rule in the new law.

With regard to the rationale of the absolute priority principle, it was argued by Barry E
Adler that the absolute priority principle may, by implication, reflect bargains between
creditors and shareholders by which ‘equity investors purchase residual claims subordinate to
those of creditors, in return, these equity investors gain both control of the firm and the right
to any value in excess of the amount the firm owes creditors’.®? Undoubtedly, absolute
priority was intended to protect creditors and to prevent shareholders and their agents from

unfairly taking advantage of their position as insiders.?®* Absolute priority might result from

®! Elizabeth Warren, A Theory of Absolute Priority’ (1991) Annual Survey of American Law 9, 38.
%2 Barry E Adler, ‘Bankruptcy and Risk Allocation’ (1992) 77 Cornell Law Review 439, 441.
% Warren (n 61) 37.
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implied bargains between creditor and shareholder; however, in a strictly legal sense, it is a

statutory obligation for shareholders to prioritize creditors’ claims.

The absolute priority principle is necessary to protect creditors, but is not enough. In
theory, in the event of insolvency, shareholders will get nothing unless and until creditors’
claims are met in full. The worry here, however, is that shareholders may have obtained what
they have expected long before the company’s insolvency through their own or their agents’
control, and the company may have become an empty shell at the time of insolvency, which
makes creditors’ priority meaningless. Thus, the goals that the absolute priority principle
aims to accomplish will rather depend on a full investigation of the company’s business when
the company is insolvent. Shareholders and their agents should be held accountable if they
misuse their control for illegal pre-insolvency gains. Investigating the company’s business,
however, raises the concern of costs, especially when there are few assets left in the bankrupt

company.

As far as the application of the absolute priority principle is concerned, it was noted by
Elizabeth Warren that ‘the application of the absolute priority rule produces little controversy’
in a corporate liquidation, though it becomes complicated in a corporate reorganization.®* In
fact, even in a liquidation, on the face of it, the absolute priority rule seems to be stringently

followed: however, deviation from it is, in real terms, still often seen.

For example, B Espen Eckbo and Karin S Thorburn reported that, in Sweden, there is a
strict bankruptcy liquidation system whereby a bankrupt company will be automatically
auctioned and a corporate reorganization regime does not exist; but the deviation from the
absolute priority rule usually occurs when a sale-back is concluded.®® In a sale-back, the
company’s business or its assets are, partly because of market illiquidity for troubled
companies, sold back to the former managers some of whom are equity-holders. More
importantly, Eckbo and Thorburn noted that the average price of a sale-back is always lower
than that of sales to outsiders.?® Obviously, the difference in the company’s’ value goes to the

equity-managers, although creditors are not fully paid. This means the deviation from

64 1o
Ibid 9.
% B Espen Eckbo and Karin S Thorburn, ‘Automatic Bankruptcy Auctions and Fire-Sales’ (2008) 89
Journal of Financial Economics 404, 405.
* Ibid.
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absolute priority can still happen, although against the backdrop of a stringent liquidation

system.

In the UK’s formal bankruptcy procedures, it was mentioned by Julian R Franks and his
co-authors that the absolute priority rule is rigorously applied.®” However, it was also
mentioned by Vanessa Finch that at least in some UK pre-packaged administrations
departures from this rule can still be observed when businesses are sold to management-

connected parties at undervalued prices.

Thus, in company liquidations, the absolute priority rule is formally complied with;
however, in real terms, deviations from the rule can still happen but in a subtle way. In
corporate reorganizations, by way of contrast, this rule does give rise to many controversies,

and these will be reviewed in this next section.

4.2. Deviations from the Absolute Priority Principle

Different in liquidation, the deviation from the absolute priority principle takes place
more visibly in corporate reorganization, partly because its rigorous application may be

unproductive.

Walter J Blum and Stanley A Kaplan have argued that sometimes serious concerns arise
when absolute priority is considered and applied in corporate reorganization. First, inaccurate
asset evaluations will undermine the objectives of absolute priority. Unlike in a liquidation
where the company’s sale is real, the company sale in a reorganization is hypothetical, and
the company’s price is determined by an asset valuation result. The difficulty here, however,
is that asset valuation always involves uncertainties and inaccuracies. More specifically,

Blum and Kaplan stated that:

The valuation procedure always produces a dollars and cents figure; although that figure

looks mathematically exact, it actually reflects in a single number a whole series of highly

%7 Julian R Franks, Kjell G Nyborg and Walter N Torous, ‘A Comparison of US, UK, and German
Insolvency Codes’ (1996) 25 Financial Management 86, 91.
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conjectural and even speculative judgements concerning long-range business expectations

and hazards as well as future social and general economic conditions.®®

Therefore, considering inaccurate valuations, if a company’s assets are undervalued, it
may be quite unfair to extinguish the interests of junior investors, especially shareholders and
unsecured creditors, simply by mechanically applying the absolute priority rule. The contrary
is equally true: if a company’s assets are overestimated, senior investors have to concede part
of the company’s value to junior ones, which means that junior parties may unfairly take
advantage of the overvaluation. Thus, applying absolute priority has to face the problems

occasioned by inaccurate asset valuation.

Second, Blum and Kaplan contended that that applying absolute priority would
undermine the feasibility of rescue, because the equity-managers who have the information
and experiences to run the company will be driven away. At the same time, the disappearance
of these equity-managers would also lead to the loss of the company’s going concern value,

since their expertise and experience are a significant part of the company’s know-how.®

In addition, Blum and Kaplan argued that it seems to be justifiable under the absolute
priority doctrine for a company’s liquidation value to entirely go to creditors; however, the
company’s going concern value generated from the continued service of old equity-managers
should be treated in a different way. In other words, these equity-managers should be allowed
to share the value created by their continued service in the new company; otherwise, they

have no reasons to remain and provide their expertise.”

Perhaps, for these reasons, Douglas G Baird and Donald S Bernstein mentioned that the
departure from absolute priority is commonplace in US corporate reorganization, though it is

fiercely debated.” In the UK, as reported by Julian R Franks and his co-authors,? it is rare to

% Walter J Blum and Stanley A Kaplan, ‘The Absolute Priority Doctrine in Corporate Reorganizations’
(1974) 41 The University of Chicago Law Review 651, 656.

* Ibid 657.

" Ibid 660.

" Douglas G Baird and Donald S Bernstein, ‘Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain’ (2006) 115 Yale Law Journal 1930, 1932.

"2 Franks, Nyborg and Torous (n 67) 91.
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see the deviation from absolute priority in formal rescue procedures; however, in informal

rescues, such deviation is not uncommon.”®

The deviation from absolute priority may, however, only be suitable and justifiable in
the reorganizations of SMEs.”* Most SMEs are personally owned and managed. Given that
SMEs are personally managed, a going concern sale rescue is highly unlikely because it
would be quite difficult and even unrealistic in some instances for an outside buyer to step in
and turn the company around. Meanwhile, without the involvement of old equity-managers,
the going-concern value of these SMEs will be materially reduced; in turn, creditor interests
will also be jeopardised. Perhaps, because of these concerns, prior to the US’s Bankruptcy
Code of 1978, absolute priority was not mandatory in reorganizations of SMEs. ™
Interestingly, this may echo corporate rescues in Japan where, according to Theodore
Eisenberg and Shoichi Tagashira,’® absolute priority can be legally put aside in bankruptcy
rescues of SMEs.

But, the deviation from absolute priority is also hotly disputed, because it raises serious
concerns about its negative effects on market efficiency. First and foremost, Douglas G Baird
argued that deviating from absolute priority in pursuit of a pragmatic rescue may compromise
the legal certainty and predictability of creditors in the market.”” Without deviating from
absolute priority, creditors would be more confident in extending credit, since they are aware
that the absolute priority rule provides them the protection in case of the debtor’s insolvency.
In anticipation of potential deviation from absolute priority, however, creditors would be
either more hesitant to extend credit or charge higher interest rates to cover potential and
extra losses. Stanley D Longhofer noted that creditors are ‘unwilling to provide any funding
to these borrowers at any rate of interest’ if they are aware that the absolute priority rule will

be breached in the event of bankruptcy.”®

"3 For example, in the informal rescue case of British Energy, the absolute priority rule was relaxed to
facilitate the rescue. See Committee of Public Accounts, The Restructuring of British Energy (HC 2006-07,
892).

" Baird and Rasmussen (n 57) 947-8.

’ John D Ayer, ‘Rethinking Absolute Priority after Ahlers’ (1989) 87 Michigan Law Review 963, 977.

"® Theodore Eisenberg and Shoichi Tagashira, ‘Should We Abolish Chapter 11? The Evidence from Japan’
(1994) 23 The Journal of Legal Studies 111, 150.

" Baird (n 24) 590-2.

"8 Stanley D Longhofer, ‘Absolute Priority Rule Violations, Credit Rationing, and Efficiency’ (1997) 6
Journal of Financial Intermediation 249, 259.
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As a consequence, if creditors are unwilling to provide credit or charge higher interest
rates because of the deviation from absolute priority in corporate rescues, market efficiency

will inevitably be harmed.

Second, Lucian A Bebchuk suggested that deviation from the absolute priority rule may
also give rise to moral hazard, since rewarding equity managers by relaxing absolute priority
may send the wrong message to the market - managers will not be responsible for their own

mistakes that have caused company failures.” Business ethics could thus be at stake.

Bebchuk continued to argue that®® moral hazard may also be caused by reckless business
ventures by managers when they anticipate deviating from absolute priority in incipient
formal rescues. Because of the potential deviation from absolute priority, the company’s
managers may be emboldened to engage in high-risk-and-high-reward ventures. They know
that if the venture succeeds, they will be rewarded because of deviating from absolute priority
in future formal rescues, but they have nothing to lose if the venture fails, as it is creditors
who have to bear the full costs. This creates moral hazard. Thus, deviating from absolute
priority may raise business ethical concerns and place creditor interests in greater jeopardy.

These worries, however, may be superfluous, because they fail to consider the
preconditions for deviating from the absolute priority rule in corporate reorganization. First, it
is worth noting that deviating from absolute priority is not unconditional; instead, it must be
strictly premised upon the consent of disadvantaged parties in corporate rescues, whether it is
a formal or informal rescue.®! This suggests that creditors’ legal certainty and predictability
about absolute priority will not be sacrificed or undermined. Instead, creditors are given more
options. They can choose to be paid out of the company’s entire liquidation value without the
continued service of old equity-managers. Alternatively, they can invite the equity-managers
to rebuild the company together and share the going concern value in excess of liquidation

value contributed by the latter. So, in real terms, market efficiency will not be compromised.

Second, it is true that business ethnics would be threatened if managers are not

responsible for their own mistakes or misconduct that lead to the company bankruptcy. It

" Lucian Arye Bebchuk, ‘Ex Ante Costs of Violating Absolute Priority in Bankruptcy’ (2002) 57 The
Journal of Finance 445, 448.

% Ibid 446.

8 In the US, Japan and the UK, deviation from absolute priority must be based on the consent of creditors;
otherwise, the rescue proposal will fail.
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should, however, be remembered that the corporate rescue regime is only designed and is
open to companies whose failures are not due to dishonesty or fraud; in other words, a
company will be excluded from the corporate rescue procedure if there is evidence that its
failure involves morally unacceptable conduct.* So, the concern about moral hazard will, in
theory, at least, be ruled out because dishonest companies and their managers will not be
allowed to enter formal rescue processes at the first stage. Of course, in practice, a screening
test®® of rescue eligibility should be stringently enforced so as to prevent moral hazard from

arising.

In sum, deviating from absolute priority is aimed to facilitate a viable and pragmatic
rescue, and, at the same time, market efficiency will be enhanced rather than undermined if

the deviation can be processed under the established rules.

5. COURT CONFIRMATION OF REORGANIZATION PLANS

The reorganization plan is at the heart of a corporate reorganization procedure. After the
reorganization plan is voted on by all classes of impaired parties, it may be subject to court
confirmation, although this varies from jurisdiction to jurisdiction. In the US, for example,
under its bankruptcy law, a reorganization plan must be confirmed by the court.® By contrast,
in the UK, a reorganization plan (a proposal) will take effect immediately after being voted
on by creditors without the need to be confirmed by the court.®® China seems to have
followed the US practice, since a reorganization plan in China’s corporate reorganization

must be eventually confirmed by the court.?®

If a reorganization plan has been accepted by the majority of all classes of voters, it may
be subject to a normal court confirmation procedure. In some instances, however, if a

reorganization plan has failed to win support from all classes of voters, its proponent can still

82 Robert J Berdan and Bruce G Arnold, ‘Displacing the Debtor in Possession: The Requests for and
Advantages of the Appointment of a Trustee in Chapter 11 Proceedings’ (1984) 67 Marquette Law Review 457,
460.

8 See generally Wai Chee Robinson, ‘Entry Requirements: A Comparative Analysis of the Corporate
Rescue Regimes in Australia, the United Kingdom and the United States of America’ (1995) 8 Corporate and
Business Law Journal 129. See also Warren and Westbrook (n 37) 632 (arguing that the US bankruptcy judges
fare well in culling unsuitable companies in rescue proceedings).

811 USC Sec. 1129.

% Insolvency Act 1986 s 24.

% Article 86 of the EBL 2006.
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ask for court confirmation if certain requirements are met by the plan; this kind of strong
judicial intervention is dubbed as a cram-down®” in the US corporate reorganization regime.

China has also transplanted cram-downs into its bankruptcy law.

This part of the literature review focuses on the criteria used by courts to assess

reorganization plans in both normal and cram-down confirmation processes.

5.1. General Requirements

To be confirmed by the court, a reorganization plan must, in general, pass the following
tests. First, Kenneth N Klee argued that a reorganization plan cannot be confirmed unless and
until it has been accepted by at least one class of impaired parties that are not insiders.®® Such
a requirement might provide quite a low threshold, especially under Chapter 11 in the US
where creditors are often divided into many classes to reflect their distinctive claims.® The
more such these classes are created, the more easily this test is passed. It can be argued that
the US has a pro-rescue regime, so that policymakers tend to see more rescue plans

confirmed by reducing the hurdles of approval.

Second, as discussed by H Miles Cohn, a reorganization plan should be made in good
faith if it seeks confirmation.” Put simply, a reorganization plan should be made with
honesty and with real intention to implement it. The good faith test, however, appears to be
very subjective and elusive. Interestingly, the US Bankruptcy Code does not give the exact
definition as to what constitutes good faith.** In practice, judges in the US are given a great
deal of leeway to interpret good faith. It is suggested that this test concentrates on assessing

whether the proponent of the plan has fully disclosed information to objecting parties.

87 See generally Richard F Broude, ‘Cramdown and Chapter 11 of the Bankruptcy Code: The Settlement
Imperative’ (1984) 39 The Business Lawyer 441,

8 Kenneth N Klee, ‘All You Ever Wanted to Know About Cram Down under the New Bankruptcy Code’
(1979) 53 American Bankruptcy Law Journal 133,137.

% See generally William Blair, ‘Classification of Unsecured Claims in Chapter 11 Reorganization’ (1984)
58 American Bankruptcy Law Journal 197.

% See generally H Miles Cohn, ‘Good Faith and the Single-Asset Debtor’ (1988) 62 American Bankruptcy
Law Journal 131.

% |bid 134. See also Walter J Blum, ‘The “Fair and Equitable” Standard for Confirming Reorganizations
under the New Bankruptcy Code’ (1980) 54 American Bankruptcy Law Journal 165.
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Third, Kenneth N Klee has argued that a reorganization plan must also pass the creditor-
best-interest test: creditors must be paid no less than they would be in liquidation.®® The
underlying rationale here is that a rescue task cannot be pursued to the detriment of creditors.
More specifically, the test makes clear that the company’s liquidation value must be entirely
used to meet creditors’ claims. But, as for the company’s going concern value in excess of its
liquidation value, this test is silent and does not specify who should be the statutory recipients.
John D Ayer has argued that the US lawmakers initially intended that a company’s total
going concern value should go to creditors,” but this test seems to somehow deviate from
this intention. Probably, the distribution of the company’s going concern value in excess of
its liquidation value is left to renegotiations between creditors and shareholders, so that this

test is aimed to give more flexibility to interested parties.

In practice, this test faces difficulties caused by inaccuracies inherent in making asset
valuations.” As discussed before, asset valuations are always subjective and inaccurate. This
test, as a result, will be more easily met if the company’s assets are undervalued; also, this
test may put higher pressure on related parties in the event of overestimation. It was argued
by Water W Miller Jr* that the main danger here is in making under-valuations. Given that a
company is deeply distressed, the relevant parties’ expectations to the company’s future will
be supressed, and this may naturally lead to low valuations of assets. In the case of under-
valuations, junior parties, in particular unsecured creditors and shareholders will be harmed,

although the creditor-best-test is superficially passed.

Fourth, Kenneth N Klee argued that® a reorganization plan must comply with the
absolute priority principle, unless the disadvantaged parties have agreed with its deviation.
This requirement is critical for protecting creditors; in turn, it may minimise the negative
effects in the wider market caused by deviating from absolute priority. It is worth noting here
that the absolute priority principle is a default rather than mandatory rule in corporate rescues;

the flexibility of absolute priority can be used only at the option of creditors. This
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requirement is also consistent with the creditor-best-interest test, which paves the way for
shareholders (mainly shareholder managers) to share the going concern value in excess of the
company’s liquidation value. It is rather for mutual benefits if creditors decide to invite
equity-managers to join the rescue by relaxing the absolute priority doctrine, because the

continued service of the latter will certainly increase the company’s going concern value.

Apart from these general tests, a reorganization plan must pass another important test,
the feasibility test, which will be reviewed separately in the next section because of its

significance.

5.2. The Feasibility Test

Nancy Rhein Baldiga argued that, in the US, in order to get a reorganization plan to be
confirmed by the court, the proponent must first convince judges that the plan is feasible;
namely, that it is most likely for the debtor to survive if the plan is confirmed. *’ Baldiga
pointed out that, although the feasibility test is rather subjective, at its heart is it likely to
require cash injection, because the provision of cash is crucial for both the company’s
ongoing business operation and paying creditors as promised in the plan.% In reality,
however, Baldiga argued that judges in the US seemed not to be very competent in assessing
the feasibility of reorganization plans on the grounds that there were still many reorganization
plans that passed judges® feasibility tests but eventually failed.” Such facts suggested that
judges might not be highly competent in assessing the feasibility of reorganization plans, but
these can also be understood as they promoted rescue outcomes by being lenient to rescue

plans.

In general, a reorganization plan may be comprised of two basic sub-plans: the first is to
restructure the company’s business, and the second is to distribute the company’s value
among interested parties. Thus, the feasibility test should concentrate on examining the sub-
plan on business restructuring. Given that the business restructuring plan is rather a

commercial judgement, it requires the judge assessing the plan to have relevant knowledge of

% Nancy Rhein Baldiga, ‘Is This Plan Feasible: An Empirical Legal Analysis of Plan Feasibility’ (1996)
101 Commercial Law Journal 115, 116.

* Ibid 122.
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both the company’s own business model and market conditions. Judges, however, are legal
experts, so assessing a corporate business restructuring plan, which is replete of commercial
decisions, may be far beyond the capacity of judges. Not surprisingly, as observed by Harvey
R Miller that, in the US, bankruptcy judges have ‘only limited authority, ability, resources,

and expertise’ to evaluate a plan’s feasibility.100

Baldiga continued to argue that in practice judges tend to rely on ammunition provided
by rejecting parties to assess whether the plan is feasible, since these parties have incentives
to challenge the restructuring plan with their own insight and understanding.'®* Listening to
opposing views would be quite useful for a judge in helping her to reach a proper feasibility
judgement. In particular, it seems to be advisable for judges to consider dissenting views
presented by the company’s banks and main suppliers, because the latter usually possess a
depth of understanding of the company’s business through their close monitoring and long-

term business relationships.

Furthermore, to reach a sound feasibility judgement, in some instances, judges may hire
business management experts to give professional evidence, but this raises the problem of

increasing costs.

Interestingly, bearing in mind that the feasibility test is largely a commercial judgement,
Klaus Kamlah reported '° that, in Germany, judges are not required to assess a
reorganization plan’s feasibility, and this is left for creditors to decide whether a
reorganization plan should be allowed to go. But German practice should be understood in its
own historic context of the bankruptcy system. Germany did not have a formal corporate
rescue regime until 1994, which means that there would be few experienced judges to fulfil
the role in assessing a reorganization plan’s feasibility. Meanwhile, there is no separated
bankruptcy court system in Germany; perhaps, as a result, there might not be many judges
specialising in corporate bankruptcy. It is realistic not to require judges to do such highly

technical jobs.'® By contrast, in the US, the corporate reorganization regime has been

1% Harvey R Miller, ‘Chapter 11 Reorganization Cases and the Delaware Myth’ (2002) 55 Vanderbilt Law
Review 1987, 2006.
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102 Kamlah (n 4) 432.

1% |bid 417-8.
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developing for over a hundred years, and there is a relatively mature bankruptcy judicial

system with trained and experienced bankruptcy judges in office.'%

In a nutshell, the feasibility test gives objecting parties a chance to challenge the
seriousness of a rescue plan and opens the door to necessary state intervention. With regard to
the scope of state intervention, it is recommended that judges conservatively play their
judicial roles in assessing the feasibility of a reorganization plan; in particular, a plan will be
deemed to be feasible if it has been supported by the majority of impaired parties or if there

are no substantial feasibility challenges raised by objecting parties.'®

5.3. The Use of Cram-downs

Ideally, prior to seeking confirmation, a reorganization plan has been accepted by all
classes of impaired parties, and is therefore subject to a normal confirmation process. For
various reasons, however, a plan may have failed to win sufficient votes in some classes;
such a plan may still be confirmed by the court if certain criteria are met: this arises in a

cram-down.*®

Perhaps because of concerns that cram-downs may undermine freedom of contract,'®’

this mechanism is not available in the UK and many European continental countries,'® nor is

109 and Australia. *'° For the sake of efficiency of corporate

it available in Canada
reorganization procedures, China borrowed this procedure from the US, transplanting it into

its new EBL 2006.'**

104 See generally Tabb (n 2) 5.

105 Baldiga (n 97) 118.

10611 USC Sec. 1129. See also Lynn M LoPucki and William C Whitford, ‘Preemptive Cram Down’
(1991) 65 American Bankruptcy Law Journal 625.

197 See generally G H L Fridman, ‘Freedom of Contract’ (1967) 2 Ottawa Law Review 1.

198 Andrew Wilkinson, Tony Horspool and Ian McKim, ‘The Case for Unifying the EU’s Insolvency Laws’
(2005) 24 International Financial Law Review 49, 50 (noting that cram down is absent in many European
countries including the UK).

1% yYaad Rotem, ‘Contemplating a Corporate Governance Model for Bankruptcy Reorganizations: Lessons
from Canada’ (2008) 3 Virginia Law & Business Review 125, 130 (mentioning that cram down is not available
in Canadian corporate rescue law).

19 Colin Anderson, ‘The Australian Corporate Rescue Regime: Bold Experiment or Sensible Policy?’
(2001) 10 International Insolvency Review 81, 107 (noting that a rescue procedure in Australia may end in
liquidation if creditors vote against the proposed reorganization plan).

" Article 87 of the EBL 2006.
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Kenneth N Klee argued that, although cram-downs have been included in Chapter 11 of
the US Bankruptcy Code, policy makers did not expect it to be used frequently, and it was

rather intended to facilitate negotiations between interested parties.'*

More specifically, it
was emphasized by Jack Friedman that cram-downs were actually designed to improve the
efficiency of rescue processes and to prevent unnecessary delays.'*® So, a cram-down is
rather a rule that is intended to be a last resort; it provides a chance for a fair and equitable
reorganization plan to be confirmed in an efficient way. Given that a cram-down reflects

strong state intervention, certain conditions must be met if a cram-down is imposed.

Jack Friedman found that, in general, there are two extra tests which must be passed if a
cram-down is issued. First, objecting parties cannot be discriminated against in the plan;
second, the plan should be fair and equitable.'** Friedman noted that the first test is, in
essence, to ensure that the pari passu principle is complied with and the second test is used to

determine whether the absolute priority principle has been applied.'*

Obviously, these two tests are used to ensure fairness and equity between creditors as
well as between creditors and shareholders. Within creditors, the fundamental principle of
collectivity requires that they share the company’s value commensurate with each claim;
namely, they recoup pro rata where their claims cannot be fully met out of the company’s
value. Meanwhile, as to relationships between shareholder and creditor, the absolute priority
principle sets out the boundaries regarding how the company’s value can be distributed

between these two groups.

Given that these two tests are compulsory in the cram-down confirmation procedures,
the contrary should also be well understood: if it is a normal confirmation procedure, the pari
passu and absolute priority rules can be relaxed with the consent of disadvantaged parties,
and this may, as argued before, give considerable flexibility to relevant parties to pursue a

rescue outcome.

In sum, a series of tests are designed for courts to assess whether a reorganization plan

can be confirmed. A court confirmation procedure might be essential in order to ensure that

12 Klee (n 88) 171.

3 Jack Friedman, ‘What Courts Do To Secured Creditors in Chapter 11 Cram Down’ (1993) 14 Cardozo
Law Review 1495, 1497.

" Ibid 1501.

5 Ibid 1503.
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some basic corporate bankruptcy principles are complied with and that impaired parties are

treated with fairness and equity.

6. CONCLUSIONS

In reviewing the above literature, several issues about the corporate reorganization

regime have been addressed.

First, in regard to entry into a corporate reorganization procedure, a review of literature
indicates that consideration must be given to encouraging early rescue petitions. For the sake
of an early rescue, the US resorts to a debtor-in-possession approach so as to induce debtors
to file for reorganization, and the UK seeks to rely on a wrongful trading mechanism to warn
debtors to take early rescue actions. In practice, a debtor-in-possession system seems to be
more effective than wrongful trading in producing more early rescues. But, it can be argued
that a debtor-in-possession is necessary for an early rescue but it is not sufficient. Attention
should also be paid to empowering creditors to use liquidation to collect outstanding debts. A
debtor-in-possession is not enough to instigate an early rescue unless there is powerful

liquidation pressure from creditors.

With regard to control in corporate reorganization, different countries have their own
different models. In the US, debtors are generally allowed to remain in charge but have to
bear fiduciary duties to serve all impaired parties in rescue processes. In the UK, debtors will
be automatically replaced by IPs in rescues, because UK business culture does not have
confidence in the ability of debtors who have brought companies into troubles to be able to
turn them around. Given that debtors possess the information and knowledge of troubled
companies, the involvement of debtors in rescues seem to be more effective to accomplish
rescue goals. Of course, to prevent abuse, debtors running rescues should be under intense

scrutiny by courts, creditors or by both of them.

Concerning value distribution in corporate reorganization, through this review of the
literature, it was found that absolute priority is strictly applied in UK corporate rescues, but in
US Chapter 11 proceedings, deviations from it are possible but are subject to certain
conditions. Absolute priority is one of the most fundamental principles in bankruptcy law,
and the worry here is that deviation from it in corporate rescues may negatively affect the

legal certainty and predictability of creditors in the wide market which in turn may undermine
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market efficiency. But the existing studies show that the potential drawbacks of deviating
from absolute priority in reorganization have been addressed and taken into account. In
particular, it has been learned from the existing literature that deviations should first occur
with the consent of disadvantaged parties and, second, deviations should be aimed at
preserving and increasing company going concern values. Creditors’ legal certainty and
predictability, as a result, will not be compromised, and more importantly, their interests will

be enhanced by the flexibility of absolute priority in reorganization.

Regarding the court confirmation of reorganization plans, it was found that, in US
Chapter 11s, a series of tests have been established for courts to ensure fairness and equity in
reorganization plans. These tests are of importance in safeguarding some basic bankruptcy
principles. Some may view court confirmation as state intervention, but it can also be

contended that this is more like state protection.

The corporate reorganization regime is multifaceted and should be understood and
implemented by taking into account all its principles and preconditions; otherwise, we may
be unable to distinguish the essential from the secondary.

After reviewing the relevant literature, the next chapter will describe the contextual
background of China’s corporate reorganization law. In particular, it will give a brief history
of Chinese bankruptcy law, and the making of the Chinese new corporate rescue system will

be discussed.
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CHAPTER 3

CONTEXTUAL BACKGROUND

1. INTRODUCTION

The previous chapter reviewed relevant literature on some major principles and practices
of the corporate reorganization regime and formed a tentative view that corporate
reorganization will create a situation wherein both creditors and debtors would benefit from
rescue outcomes. In the meantime, a review of the literature suggested that some concerns on
the negative effects of the rescue regime are really exaggerated, as the potential downsides of
this regime have already been taken into account and some counter-abuse mechanisms have

also been made available.

In the light of the apparent merits of the corporate rescue regime, in recent decades there
seemed to have been a global trend for many countries to establish or enhance their own
corporate bankruptcy reorganization laws.* For example, based on the recommendations of
the Cork Report in the UK, the Insolvency Act 1986 was enacted so as to nurture a corporate
rescue culture; moreover, for the sake of strengthening the rescue regime, the UK
administrative receivership was virtually abolished by the Enterprise Act 2002 so as to give
way to the new administration procedure, thereby creating a purer rescue process.? Similar
rescue-friendly insolvency law reforms have also been undertaken in the US®and in more

recent times in Germany,* Canada,” Australia,® as well as in other European countries.’

! See generally Jay Lawrence Westbrook, ‘The Globalisation of Insolvency Reform’ (1999) New Zealand
Law Review 401, 404.

2 See a brief discussion of corporate rescue development in the UK at Pontian Okoli, ‘Rescue Culture in
the United Kingdom: Realities and the Need for a Delicate Balancing Act’ (2012) 23 International Company
and Commercial Law Review 61.

¥ See Charles Jordan Tabb, ‘The History of the Bankruptcy Laws in the United States’ (1995) 3 American
Bankruptcy Institution Law Review 5.

* See Klaus Kamlah, ‘The New German Insolvency Act: Insolvenzordnung’ (1996) 70 American
Bankruptcy Law Journal 417.

> See Lynn M LoPucki and George G Triantis, ‘A Systems Approach to Comparing US and Canadian
Reorganization of Financially Distressed Companies’ (1994) 35 Harvard International Law Journal 267, 277.

® See Andrew Keay, ‘A Comparative Analysis of Administration Regimes in Australia and the United
Kingdom’ in Paul J Omar (ed), International Insolvency Law: Themes and Perspectives (Ashgate 2008).
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Many efforts have also been made by international institutions, as well as some regional
ones, to facilitate the spread of the corporate rescue culture. For example, in 2005 a
Legislative Guide on Insolvency Law was prepared by the United Nations Commission on
International Trade Law (UNCITRAL); this Guide gives support to the idea that a second
chance should be given to financially distressed companies for the common good.® The
World Bank was also involved in promoting the corporate rescue culture worldwide, and this
is reflected in the Bank’s Insolvency Principles and Guidelines (April 2001), and both formal
and informal corporate rescue approaches are highlighted and recommended in the

Guidelines.®

Apart from the UN and the World Bank, much promotion of the corporate rescue culture
has been undertaken by the OECD and the IMF.' In particular, in partnership with the Asian
Development Bank and others, between 1999 and 2009, the OECD organized a series of
bankruptcy law conferences to consult with experts in Asian countries as to updating their
national bankruptcy systems.'* During this period, the merits of corporate reorganization

were widely discussed and debated in Asia.*?

In response to this global move to revamp corporate bankruptcy laws, China, as the
second biggest economy in the world,* seemed to have been influenced by the changing
focus of corporate bankruptcy norms. In 1993, China started to revise its corporate
bankruptcy legislation with a view to establishing a rescue-oriented corporate insolvency
system.™ Its progress to a modern rescue-friendly bankruptcy regime took twelve years to

achieve, as the new rescue-oriented law, the P. R. China Enterprise Bankruptcy Law 2006

" Rebecca Parry, ‘Introduction’ in Katarzyna Gromek Broc and Rebecca Parry (eds), Corporate Rescue:
An Overview of Recent Developments from Selected Countries in Europe (Kluwer Law International 2004) 1-2.

8 UNCITRAL, Legislative Guide on Insolvency Law (United Nations Publication 2005) 27.

® The World Bank, Principles and Guidelines for Effective Insolvency and Creditor Rights Systems (The
World Bank, 2001) 45.

19 See further at Bruce G Carruthers and Terence C Halliday ‘Negotiating Globalization: Global Scripts
and Intermediation in the Construction of Asian Insolvency Regimes’ (2006) 31 Law & Social Inquiry 521, 525.

1 The theme of each conference organized by the OECD can be found on its official website
<http://www.oecd.org/corporate/ca/corporategovernanceprinciples/insolvencyinasia-
forumonasianinsolvencyreformfair.htm>_accessed 20 May 2013. See also Roman Tomasic, ‘Insolvency Law
Reform in Asia and Emerging Global Insolvency Norms’ (2007) 15 Insolvency Law Journal 229, 245.

12 See OECD, Informal Workouts, Restructuring and the Future of Asian Insolvency Reform (the OECD
2003) 8.

13 David Barboza, ‘China Passes Japan as Second-Largest Economy’ The New York Times (New York, 16
August 2010) B1.

14 Changyin Han, ‘The Legislative Evolvement of Bankruptcy Enterprise Law in China and Its Lessons’
(2009) 7 Citizen and Law (in Chinese) 2, 3.
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(the EBL 2006), was not passed by China’s People’s Congress until 27 August 2006, 15

coming into effect on 1 June 2007.*°

On the face of it, the EBL 2006 is rescue-friendly and even rescue-centred. The face that
its chapter on bankruptcy reorganization comes before chapters on liquidation and
compromise suggests that corporate reorganization would be intended to be the first option

when corporate bankruptcy procedures are considered.*’

This chapter explores the contextual background of China’s corporate reorganization law.
Given that corporate rescue law is part of corporate bankruptcy law, a brief history of China’s
bankruptcy law will also be investigated. The remainder of this chapter is divided into four
parts. (i) Part 2 describes China’s successive bankruptcy laws before 1949, and in particular
the notion of a second chance or a fresh start in these bankruptcy laws will be examined. (ii)
Part 3 analyses the China EBL 1986 that was the first corporate bankruptcy legislation of the
Communist Administration after 1949; much attention will be paid to its corporate
reorganization procedure and its implementation.® (iii) Part 4 concentrates on analysing
China’s most recent corporate rescue law, the EBL 2006. The legal framework of the new

corporate rescue regime will be discussed. Finally, (iv) Part 5 will present some conclusions.

2. CHINA’S BANKRUPTCY LAWS BEFORE 1949

In China’s feudal societies before the 20™ century, agriculture was at the heart of the
national economy; by contrast, commercial activities, such as trade, were largely constrained,
because China’s authorities traditionally believed that it was agriculture not commerce that

was critical to social prosperity.'® As a consequence, commerce was rather marginalized in

151t was predicted that the new law might have been passed by the China People’s Congress far earlier
than 2006. See generally Roman Tomasic, ‘Insolvency Law Principles and the Draft Bankruptcy Law of the
People’s Republic of China’ (1998) 9 Australian Journal of Corporate Law 211.

16 See generally Charles D Booth, ‘The 2006 PRC Enterprise Bankruptcy Law: The Wait Is Finally Over’
(2008) 20 Singapore Academy of Law Journal 275.

Y Hailin Zou, ‘Analysis and Application of Corporate Rescue Law in China (2007) 25 Journal of China
University of Political Science and Law (in Chinese) 48.

18 Article 200 of the China Civil Procedure Law 1991 regulated rehabilitation of non-state-owned
enterprises.

19 See generally at Laurence Jacobs, Guopei Gao and Paul Herbig, ‘Confucian Roots in China: A Force for
Today’s Business’ (1995) 33 Management Decision 29. And an analysis of such a policy in Chinese can be seen
at Guihai Li, ‘Dissecting the Feudal Policy of Encouraging Agriculture and Restraining Commerce in China’
(1981) 4 Academic Forum (in Chinese) 68.
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China’s feudal societies. The lack of commercial activities in ancient China may partly
explain the absence of bankruptcy law, because bankruptcy is firmly associated with debts

that in turn flow from trading.”

In the ancient China, as in most western countries, defaulting in debt payment was
deemed to be a criminal offence that would result in penalties being imposed upon the debtor
ranging from being flogged to being imprisoned; such an approach remained in force in
China until the end of the Qing Dynasty in 1911.% In addition, there was a long-standing
custom in China for debts to be inherited, which was encapsulated as the saying ‘the son pays
his father’s debts’.?? Recent research indicated that such a custom is still practiced in some

regions in China today.?

Thus, given that commerce was constrained, and that there was a harsh debt enforcement

system, there appears to be little room for bankruptcy law to develop in the ancient China.

In the middle of the 19" century, however, China’s authorities increasingly realised* the
importance of commerce and industry because they acknowledged that the widening gap
between the East and the West at that time was mainly attributed to China’s underdeveloped
industry and trade systems. As a response, major economic policies started to change. In
particular, after the defeats in two Opium Wars in the 1860s, China campaigned to establish
its own industries.? Although it would be premature to jump to the conclusion that the
radically changed economic policies at that time directly resulted in China’s first bankruptcy
law, at least the proliferation of businesses after that period did pave the way for a bankruptcy

law to emerge.

20 Sjyuan Cao, ‘Exploration of Enterprise Bankruptcy’ (1985) 5 Reform of Economic System (in Chinese)
22. See also Xiahong Chen, ‘The Modern China’s Bankruptcy Regimes and Their Fates’ (2010) 28 Tribune of
Political Science and Law (in Chinese) 57.

?! See generally Xuemei Wang, ‘The Social and Legal Environment at the End of Qing Dynasty from the
Angle of Merchants’ Criticism to the Bankruptcy Law 1906’ (2006) 143 Journal of Sichuan University (Social
Science Edition) (in Chinese) 120.

?2 ibid.

% Liming Wang, ‘Problems in Amending Enterprise Bankruptcy Law’ (2005) 3 Legal Science (in Chinese)
3,5.

2 In the late 19™ century there was a national campaign to develop industry and trade in China, see further
at Peng-Sheng Chiu, ‘Prohibiting Monopoly and Protecting of Patent: On the Soochow Gold Foil Case in the
Late Qing Dynasty’ (2000) 3 Peking University Law Journal (in Chinese) 311.

% See generally William C Kirby, ‘China Unincorporated: Company Law and Business Enterprise in
Twentieth-Century China’ (1995) 54 The Journal of Asian Studies 43.
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Near the end of the Qing Dynasty, partly due to the government’s determination to
establish a modern commercial law system mainly by borrowing from abroad® and partly
because of the practical need to handle business crises,?’ China’s first bankruptcy law was
enacted in 1906.

2.1. The Bankruptcy Law of 1906

In May 1906, the Bankruptcy Law 1906, the first Chinese bankruptcy law, obtained the
royal assent and was promulgated.® This law had been proposed by the Ministry of
Commerce. The 1906 law had nine chapters containing sixty-nine articles.*

The 1906 law had a wide scope of application. Specifically, both individuals and
companies could file for bankruptcy. ¥ Meanwhile, the bankruptcy procedure under the 1906
law was largely a civil society supervised process, i.e., there was little state® involvement in
bankruptcy procedures.®® A debtor could file for bankruptcy before a local Chamber of
Commerce, the non-governmental organization, which was responsible for appointing a

trustee who would take over the debtor’s assets and business affairs. Although bankruptcy

%6 Shuguang Li, ‘The Introduction of Western Legal Culture and Its Effect on Great China Legal System’
(1991) 1 Democracy & Science (in Chinese) 42, 43.

%7 Xiahong Chen, ‘The Modern China’s Bankruptcy Laws and Their Fates’ (2010) 28 Tribune of Political
Science and Law (in Chinese) 57, 60.

%8 The 1906 law might be promulgated in May 1906, as a leading legal historian in the China Social
Academy, Professor Lizhi Xu, argued that the law obtained the royal assent in April 1906 under China’s lunar
calendar; however, under the Gregorian calendar, it should be May 1906. See further at Lizhi Xu, ‘Commercial
Law Establishment in the Late Qing Dynasty’ (in Chinese) <http://www.iolaw.org.cn/shownews.asp?id=2367>
accessed 8 July 2012. However, another book indicated that the law might be made in Autumn 1905, since it
received the royal assent at that time, see further at Chang Nieh-Yun and J. H. Teesdale, Translation of the
Chinese Bankruptcy Code of 1905 (The American Presbyterian Mission Press, Shanghai 1907). Obviously, the
further investigation in this regard is needed.

2% Xiulan Yao, ‘China’s Modern Bankruptcy Laws’ (2003) 25 Modern Law Science (in Chinese) 151, and
Ronald Winston Harmer, ‘Insolvency Law and Reform in the People’s Republic of China’ (1996) 64 Fordham
Law Review 2563, 2567.

*Yao ibid.

3! Articles 1, 7 and 8 of the China Bankruptcy Law 1906. See further at Wang (n 21) 121.

%2 |t may be debatable as to whether under the Bankruptcy Law 1906 the bankruptcy procedure was an
administrative process. See further Harmer (n 29) 2567.

% Yao (n 29) 152.
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procedures had to be reported to local government, this was mainly done for the registration

purpose.*

To seek equality between creditors, the pari passu principle was set out in the 1906 law.
Including the pari passu principle in the bankruptcy law was a significant step towards
building a modern bankruptcy law in China, because before the 1906 law, creditors were
treated differently according to their different status. In particular, before 1906, in the case of
a business bankruptcy, foreign creditors were placed at the top of the payment ranking
followed by state creditors, with other domestic creditors ranked at the bottom.*® Thus, the
1906 law was revolutionary, as this was the first time that all creditors were treated equally in

China’s bankruptcy proceedings.

More importantly, the 1906 law was intended to provide a fresh start for unfortunate but
honest debtors; Article 66 stipulated that unpaid debts could be discharged on condition that
the bankruptcy did not involve bad faith.*® In the event of fraud or dishonesty, defaulted debts
could not be discharged; instead, Chapter 6 of the 1906 law set out how to open a criminal

investigation and to prosecute unscrupulous debtors.®

After the 1906 law came into effect, there was an unexpected backlash from business
sectors, especially the banking businesses in Shanghai, Ningbo and Zhenjiang, etc. It was
rumoured that banks objected to the pari passu principle, among other objections.® The
banks’ voices were S0 strong that in November 1907%° a proposal was made by the Ministry
of Agriculture, Industry and Commerce (the former Ministry of Commerce)* to the Emperor,
stating that the 1906 law should be ‘deliberated’ further because of the resistance it

encountered. It was also suggested that the 1906 law should be amended to comply with the

% Avrticle 3 of the China Bankruptcy Law 1906. See the nature of Chamber of Commerce in China at
Qiusha Ma, Non-Governmental Organizations in Contemporary China: Paving the Way to Civil Society?
(Routledge 2006) 33-35.

*Yao (n 29) 152.

% Ihid.

¥ 1bid 151.

%8 Wang (n 21) 121(describing why the 1906 law was complaint by the businesses in China).

% Again, under the China’s lunar calendar, it is October 1907; however in Gregorian calendar, it is
November 1907. See further at Xu (n 28).

“% In November 1906, the Ministry of Commerce was restructured and renamed as the Ministry of
Agriculture, Industry and Commerce, see Kui Wang, ‘Reasons of Reforming the Ministry of Commerce in Late
Qing Dynasty’ (2009) 1 Jiangxi Social Sciences(in Chinese) 151.
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incipient commercial code. This proposal received the royal approval shortly afterwards.*
Controversially, this royal assent was widely regarded as a revocation of the Bankruptcy Law

1906, although the proposal did not explicitly state that the law should be nullified.*?

Perhaps because of the ambiguity inherent in the above proposal, the 1906 law was still
used in some regions in China after this time,*® but was suspended in other regions after
1907.** However, this law was entirely abandoned in 1911 when the Qing Dynasty, the last

feudal royal family in China, crumbled because of the Republican Revolution.*®

2.2. The Bankruptcy Bill of 1915

China started a new chapter in the history of its bankruptcy laws after the collapse of the

Qing Dynasty.*

In 1915, the Republic Warlords Government in Beijing*’ released a Bankruptcy Bill that
had three parts containing 337 articles.*® Unfortunately, the 1915 Bill was never officially
passed by the legislature.* Interestingly, in 1926, after being shelved for over ten years, the
Ministry of Justice of the Warlords Government circulated the 1915 Bill to Chinese law
courts, instructing them that the principles embedded in the Bill could be used by judges to
try bankruptcy disputes.®® Despite the ambiguity of its status, some features of the 1915 Bill

are still worth mentioning.

*'Wang (n 21) 124.

“2 1bid 125.

*® |bid, and see also Xu (n 28).

* Motono Eiichi, ‘Sino-British Disputes over Collecting Debts in Shanghai before the 1911 Revolution:
An Analysis of Several Civil Cases Just After “The Rubber Stock Financial Crisis’’ (2004) 357 The Waseda
Journal of Political Science and Economics (in Japanese) 55, 56 (noting that the 1906 law was suspended in
Shanghai after 1907).

* See generally at Peter Zarrow, China in War and Revolution, 1895-1949 (Routledge 2005) Chapter 2
especially.

*® See generally George T Yu, ‘The 1911 Revolution: Past, Present, and Future’ (1991) 31 Asian Survey
895.

" Actually, the warlords government in Beijing was the first stage of the Republic of China. See further
Arthur Waldron, ‘The Warlord: Twentieth-Century Chinese Understanding of Violence, Militarism, and
Imperialism” (1991) 96 The American Historical Review 1073.

*® Chen (n 27) 63.

* Zenping Chen, ‘Zhang Jian and His Involvement in Twice Commercial Law Enactment Campaigns in
Modern China’ (2003) 19 Journal of Nantong Teachers College (Social Sciences Edition) (in Chinese) 15, 18.

%0Yao (n 29) 153.
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In order to give a fresh start to debtors, the 1915 Bill stipulated that income earned by a
debtor after the bankruptcy declaration was excluded from the estate, which meant that this
would enable the debtor to have a more viable recovery after bankruptcy.® At the same time,
to encourage a potential rescue, the 1915 Bill allowed debtors to initiate reconciliation plans
at any time during bankruptcy processes; this suggested that debtors were given the chance to

avoid being liquidated.>

Unlike the 1906 law that used a Chamber of Commerce to supervise bankruptcy, the
1915 Bill designated law courts to do this job. It was a court that was empowered to appoint a
trustee to manage the estate, and even a meeting of creditors should also be convened by the
court.”® One study indicated that the 1915 Bill was applied in some, but not many, bankruptcy

cases in China.>

Without a valid bankruptcy law, China’s courts mainly relied upon local custom® and

some basic legal principles>® when adjudicating bankruptcy disputes during this period.

The 1915 Bill did not survive long. The Beijing Warlords Government was defeated in
an internal power struggle in 1928, and after that the central Republic Government moved its
capital from Beijing to Nanjing.®’ Several years later, the Kuomintang-dominated Nanjing

Republic Government officially enacted a new bankruptcy law.

2.3. The Bankruptcy Law of 1935

The Bankruptcy Law 1935 was promulgated by the Legislative Yuan, the parliament of
the Kuomintang Nanjing Government, on 1 June 1935, coming into force on 1 October
1935.%®

* Ibid 152.

*? 1bid 153.

>3 1hid.

> Chen (n 27) 63.

> The custom in dealing with bankruptcy varied from region to region, see further Wang (n 21) 124.

°® See generally Yao (n 29) 153.

%" See generally Zarrow (n 45).

% Chen (n 27) 66. The Bankruptcy Law 1935 is online available on the present Taiwan Legislative Yuan’s
website ‘http://www.ly.gov.tw/en’.
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The 1935 law assimilated many principles derived from UK and French bankruptcy
statutes. It had four parts and 159 articles. The four parts were general principles, conciliation,

liquidation, and bankruptcy offences, respectively.*

The 1935 law was acclaimed by many scholars as a masterpiece of legal transplantation
that integrated foreign advanced bankruptcy norms with local conventions.®® For instance, the
1935 law advocated China’s business practice of conciliation by placing the conciliation
procedure as the first option in bankruptcy; the law even went a step further: a conciliation
agreement supervised either by a law court or by a local Chamber of Commerce could be
recognized under the 1935 law.*

Although the 1935 law was well regarded, little was known of its implementation.
Perhaps this was because after it came into effect, China was mired in civil war for decades,

and it may largely have remained a dead letter in the statute books.

Unfortunately, the 1935 law also had a premature death; in 1949, when the Communist
Party won the civil war and founded a new government, all statutes enacted by the former
Kuomintang Government were revoked. The 1935 law was also revoked. ®® This law
remained in force only in Taiwan after 1949, and remains so today.®*

Overall, between 1906 and 1949, there were three bankruptcy statutes in China that were
mainly designed to provide an orderly debt collection procedure for creditors and to relieve

honest but unfortunate debtors.

With regard to the bankruptcy rescue culture that may have developed, it is fair to say
that there were almost no explicit concepts of rescue found in these statutes. But, it is
noteworthy that some implied rescue principles can still be seen in these laws. For instance, it
was evident from all these bankruptcy laws that bankruptcy relief, in the form of discharging

% Yao (n 29) 153.

* Ibid.

*! Ihid.

82 See generally at Suzanne Pepper, Civil War in China: The Political Struggle, 1945-1949 (2" edn,
Rowman & Littlefield 1999).

% The China Communist Party Central Committee, ‘The Decree of Abolishing All Legislation Enacted by
Kuomintang Administration and Emphasizing the Continuity of Communists Judicial Principles’ (in Chinese)
<http://cpc.people.com.cn/GB/64184/64186/66650/4491574.html> accessed 11 July 2012.

% The Bankruptcy Law 1935 could be accessed at Taiwan Legislative Yuan’s website on
<http://is.ly.gov.tw/lgcgi/lglaw? @5:1804289383:f:NO%3DC704522*%200R%20N0%3DC004522%200R%
20NO%3DC104522$$4$$$NO> accessed 28 July 2012.
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debts, could be given to honest debtors. Furthermore, an honest but unfortunate debtor could
even be allowed to retain some assets on humanitarian grounds. More importantly, a
conciliation procedure was highlighted in the successive bankruptcy laws, which suggested
that, with debt forgiveness, a debtor might have a better chance to survive in the future.

After 1949, because of the command economy imposed by the new Communist
Government, the bankruptcy system was deemed to be unnecessary in China for almost 40

years afterwards.

3. CHINA ENTERPRISE BANKRUPTCY LAW OF 1986

In 1978, after China’s Cultural Revolution, the Communist Government in China made
efforts to reform its economy so as to bring the country back on track,® and its loss-making
state-owned enterprises (SOEs) were seen as being in need of special attention.®® To tackle
heavily indebted SOEs, China’s policy-makers realised that a bankruptcy law would be a
useful tool to cull inefficient SOEs.®’

Not surprisingly, bankruptcy reorganization was also discussed and deliberated by
China’s bankruptcy law drafters at this time, although their knowledge and understanding on
this subject were quite limited.?® Some proposals were raised in China, particularly, it was
suggested some troubled SOEs could be reorganized rather than liquidated in bankruptcy,
because liquidating inefficient SOEs had to be weighed against its social effects. ®
Nevertheless, there was a consensus that China needed a new bankruptcy law to advance its

SOE reforms.”

% See generally Harry Harding, China’s Second Revolution Reform after Mao (The Brookings Institution
1987).

% See Justin Yifu Lin, Fang Cai, and Zhou Li, ‘Competition, Policy Burdens, and State-Owned Enterprise
Reform (1998) 88 The American Economic Review 422.

%7 Siyuan Cao, ‘An Analysis of Bankrupting the Long Term Money-losing SOEs’ (1984) 9 Outlook
Weekly (in Chinese) 18.

% Guofen Ying, ‘Establishing a Bankruptcy Regime with China’s Characters’ (1985) 5 Tribune of
Political Science and Law (in Chinese) 53, 55.

% Siyuan Cao, ‘A Proposal of Making a Bankruptcy Law’ (1984) 11 Social Science (in Chinese) 42.

"0 Siyuan Cao, ‘A Brief Analysis of Enterprise Amalgamation and Bankruptcy Law’ (1988) 20 Journal of
Economy (in Chinese) 26, 27.
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After a fierce debate’* as to whether it was politically sensible to have an enterprise
bankruptcy law within a socialist regime, the reformers won the battle; the Enterprise
Bankruptcy Law 1986 (For Trial Implementation) (the EBL1986) was eventually passed by
China’s People’s Congress on 2 December 1986, coming into force on 1 November 1988.7

3.1. The Main Features of the EBL 1986

The EBL 1986 had a limited scope of application: it only applied to SOEs.” This meant
that individuals and non-state-owned enterprises could not seek bankruptcy relief under the
EBL 1986. Such a limited scope of application was set up because the government only
intended to have a bankruptcy law to help reform SOEs; in other words, this law was not
aimed at creating a debt collection system for creditors.” In particular, this law had two
specific goals. The first was to liquidate distressed SOEs if the government thought it was
necessary to do so.” The second was warning managers of underperforming SOEs that the
central government was serious, and that some money-losing SOEs would be liquidated if
they could not regain profitability as required by the government.” Thus, it is clear that the

EBL 1986 was not made for creditors as part of the debt collecting systems.

Meanwhile, the EBL 1986 established strong government control in bankruptcy,
although, at first sight, bankruptcy procedures were court-supervised.’’ Firm government
control can be seen in many aspects. For example, a bankruptcy procedure could not be
entered until and unless government permission was given.’® When accepting a bankruptcy

filing, the court had to appoint a government organized liquidation committee as the trustee

" See further at Ta-Kuang Chang, ‘The Making of the Chinese Bankruptcy Law: A Study in the Chinese
Legislative Process’ (1987) 28 Harvard International Law Journal 333, 346.

"2 Siyuan Cao, ‘The Development of Bankruptcy Law in China’ (1996) 4 Academic Research (in Chinese)
15, 16.

" Article 2 of the EBL 1986.

" Booth (n 16) 285.

" Siyuan Cao, ‘The Second Analysis of Enterprise Bankruptcy’ (1985) 46 Outlook Weekly (in Chinese) 11,
12.

’® Cao (n 70) 27.

" See further Shuguang Li, ‘Bankruptcy Law in China: Lessons of the Past Twelve Years’ (2001) 4
Harvard Asia Quarterly 1 (the page number is not from the original journal as it is not available online).

"8 Article 8 of the EBL 1986. It is almost impossible for creditors to successfully lodge a bankruptcy
liquidation procedure before a court in China to liquidate the defaulting debtor, see further Xianchu Zhang and
Charles D Booth, ‘Chinese Bankruptcy Law in an Emerging Market Economy: the Shenzhen Experience’ (2001)
15 Columbia Journal of Asian Law 1, 11.
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managing the estate.”® The government’s dominance in the bankruptcy of SOEs seemed to
reflect the socialist ideology whereby a socialist bankruptcy law should, as argued by one
legal scholar in China, prioritize state interests,®® and in order to achieve this goal, it was a
necessity to place government at the helm of the SOE bankruptcy procedure.

Furthermore, bankruptcy procedures under the EBL 1986 called for little involvement by
professionals, such as lawyers and accountants. As mentioned above, a trustee had to be a
government organized liquidation committee that was comprised of senior officials from
relevant government agencies;®! professionals, such as lawyers, did not have the chance to be
included on these committees, ® although China’s legal profession had been restored years
before the promulgation of the EBL 1986.%

Moreover, a glance at the EBL 1986 suggests that this law was pro-rescue or rescue-
friendly, as there was one chapter dedicated to bankruptcy reorganization. Even the corporate
reorganization procedure seemed to be arranged as the first option in the bankruptcy law as

the chapter on reorganization was placed before that on liquidation.®

But, the corporate reorganization procedure under the EBL 1986 appeared to be deeply
flawed mainly because of its application process. Under Article 17 of the EBL 1986, a
reorganization procedure could not be straightforwardly filed in court; instead, it had to be
based upon a liquidation procedure that has already been filed by creditors. More
contentiously, converting a liquidation into a reorganization procedure had to be requested by
a government agency that supervised the debtor SOE - neither creditors nor debtors were

allowed to directly petition for reorganization under the EBL 1986.

If the court agreed with the government’s reorganization request, a liquidation procedure
would change into a reorganization, and the EBL 1986 gave the government up to two years

to restructure the debtor.®® Before the deadline, the debtor that was supervised by the

" Article 24 of the EBL 1986.

% Ying (n 68) 54.

8L Article 24 of the EBL 1986.

82 Booth (n 16) 292.

8 See generally Jenkin Chan Shiu-fan, ‘The Role of Lawyers in the Chinese Legal System’ (1983) 13
Hong Kong Law Journal 157, 158.

8% Chapter 4 is for restructuring and Chapter 5 for liquidation in the EBL 1986.

% Article 17 of the EBL 1986.

49



government was liable to submit a reorganization plan for a vote to a meeting of creditors,®
and the reorganization process might lead to a successful conclusion if the plan was accepted

by the creditors’ meeting and was later confirmed by the court.?’

Although the EBL 1986 was criticized for being too simple and ambiguous, it was the
first attempt by the socialist China to develop its legal framework on corporate bankruptcy.
Given that the EBL 1986 was only applicable to SOEs, China later enacted a law to regulate

the bankruptcy of non-state-owned enterprises.

3.2. Bankruptcy Law for Non-State-Owned Enterprises

To fill the gap left by the EBL 1986, a chapter regulating the bankruptcy of non-state-
owned enterprises was inserted into China’s Civil Procedure Law 1991.% Thereafter, China
established a bifurcated bankruptcy law system; the bankruptcy of SOEs was regulated by
the EBL 1986 and the bankruptcy of non-state-owned enterprises was subject to the Civil
Procedure Law 1991. It is noteworthy that the concept of a non-state-owned enterprise was
broadly interpreted in China, as it included collectively-owned, private and foreign-invested

enterprises.

Under Article 199 of China’s Civil Procedure Law 1991, a bankruptcy liquidation
procedure could be petitioned either by a debtor or its creditors in the event of insolvency. A
similar corporate reorganization procedure was also made available in this law. Under Article
202, during a liquidation procedure, the debtor could propose a reconciliation plan, and a
possible rescue outcome could be reached if the plan was agreed to by the creditors’ meeting
and was confirmed by the court. Again, the application process of a conciliation procedure
had the same drawback as that found in the EBL 1986. A conciliation procedure could not be
filed directly; it also had to be based on a liquidation procedure that had already been filed by
creditors. More contentiously, only the debtor enterprise was allowed to propose a
conciliation plan. Overall, like the EBL 1986, the bankruptcy chapter in China’s Civil

Procedure Law 1991 was also too simple, lacking details for its effective implementation.

8 Article 18 of the EBL 1986.

57 Article 19 of the EBL 1986.

88 Chapter 19 of the China Civil Procedure Law 1991.
8 Booth (n 16) 277.
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In addition to the EBL 1986 and the Civil Procedure Law 1991, several judicial
interpretations were issued by China’s Supreme People’s Court that sought to clarify
bankruptcy issues.®® The corporate reorganization procedures were also given some further

guidelines by the Court in these documents.*

3.3. Weak Implementation

From 1989, when the first bankruptcy law, the EBL 1986, came into effect, China’s
courts began to handle enterprise bankruptcy. In practice, however, there were not many
bankruptcy cases. Figure 1 shows that the number of enterprise bankruptcy cases rose from
98 in 1989 to 8939 in 2001, although between these dates there were fluctuations. The
number then declined gradually to 2857 in 2006.

It was estimated that about 800,000 enterprises were dissolved each year in China.*
Therefore, bearing in mind such a number, only a very small proportion of dissolving

enterprises used corporate bankruptcy procedures to settle defaulted debts.

m Figure 1: The Number of Enterprise Bankruptcy Cases in China Annually. Source:
Si Yuan Think Tank, Beijing 2011
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% For example, in 2002, a comprehensive judicial interpretation on bankruptcy was released by the China
Supreme People’s Court. See further at the China Supreme People’s Court, ‘Regulations on Enterprise
Bankruptcy Proceedings’ (Beijing, 30 July 2002, in Chinese) <http://www.law-
lib.com/law/law_view1.asp?id=40889> accessed 15 July 2012,

% See Booth (n 16) 301.

% Bigiang Wang, ‘China’s Hidden Bankruptcy’ Economic Observer (Beijing, China 5 June 2009)
<http://www.eeo.com.cn/ens/finance_investment/2009/06/05/139307.shtml> accessed 16 July 2012. See further
Roman Tomasic and Zinian Zhang, ‘From Global Convergence in China’s Enterprise Bankruptcy Law 2006 to
Divergence in Implementation: The Case of Corporate Reorganizations in China’ (2012) 12 Journal of
Corporate Law Studies 259.
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With regard to the relatively small number of corporate bankruptcy cases, it can be
argued that this was mainly due to the Chinese government not wanting to see many
enterprises being liquidated for fear of massive unemployment,® because the vast majority of
SOEs were technically bankrupt when the EBL 1986 was promulgated. Put differently, if the
EBL 1986 had been rigorously implemented in China, nearly all the SOEs should have been
liquidated — this was something that the Chinese government could not afford to do

politically.

Although the EBL 1986 was the principal bankruptcy law made for SOEs, a large
proportion of existing enterprise bankruptcy cases, as shown in Figure 1, were actually used
to liquidate collectively-owned enterprises® that were also directly managed or controlled by
government.® For example, it was noted by Prof. Li Shuguang, a leading Chinese bankruptcy
scholar, that in 1997 sixty-nine per cent of enterprise bankruptcy cases in China were to
liquidate collectively-owned enterprises.”

Presumably, the majority of bankrupt SOEs were quietly dissolved by the government
through administrative processes, because, by comparison with court-involved bankruptcy
procedures, administrative processes might give the government a great deal of leeway in

solving troubled SOE problems.

In addition, the small number of enterprise bankruptcy cases would also be attributed to
the insurmountable entry into bankruptcy procedures for private enterprises.”” Under Chapter
19 of the Civil Procedure Law 1991, private companies in China were allowed to file, or to
be filed by creditors, for bankruptcy. In reality, however, China’s courts virtually denied

bankruptcy filing for private enterprises.® Without entering bankruptcy procedures, these

% See a provincial study which indicated the fragility of the social security in China at the Financial
Committee of Liaoning Provincial Congress of China, ‘Report of Corporate Bankruptcy in Liaoning Province’
(1995) 2 Review of Economy (in Chinese) 24, 25.

% Weidong Wang, ‘The Scope of Bankruptcy Law and Its History in China’ (2008) 4 Commercial Times
(in Chinese) 59, 60.

% For example, in Shenyan, one of the bankruptcy trial cities in China, there were eleven local government
agencies in charge of all collectively-owned enterprises in the city. See further Yongjie Chen and Tao Su, ‘An
Investigation of Collectively-owned Enterprises Bankruptcy in Shenyan’ (1986) 2 Finance and Economy (in
Chinese) 34, 35.

®1i(n77)1.

% See generally Mike Falke, ‘China’s New Law on Enterprise Bankruptcy: A Story with a Happy End?’
(2007) 16 International Insolvency Review 63, 67.

% Weijing Wu, ‘Commencement of Bankruptcy in China: Key Issues in the Proposed New Enterprise
Bankruptcy and Reorganization Law’ (2004) 35 Victoria University Wellington Law Review 239, 244.
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private company owners often simply chose to walk away from their enterprises,® which
meant that, on the one hand, they could not access bankruptcy relief, and on the other hand,

creditors were deprived of this powerful liquidation means to collect debts.

Overall, China’s enterprise bankruptcy regime was not well implemented before 2006.

3.4. Corporate Reorganization after the EBL 1986

As noted above, the EBL 1986 was designed to be a law for liquidation as well as for
reorganization of enterprises. The reorganization procedure of the EBL 1986, however, was

100

rarely used in practice;™ this was mainly because of the flaws in its complicated application

process.

In fact, the application process of the reorganization procedure of the EBL 1986 was
somewhat contradictory. Under Article 17 of the EBL 1986, a reorganization procedure had
to be requested by the government agency that supervised the debtor SOE after a liquidation
procedure had been filed by creditors. In practice, however, without government permission,
it was impossible for a liquidation procedure to be entered in the first place. It, therefore,
seemed to be paradoxical for a government agency to, firstly, agree with a creditor to
liquidate the debtor in court and, later, to ask the court to convert liquidation into
reorganization. If the government agency intended to restructure the debtor SOE, it did not
need to use this superficially complicated route; instead, it could directly restructure the
debtor enterprise by itself outside the court. This strange route to a formal reorganization
procedure might, as a result, be one of the main factors that stifled the use of the rescue
regime under the EBL 1986.

Similar to the reorganization procedure in the EBL 1986, a corporate rehabilitation
process for non-state-owned enterprises was made available in Chapter 19 of China’s Civil

Procedure Law 1991. But, as noted above, it was quite difficult for these enterprise

% See Zhang and Booth (n 78) 11.
1% Weiguo Wang, ‘Adopting Corporate Rescue Regimes in China, A Comparative Survey’ (1998) 9
Australian Journal of Corporate Law 234, 238.
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liquidation applications to be accepted by courts at the first stage, let alone to be converted

into the bankruptcy reorganization procedure at a later stage.'®*

It is not an exaggeration to say that both reorganization procedures under the EBL 1986

and China’s Civil Procedure Law 1991 remained a dead letter on the statute book.

The absence of formal bankruptcy reorganization, however, did not mean that there were
no informal ones, especially given a huge number of troubled SOEs in China. In fact, outside
courts, Chinese government efforts to restructure and reorganise money-losing SOEs have

never stopped after the enactment of the EBL 1986.

In 1996, for example, the Chinese central government campaigned to reorganize some
loss-making SOEs by merging them with financially healthy SOEs.'® Prof. Li said that in
1996 a total of 1,192 troubled SOEs were merged with their healthy fellows in China’s fifty-
six central-government-designated experimental cities, and in 1997 this number increased to

1509.1% But such a campaign faced immediate resistance from SOEs.

One study reveals that this campaign was opposed by both the host and the merged, and
that it was complaint that government-initiated mergers were like forced marriages, because,
on the one hand, the government paid little attention to each side’s willingness to join
together; on the other hand, the commercial feasibility of mergers was always overridden by
the government’s own political agenda.'® In some instances, the merger led to the collapse of

two SOEs, because both sides were unhappy with the marriage.'

Given this resistance, China’s central government stopped the merger campaign after
1997, and soon after the central government’s policy changed to ‘supporting the large SOEs

and letting go the small ones’, according to which most of the small and uneconomic SOEs

101 The lack of government institutions’ support makes courts be very cautious in accepting bankruptcy
filings in China. See further Zhang and Booth (n 78) 10.

192 See further the China Economy and Trade Commission and the People’s Bank of China, ‘Issues of
SOEs Merger and Bankruptcy’ (Beijing, 25 July 1996, in Chinese), see also Wang (n 100) 240.

193§ (n77) 1.

104 Sheng Wang, ‘Hindrance of Merger and Restructuring of State-owned Enterprises’ (2000) 4 Fujian
Theoretical Review (in Chinese) 10, 11. See also Mei Bai, ‘Problems and Solutions in Enterprises’ Merger’
(1999)1 Review of Global Economy (in Chinese) 53.

105 Wang ibid.
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were to be declared bankruptcy, sold, shutdown, or privatized, whilst large and strategic

SOEs were further subsidised and became stronger.**®

As noted above, many troubled SOEs were actually reorganized by the government
without using the formal rescue law under the EBL 1986;"° however, troubled private
companies sometimes had to resort to the informal rescue mechanism under the contract law

108
l,

to seek survival,” which might be very difficult in practise.

After the EBL 1986, China experienced the dramatic move from centrally-planned to a
market-based economy, as well as remarkable economic growth. These changes required the
introduction of a modern corporate bankruptcy law. This eventually led to the promulgation
of the Enterprise Bankruptcy Law 2006 (the EBL 2006).

4. CHINA’S ENTERPRISE BANKRUPTCY LAW OF 2006

As early as 1993, voices were heard requesting the amendment of the EBL 1986, but
the pressure to modernise the bankruptcy law probably emanated mostly from rapid changes

of China’s economy in recent decades.

4.1. Economic Growth after the EBL 1986

After 1986, China made substantial progress in its economy. Both its economic structure

and its status in the global market were reshaped.

First, the state owned sector in China’s economy shrank considerably after the EBL 1986.
From 1980 to 1996, for example, the share of industrial output from SOEs in China fell from
80.2 to 43.2 per cent, being almost halved.''® After that, the reduction in the state sector

106 gee generally at Yuanzheng Cao, Yinyi Qian and Barry R Weingast, ‘From Federalism, Chinese Style
to Privatization, Chinese Style” (1999) 7 Economics of Transition 103.

197 For example, in 2002, Zhenbaiwen, a state-controlled company, was rescued without invoking the
rescue law. See Changyin Han and Wei Kang, ‘The Restructuring of Zhenbaiwen: From the Perspective of
Bankruptcy Law’ (2002) 42 Journal of Henan University (Social Science) (in Chinese) 76.

198 The P R China promulgated its first contract law on 15 March 1999.

199 Cao (n 72) 16.

110 See Gary H Jefferson and others, ‘Ownership, Productivity Change, and Financial Performance in
Chinese Industry’ (2000) 28 Journal of Comparative Economics 786, 788.
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continued. According to the OECD, from 1998 to 2003, the registered share of state
ownership in China’s industrial firms declined from 37.3 to 13.8 per cent.!** Moreover,
nationwide SOE reforms were almost finished by 2000: this was because, as noted above,
nearly all unwanted and loss-making SOEs had been closed down or sold.** In other words,
concerns over potential massive unemployment caused by bankrupting SOEs were no longer

relevant.

Second, in recent decades, there was a burgeoning private sector in China. One report
has shown that in 2003 the private sector, perhaps for the first time, contributed 52.3 per cent
of China’s national industrial added value, exceeding the state-owned sector.’*® With the
emergence of a strong private sector, China’s economy at large grew at a striking speed after
1986. China’s annual gross domestic product (GDP) rose to $10,129 billion in 2010 from
$4,157 billion in 2003; China maintained its annual economic growth rate at around ten per
cent for nearly a decade.”* As noted above, in 2010, overtaking Japan, China became the

second largest economy in the world.**

Third, after 1986, China increasingly became a global player in the international
business community. This was marked by China’s accession to the WTO in 2001.M° Three
years later, China’s international trade jumped to $53.51billion a year, emerging as the third
biggest trader worldwide.'” In 2006, there were 450 of the World’s Fortune 500 companies
which directly invested in China.'*®

1 See Sean Dougherty and Richard Herd, ‘Fast-Falling Barriers and Growing Concentration: The
Emergence of a Private Economy in China’ (OECD, Economics Department Working Papers, No. 471. 16
December 2005) 9.

112 shuguang Li, ‘Several Critical Problems in Amending Enterprise Bankruptcy Law’ (2002) 20 Journal
of Chiﬂ? University of Political Science and Law (in Chinese) 7, 8.

Ibid.

14 The OECD, ‘Country Statistical Profile: China 2011-2012’ (OECD, 18 January 2012)
<http://www.oecd-ilibrary.org/economics/country-statistical-profile-china_csp-chn-table-en> accessed 19 July
2012.

5 David Barboza, ‘China Passes Japan as Second-Largest Economy’ The New York Times (New York, 16
August 2010) B1.

118 The World Trade Organization, ‘Accession of the People’s Republic of China’ (WT/L/432, 10
November 2001) 1.

17 gee Dorothy Guerero, ‘China, the WTO and Globalization: Looking beyond Growth Figures’ Focus on
the Global South (6 February 2006) <http://yaleglobal.yale.edu/content/china-wto-and-globalization-looking-
beyond-growth-figures>accessed 20 July 2012.

8 The US-China Business Council, ‘Foreign Investment in China’ (February 2007)
<https://www.uschina.org/info/forecast/2007/foreign-investment.html> accessed 20 July 2012.
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These economic changes apparently required a revamp of China’s bankruptcy laws. ™

During the same period, pressures from outside China also increased, and this might have
played an even greater role in persuading China to enact a bankruptcy law that could reflect
basic internationally-recognized bankruptcy principles. Partly because China did not have an
effective corporate bankruptcy system, the European Union and the US refused to recognise

6,120

China’s market economy status before 200 which might have substantially disadvantaged

China in the global market.

Thus, the combination of domestic needs and external pressures led to the enactment of
the EBL 2006.

4.2. Preparing the EBL 2006

On 18 September 1993, a national conference on bankruptcy was held in Beijing, and a
proposal to amend the bankruptcy law was raised by Mr Cao Siyuan, the architect of the EBL
1986."%* Perhaps triggered by Mr Cao’s motion, China formally started, through the Financial
and Economic Committee of China’s People’s Congress, to update its bankruptcy law from

March 1994.1%2

In March 1995, a meeting of bankruptcy law drafters was held in Chengdu, Sichuan
Province, China, and Chapter 11 of the US Bankruptcy Code 1978, the iconic rescue regime,
was formally introduced and discussed in the meeting. Bearing in mind the merits of Chapter
11, the drafters added a chapter on corporate reorganization in the bankruptcy law.'?® In fact,
back in early 1993, a bespoke article discussing the virtues and vices of the US Chapter 11
appeared in a leading Chinese academic journal that might have influenced the law-makers to

develop a rescue-friendly bankruptcy law in China.**

19 Qee generally the World Bank, ‘Principles and Guidelines for Effective Insolvency and Creditor Rights
Systems’ (April 2001) 25.

120 See Kimberlya Tracey, ‘Non-Market Economy Methodology under US Anti-Dumping Laws: a
Protectionists Shield from Chinese Competition” (2006) 15 Currents: International Trade Law Journal 81.

121 Cao (n 72) 16.

122 Han (n 14) 3. See also Roman Tomasic and Margaret Wang, ‘Reforming China’s Corporate
Bankruptcy Laws’ (2005) 18 Australian Journal of Corporate Law 220.

123 Wang (n 100) 240.

124 Phillip Boer and Yu Tan (tr), ‘An Analysis of Chapter 11 of American Bankruptcy Code 1978’
(1993) 30 Peking University Law Journal (in Chinese) 59.
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The drafting process was progressed as planned. In September 1995, the final version of
the draft was submitted for deliberation to China’s People’s Congress Standing Committee,
the top legislative voting vehicle of the Congress.’* However, this draft was unexpectedly
shelved by the Committee without explanation.*?® The Congress was probably concerned
about the social consequences of bankrupting SOEs, because, as discussed above, at that time,

nearly all SOEs were technically insolvent.*?’

Three years later, in 1998, the bankruptcy law amendment was resumed?®

presumably
because, at the time, China was in intense negotiations with other WTO members concerning
its potential membership of the Organization; an effective bankruptcy law system was
definitely seen as a sign of China’s commitment to be a competent contender.’* On 26
November 1999, a leading Chinese bankruptcy scholar, Prof. Wang Weiguo, who was a key

130 to

member of China’s new bankruptcy law drafting team, was even invited to give a lecture
China’s Politburo, the top policy-making body in China’s ruling Communist Party. The
merits of corporate bankruptcy reorganization regimes abroad were introduced and
recommended. The then President Jiang Zeming who chaired the lecture also expressed his
interests in having a corporate reorganization law in China.** Support for introducing a

rescue-oriented bankruptcy law was high; however, this was easier said than done.

The major difficulty in reforming China’s bankruptcy law during this period was how to
deal with the bankruptcy of troubled SOEs, and the progress on drafting a new bankruptcy
law was stalled by disagreements among academics as well as among top political leaders
after 1998. Among academics who joined the drafting team, the disagreement focused on

whether the SOEs should be subject to the new bankruptcy law or whether there should be a

125 Han (n 14) 3.

2% Ipid.

127 See Jingxia Shi, ‘Bankruptcy Law Reform in China’ (The Second Forum for Asian Insolvency Reform,
Bangkok, Thailand, 16-17 December 2006) 2, see also Yaobing Yan, ‘Incubated for Ten Years, a New
Bankruptcy Will be Passed in the Congress Soon’ (2004) 42 China Economy Weekly (in Chinese)
<http:1/£¥vww.people.com.cn/G B/paper1631/13317/1193978.html> accessed 20 July 2012.

Shi ibid.

129 Haiyun Deng, ‘For WTO Accession, China Is Expediting the Reform of Commercial Laws’
Guangming Daily (Beijing, 20 January 2000, in Chinese) <http://news.sina.com.cn/china/2000-1-20/54629.html>
accessed 21 July 2012. See also Mathieu Remond, ‘The EU’s Refusal to Grant China ‘Market Economy Status’
(MES)’ (2007) 5 Asian Europe Journal 345.

130 The text of the lecture was later circulated nationwide in China. See Weiguo Wang, ‘Enhancing the
SOEs Reform in a Way of Rule of Law (Beijing, 26 November 1999, in Chinese) <http://www.china-
review.com/sao.asp?id=5061> accessed 21 July 2012.

131 See Weiguo Wang, ‘The Objectives of Drafting the New Enterprise Bankruptcy Law’ (2002) 20
Journal of China University of Political Science and Law (in Chinese) 14, 16.
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separate bankruptcy statute exclusively made for SOEs, given some distinct problems faced
by most SOEs.* Whereas, in political circles, the then Chairman of the People’s Congress
insisted that employees’ claims in SOE bankruptcy should take priority over those of secured
creditors; however, the Premier gave more consideration to banks, the principal secured

creditors.™ These elites could not persuade each other; so the standstill arose after 1999.

In January 2001, a draft bankruptcy law entitled ‘P. R. China Enterprise Bankruptcy and
Reorganization Law’ emerged and was submitted for consideration to the People’s Congress
Financial and Economic Committee.’®* There was no publicly available information as to
what has been fiercely debated behind the scenes, but one point was certain - the 2001 reform

effort failed once again.

In August 2003, the People’s Congress Financial and Economic Committee formed a
new bankruptcy law drafting team,*® and perhaps because of external pressures or lobbying
that will be discussed later, the process of updating the bankruptcy law accelerated. On 21
June 2004, a formal draft of the bankruptcy law was finalized by the Congress Financial and
Economic Committee and was sent to the Congress Standing Committee for deliberation.*
Surprisingly, it took over two years for the Standing Committee to examine the draft in three
focused meetings.**’ In the interim, a major OECD-State Council co-sponsored insolvency
conference was held in Beijing in April 2006 and this might expedite the momentum for
reform.*® The wait was finally over on 17 August 2006 when the bill was passed in the

Congress.™*®

132 ghij (n 127) 2.

133 Carruthers and Halliday (n 10) 568.

3% Wu (n 98) 240.

135 Zhijie Jia, ‘Explanation of the Draft of Enterprise Bankruptcy Law’ (2006) 7 Gazette of China
Congress Standing Committee (in Chinese) 575.
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37 Zhongxi Qi, ‘The Draft of Bankruptcy Law Delineates Approaches to Financial Institutions’ Failure’
Xinhua News (Beijing, 22 August 2006, in Chinese) <http://news.sina.com.cn/c/l1/2006-08-
22/181910797587.shtml> accessed 21 July 2012.

138 The OECD, ‘5™ Forum for Asian Insolvency Reform (FAIR), Beijing, China, 27-28 April 2006’
<http://www.oecd.org/corporate/ca/corporategovernanceprinciples/5thforumforasianinsolvencyreformfairbeijing
china27-28april2006.htm> accessed 6 December 2013.

139 The preface of the EBL 2006.
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In total, it took twelve years to make the EBL 2006.**° During this long process, pressure
or influence from outside China probably played a significant role in urging China to enact a

modern bankruptcy law as so to enhance its market economy and protect investors.

4.3. International Influence

As for the international influence on the creation of the EBL 2006, it seems to have been
a two-way process; from inside China, its willingness (mainly in the form of academic
debate'*) to assimilate so-called international ‘best practice’ of corporate insolvency norms
was strong; from outside China, many international institutions were proactive in consulting
or even pressuring China to advance its bankruptcy law reforms more quickly. This section

describes the efforts made by international bodies that helped to enact the EBL 2006.
A. Forum on Asian Insolvency Reform (FAIR)

From 1999, to foster insolvency law reform in Asia, the Organization for Economic Co-
operation and Development (OECD) has been organizing a series of international
conferences entitled ‘Forum on Asian Insolvency Reform (FAIR)’ in collaboration with the
Asia-Pacific Economic Co-operation Forum (APEC) and the Asian Development Bank
(ADB).'? At the time of writing, seven meetings of the FAIR have taken place (Indonesia in
2001, Thailand in 2002, Korea in 2003, India in 2004, China in 2006, Thailand in 2009; and
Manila in 2013) in addition to the initial conference held in Sydney in 1999.** FAIR was of
importance in introducing some international bankruptcy principles to China’s law-makers.'*
A prominent Chinese bankruptcy law expert, Prof. Wang Weiguo, was a frequent meeting

participant of FAIR, acting as a bridge between China and the western world.**

Under the umbrella of FAIR, the ADB also made efforts to persuade China to embrace a

world class and workable bankruptcy regime.**® In particular, the ADB hired an eminent

140 gee generally Booth (n 16)

141 See generally Han (n 14) 6, Wang (n 131) 14 and see also Wang (n 100) 234.

12 <Insolvency in Asia - Forum on Asian Insolvency Reform (FAIR)’ OECD
<http:ﬁngw.oecd.org/document/34/0,3746,en_2649_34813_2383970_1_1_1_1,00.htm|> accessed 22 July 2012,

Ibid.

144 See Tomasic (n 11) 261.

145 See Carruthers and Halliday (n 10) 546.

146 Tomasic (n 11) 265.
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Australian lawyer, the late Mr Ron Harmer, the architect of Australia Bankruptcy law
reforms,**” and another reputable insolvency expert, Mr John Lees from Hong Kong, to

provide China-specific advice.'*

The impact of FAIR on China’s bankruptcy law making, however, could not be
overestimated. For instance, the ADB, the major collaborator of FAIR in Asia, liaised with
China’s National Development and Reform Commission, a ministry of China’s central
government, which was not exactly the body responsible of drafting the new bankruptcy

law.'*® Therefore, it might only have indirect influence on the real law makers.

In addition, it appears that the ADB’s enthusiasm to enhance China’s bankruptcy law
reforms might not have been seriously appreciated by China. Back in 1996, the ADB was
requested by China’s central government to give advice on its bankruptcy law reform, and as
a result, a special report was prepared and was delivered by the ADB to China’s side in a
timely manner. The report made many recommendations, including, among others, the
creation of a corporate rescue regime and the establishment of a body of insolvency
practitioners. Five years later, surprisingly, when the ADB reminded China about some
advice made in the report, the latter replied that the report had been physically lost, and more
embarrassingly that that report had never been circulated to China’s bankruptcy law

drafters.*>°

Like the ADB, the OECD also had its own Chinese partner, the Development Research
Centre of the State Council, when it organized the 5™ meeting of FAIR in Beijing in 2006,
and again this Centre was not the direct law drafting body. Thus, probably the only effects of
FAIR were enriching academic debates in China. By contrast, GTZ, a German aid agency,

contracted by the German Federal Government, might have had a more direct influence, as it

7 See generally Kent William Yamanaka Anderson, ‘Comparative Approaches to Continuing Legislative
Reform: Considering Insolvency Law Reform in Japan and Several Common Law Countries’ (Law in Asia and
the Near Future Conference, Australian National University College of Law, November 2001) 3.

148 Carruthers and Halliday (n 10) 562.

9 Ibid 564.

130 Terence C Halliday and Bruce G Carruthers, ‘Foiling the Financial Hegemons: Limits to the
Globalization of Corporate Insolvency Regimes in Indonesia, Korea and China’ in Christoph Antons and
Volkmar Gessner (eds) Globalisation and Resistance: Law Reform in Asia since the Crisis (Hart 2007) 282-3.

151 <5™ Forum for Asian Insolvency Reform (FAIR), Beijing, China, 27-28 April 2006 OECD
<http://www.oecd.org/document/63/0,3746,en_2649 34813 38141887_1 1 1 1,00.html> accessed 22 July
2012.
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established a partnership with China’s People’s Congress Financial and Economic Committee

that was responsible for drafting the new bankruptcy law.**
B. German GTZ

Unlike other international institutions, GTZ had a long history of involvement in China,
obtaining much insight into China’s political system and the subtle cultural differences that

could not be learned by others in the short term.**®

In order to push forward China’s bankruptcy law reform, GTZ hosted several ad hoc
conferences in China before 2006 wherein many internationally-recognized insolvency
scholars were invited and exchanged their expertise and understanding with their Chinese

counterparts.™*

More importantly, many of the members of China bankruptcy law drafting
team were invited to these conferences and were even funded by GTZ to have study tours to
Germany and other developed countries where they were shown how the corporate

insolvency system operated abroad.*

To make the most of these conferences, GTZ collected and edited some useful proposals
made by international experts, which might be of practical value and politically appropriate to
China’s bankruptcy law reform, and submitted them directly to China’s People’s Congress
Financial and Economic Committee which was responsible for drafting the bankruptcy law
bill. The responses from China’s side were said to be very positive.">® Not surprisingly, as a
result, there was clear evidence of German bankruptcy law principles transplanted into the
EBL 2006; for example, the administrator-supervised debtor-in-possession in the EBL 2006
was simply duplicated from German bankruptcy law without any modification.**’

Apart from the OECD, the ADB and GTZ, other international organizations were also
involved in the making of the EBL 2006.

152 See further at GTZ, ‘GTZ Legal Advisory Service Newsletter’ (Edition 1/2006)
<http://lawprofessors.typepad.com/china_law_prof_blog/files/newsletter 12006en.pdf> accessed 23 July 2012.

153 Carruthers and Halliday (n 10) 567.

> bid 565.

1% See generally GTZ (n 152).

156 Carruthers and Halliday (n 10) 566.
157 See generally Manfred Balz, 'Market Conformity of Insolvency Proceedings: Policy Issues of the
German Insolvency Law' (1997-1998) 23 Brooklyn Journal of International Law167, 175.
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C. The World Bank

As early as 2000, the World Bank conducted a national study of SOE bankruptcy in
China; this was done to advise China on bankruptcy law reform issues and was published as
‘Bankruptcy of State Enterprises in China: A Case and Agenda for Reforming the Insolvency
System’.*® In this report, the World Bank urged China to, inter alia, amend its bankruptcy
laws, nurture a profession of insolvency practitioners and train judges with bankruptcy
knowledge. **° This report, however, was quietly buried by China and never came to the

notice of China’s mainstream bankruptcy scholars, let alone the bankruptcy law draftsmen.'®

Although the Bank was later active in offering prompt feedback concerning a draft of

162

China’s bankruptcy law*® and participating in the FAIR Beijing meeting,'* it did not have a

strong influence on the text of the EBL 2006.%%

In addition, the contribution from the representatives of the United Nations Commission
on International Trade Law (UNCITRAL)™* and the American Bar Foundation®® should not
be forgotten, as all of them suggested many global insolvency norms for the EBL 2006.
Overall, many global bankruptcy principles were adopted in the EBL 2006°® mainly because

of advice from the above international institutions in China.

158 An abridged Chinese version of the report was published by a local journal in China, and see further the
World Bank, ‘An Analysis of China SOEs Bankruptcy: the Necessity and Instruments of Reforming China’s
Bankruptcy Regime (2001) 2 Comparative Economic and Social Systems (in Chinese) 60.

15 peter Nolan, Evaluation of the World Bank’s Contribution to Chinese Enterprise Reform (the World
Bank 2005) 4.

180 After searching Chinese literature concerning the making of the EBL 2006, it was found that the World
Bank’s 2000 Report had never been mentioned by the leading Chinese bankruptcy scholars. See generally
Shuguang Li, ‘The Effects of New Enterprise Bankruptcy Law 2006 Journal of East China University of
Political Science and Law (in Chinese) 110.

181 Halliday and Carruthers (n 149) 284.

162 See Vijay Srinivas Tata, ‘The Case for a Strong Regulatory Framework: the World Bank Principles in
Asia’ (Forum on Asian Insolvency Reform V, Beijing China, 27-28 April 2006).

193 Halliday and Carruthers (n 149) 284.

164 See United Nations Commission on International Trade Law, ‘Legislative Guide on Insolvency Law’
<http://www.uncitral.org/pdf/english/texts/insolven/05-80722_Ebook.pdf> accessed 6 December 2013. See also
Jenny Clift, ‘'UNCITRAL Legislative Guide on Insolvency Law’ (Forum on Asian Insolvency Reform 2006,
Beijing China, 27-8 April 2006).

1% See Terence Halliday, ‘Lawmaking and Institution Building in Asian Insolvency Systems’ (Forum on
Asian Insolvency Reform 2006, Beijing, China, 27-8 April 2006).

166 See Falke (n 97).
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4.4. Key Features of the Rescue-Oriented EBL 2006

The EBL 2006 has twelve chapters comprising 136 articles. Unlike the EBL 1986, the
new law applies to all types of enterprises.'® It has three main corporate bankruptcy
procedures: Chapter 8 deals with bankruptcy reorganization, Chapter 9 covers bankruptcy
compromise and Chapter 10 governs bankruptcy liquidation.'®® This sequence might also

rather reflect the lawmakers’ intention to promote or encourage corporate reorganization.169
A. Broad Entry

The most striking characteristic of the EBL 2006 would be that it is rescue-oriented. To
make the rescue procedure widely accessible, the EBL 2006 provides a broad entrance route

for companies seeking rescue relief.

First, a corporate rescue candidate is broadly defined. Article 2 of the EBL 2006
stipulates that a company may be liquidated if it is bankrupt; however, it can also be
reorganized. This suggests that the EBL 2006 does not set up any preconditions for a
company to seek reorganization. Perhaps the rescue procedure is intended to be open to all

bankrupt companies.

In June 2004, reporting to China’s People’s Congress Standing Committee, the deputy
director of the People’s Congress Financial and Economic Committee, Mr Jia Zhijie, stated
that the reorganization procedure in the bankruptcy bill was designed for distressed
companies that have a reasonable prospect of survival.!”® But his explanation was still
somewhat subjective and elusive, because there were not specific benchmarks that could be
used to make a judgement regarding suitable candidates for corporate reorganization.

Perhaps, China’s People’s Congress intentionally left the notion of corporate
reorganization candidacy open so as to reduce the threshold and to widen the point of rescue

entry.

187 Article 2 of the EBL 2006.
188 The EBL 2006.

169 Zou (n 17) 51.

170 jia (n 135) 576.
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Second, to make the corporate rescue regime more accessible, the EBL 2006 encourages
a wide range of parties to file for reorganization. Unlike under the EBL 1986, whereby the
formal reorganization process could only be requested by the government, the reorganization
procedure under the EBL 2006 could be directly filed by both debtor and creditor.*™
Furthermore, to promote the use of rescue, where there is a corporate liquidation procedure
already filed by creditors, the EBL 2006 stipulates that the debtor can request the court to
convert the liquidation into reorganization procedure, and shareholders holding more than ten
per cent of the company’s equity are also entitled to make such an application.'” A

reorganization procedure, thus, could be initiated by a wide range of interested parties.

Third, bankruptcy tests can be relaxed if a company voluntarily files for reorganization.
The EBL 2006 stipulates that a company that is bankrupt or is likely to be bankrupt could file
for reorganization;'’® this suggests that the company does not need to be bankrupt when it
files for reorganization.'” The exemption from bankruptcy might be one of the most striking
elements of the EBL 2006, because it may considerably boost the attractiveness of the

corporate rescue regime.

As for the first research question in this thesis concerning whether the rescue procedure
will be frequently used, this seems to be promising, because the EBL 2006 sends a clear

message that the law seeks to promote more corporate rescues.
B. Two Choices of Control

Under the EBL 2006, whether a reorganization, compromise or liquidation is chosen, a
debtor will be immediately replaced by a court-appointed administrator at the time when the
bankruptcy procedure is entered, and the company will be managed by the administrator

175

thereafter.””> Therefore, in general, the default control model in China’s formal corporate

rescue procedure can be described as an ‘administrator-in-possession’ system.

Bearing in mind that the corporate reorganization procedure aims to rescue companies,

an alternative control model is exclusively made available for corporate reorganization.

71 Article 7 of the EBL 2006.

172 Article 70 of the EBL 2006.

173 Article 2 of the EBL 2006.

174 See generally Roy Goode, Principles of Corporate Insolvency Law (4" edn, Sweet & Maxwell 2011)
113.

'"® Article 13 of the EBL 2006.
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Under Article 73 of the EBL 2006, the debtor (the management) can regain control from the
administrator if the court agrees with the debtor to such a request. In the event that the debtor
retakes the company with the leave of the court, the administrator will withdraw as a monitor
overseeing the debtor-in-possession afterwards.

So, for China’s corporate reorganization regime, there are two types of control: an
administrator-in-possession system as the default control model and a debtor-in-possession
system under an administrator’s supervision. It should be noted that the latter is premised on
two conditions: first, there should be an ad hoc application made by the debtor intending to
recoup control, and, second, the application must be approved by the court. If there is no
application made by the debtor, or if the application is rejected by the court, the administrator

will continue to remain in charge.

Concerns are also raised as to whether a debtor-in-possession can be easily accessed by
debtors in practice, because the EBL 2006 does not specify the criteria that courts can apply
to assess whether control could be returned. This means that debtors will face uncertainty
about whether a debtor-in-possession would be really accessible. Moreover, in the case of a
debtor-in-possession, the EBL 2006 does not clarify supervision roles played by
administrators; without clear statutory boundaries between the debtor and the administrator, it

may cause friction that hampers rescues.

So, as to the second research question of this thesis regarding the control in China’s
corporate rescue regime, in theory, both the administrator-in-possession and the debtor-in-
possession models are available. What this thesis is to explore is the extent to which these

two models are used in practice.
C. Professionalism

Before the enactment of the EBL 2006, where there was a corporate bankruptcy, there
was always a local government organized liquidation committee that was appointed by the

court as the administrator to take over the company’s assets and to manage business

176

affairs;”"> it was very rare for professionals, such as lawyers and accountants, to be included

176 Article 24 of the EBL 1986 and Article 201 of the China Civil Procedure Law 1991.
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in these liquidation committees.’’”” So, in general, there was no real profession of insolvency

practitioners in China before 2006.

The EBL 2006, however, attempts to change the bankruptcy landscape by establishing
China’s insolvency practitioner profession.'”® A whole chapter of the EBL 2006 is dedicated
to qualifying and regulating insolvency practitioners.'”

But the problem here is that the EBL 2006 still preserves the option of appointing a local
government organized liquidation committee as the administrator in a corporate bankruptcy
procedure.*® In other words, courts may not choose qualified insolvency practitioners as
administrators, if they want a local government organized liquidation committees to be
involved. This may cast a shadow over the future development of insolvency practitioners in
China.

Parry and Zhang have argued that appointing a local government organized liquidation
committee as the administrator might only be used in the bankruptcy of SOEs, because the
bankruptcy of these companies would be more politically complex, and that, ideally, these

issues should be left to the government to resolve.*®

Nevertheless, the EBL 2006 still marks a turning point for China’s bankruptcy law and
indicates that China intends to establish a market-driven corporate insolvency system
whereby insolvency practitioners will play a significant role in improving the efficiency and

fairness of corporate bankruptcy.'®?
D. Flexibility in VValue Distribution

As is well known, there are two fundamental value distribution rules in corporate
bankruptcy: the pari passu and the absolute priority principles. These two principles are,
under Article 113 of the EBL 2006, clearly laid down in China’s corporate liquidation

procedure.

" Booth (n 16) 292.

178 i (n 112) 10. See also Ravi Bendapudi, ‘People’s Republic of China Bankruptcy Law’ (2008) 6 Santa
Clara Journal of International Law 205, 214.

1% Chapter 3 of the EBL 2006.

180 Article 24 of the EBL 2006.

181 Rebecca Parry and Haizheng Zhang, ‘China’s New Corporate Rescue Laws: Perspectives and
Principles’ (2008) 8 Journal of Corporate Law Studies 113, 130.

182 See Booth (n 16) 300.
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In corporate reorganization procedures, however, the EBL 2006 gives parties a great deal
of latitude as to whether to apply or deviate from these two principles. Under Articles 81 and
87, these two principles are treated as default rules rather than as mandatory principles, i.e.,
deviation from these two principles is allowed, provided that it occurs with the consent of
disadvantaged parties.’® In particular, deviating from absolute priority may pave the way for

inviting debtors to join rescues, and as a result this might make rescues more achievable.'®*

As for the third research question of this thesis concerning value distribution,
consideration will be given to the extent to which these two basic distribution rules are

applied in China’s new corporate rescues.
E. Court Confirmation

Similar to court confirmation in the US Chapter 11, a reorganization plan that has been
voted on under the EBL 2006 should also be sent to the court for confirmation. A
reorganization plan takes effect only after being confirmed. In general, there are two different

court confirmation procedures; these are the normal and cram-down confirmation procedures.

The normal procedure is used to confirm a reorganization plan that has been accepted by
all classes of impaired parties. Under Article 86 of the EBL 2006, if the plan has been
accepted by all classes of voters, the proponent of the plan can submit it to the court for
confirmation within ten days of voting; the court may then confirm the plan if it believes that
the plan comports with the EBL 2006.'% But, the main problem here is that Article 86 of the
EBL 2006 is vaguely worded, because it does not specify what requirements a plan must
meet to obtain confirmation. In other words, again, courts will find no specific requirements
to apply when assessing whether to approve a plan. This may bring uncertainties to both the

proponents of the plan as well as the court.

The cram-down confirmation procedure is designed for courts to confirm a
reorganization plan that fails to be accepted by one, or more than one, class of voters. Given
that cram-downs reflect strong state intervention, a set of clear requirements and tests are

enunciated in the EBL 2006 to ensure that they can be used correctly.

183 Article 81 of the EBL 2006.
18 Article 87 of the EBL 2006.
18 Article 88 of the EBL 2006.
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First, a renegotiation with objecting parties is required before a cram-down can be
requested. The EBL 2006 stipulates that, in the event that a reorganization plan fails to be
accepted by some classes of impaired parties, the proponent of the plan must open a new
round of negotiations with the objecting parties. This means that a failed plan cannot be
submitted for a cram-down consideration immediately.*® If the plan is still voted down by
even one of the classes of voters in the second round, or the objecting parties refuse to
renegotiate and to vote again, then the plan can be sent to the court to consider imposing a

cram-down.

Second, under Article 87 of the EBL 2006, the reorganization plan seeking a cram-down
must pass the creditor-best-interest test, according to which creditors must be paid no less
than they would be paid in a liquidation. But, the EBL 2006 seems to be more permissive,
Avrticle 87 adds an exception; this test can be satisfied if creditors agree to be paid less than
they would be paid in a liquidation. Put simply, the creditor-best-interest test is used as a
default rather than as a compulsory rule in China’s new corporate reorganization regime. It

appears to be excessively liberal.

Third, under Article 87 of the EBL 2006, the reorganization plan must pass the fair and
equitable test. It can be argued that this test means that the pari passu and the absolute
priority principles should be applied, unless disadvantaged parties agree with a departure
from these principles.

Fourth, the reorganization plan must pass the feasibility test. This test requires that a
reorganization plan seeking a cram-down should be feasible, i.e., that there is a real prospect

for the company to survive if the plan is confirmed.

The reorganization plan will be confirmed under a cram-down if the court believes that
all these requirements and tests are met; otherwise, the reorganization plan may be rejected,
and the reorganization procedure will be converted into a liquidation procedure — the
company will be liquidated. If confirmed, the reorganization plan will then be executed by

the debtor and the administrator is liable to monitor its implementation.*®’

18 Article 87 of the EBL 2006.
187 Articles 89 and 90 of the EBL 2006.
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Regarding how Chinese courts will confirm reorganization plans, this is what the fourth

research question of this thesis aims to investigate.

5. CONCLUSIONS

Although the trajectory of China’s bankruptcy law can be traced back to as early as 1906,
China’s early bankruptcy statutes were not quite consistent mainly because of China’s radical

social and political changes in the recent centuries.

China’s first bankruptcy law of 1906 remained in force for less than two years. The 1935
law was enacted and enforced at a time when China was deeply mired in civil war. The 1986
law was only made for SOEs, and more importantly it was exclusively used by the
government to liquidate loss-making SOEs; in other words, as noted, this law was not

intended to be a debt collection tool for creditors.

Before 2006, it seemed that the enforcement of China’s successive bankruptcy laws
remained very weak. It is even no exaggeration to say that, prior to the enactment of the EBL
2006, China did not have a well-functioning corporate bankruptcy system and its relevant
bankruptcy institutions were accordingly underdeveloped. Investors, especially creditors, had
little confidence in using the bankruptcy law. China, however, attempted to reform its
corporate bankruptcy system, and the EBL 2006 was something of a milestone for China

towards building a modern corporate bankruptcy regime to strengthen its market economy.

The EBL 2006 is China’s first modern bankruptcy law that is applicable to all enterprises,
but its main drawback would be that it does not regulate personal bankruptcy.'® This law
also benefited from China’s effective interaction with international institutions; as a result,
many internationally-recognized ‘best practice’ bankruptcy principles were absorbed into the
EBL 2006. The EBL 2006 was also China’s first rescue-oriented bankruptcy law into which
many pro-rescue mechanisms abroad were assimilated and in particular it drew upon many

pro-rescue mechanisms from Chapter 11 in the US.

188 See generally Shihu Wang and Gang Li, “Eligibility of Personal Bankruptcy in China’ (1999) 21
Modern Law Science (in Chinese) 38 (arguing that China needs a personal bankruptcy law to fill the gap).

70



With regard to this thesis’s first research question concerning the use of the new
corporate rescue procedure under the EBL 2006, a glance at the text of the EBL 2006
suggests that that there would be an increase in corporate reorganizations, because the EBL
2006 sets out many pro-rescue provisions to promote the use of the corporate reorganization
procedure as analysed above. In view of the weak enforcement of bankruptcy law in China
before 2006, however, it should be realistic because a fine formal corporate reorganization
regime should be based on an effective bankruptcy liquidation system. It will take time for
China to use the EBL 2006 to build a well-functioning liquidation system. So, it would be

overly optimistic to predict a proliferation of corporate reorganizations in China after 2006.

For the second research question concerning control in corporate reorganization, what
remains uncertain is the extent to which an administrator-in-possession or a debtor-in-
possession model will be used. Ideally, if a debtor-in-possession approach is more frequently
used, it may enhance the new rescue regime in China, because it will encourage debtors to

file an early rescue and will improve the feasibility of rescues.

With respect to the third question over value distribution in reorganization, in principle,
the EBL 2006 provides considerable flexibility to parties involved, as both the pari passu and
the absolute priority principles could be relaxed. In order to protect creditors, however, the
EBL 2006 sets up safeguarding limits: deviating from these two principles must be carried
out only with the agreement of disadvantaged parties. Moreover, much creditor protection is

embodied in reorganization plan confirmation procedures.

As to the last research question - court confirmation of reorganization plans, the normal
confirmation procedure of the EBL 2006 gives courts a great deal of leeway in confirming
reorganization plans that have been accepted by all classes of impaired parties; this is because
there are no specific requirements for courts to be bound when assessing these plans. In
contrast, in a cram-down confirmation procedure, a series of tests are made by the EBL 2006,

requiring courts to ensure that all these tests are passed before a cram-down is imposed.

In sum, the EBL 2006 has paved the way for a new corporate rescue regime to develop
in China. Given that this thesis aims to examine how the new corporate rescue law operates
in practice, the thesis will examine a body of data to evaluate its implementation. To better
understand the data collected, the next chapter will describe the methodology used in data

collection for this thesis.
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CHAPTER 4

METHODOLOGY

1. INTRODUCTION

In the previous chapter, the contextual background of China’s corporate bankruptcy
reorganization law has been investigated. The history suggests that there were many
inconsistencies in China’s bankruptcy law in the past. Before 2006, although there were three
bankruptcy statutes — the 1906, 1935 and 1986 bankruptcy laws, they were generally not well
enforced for various reasons. More importantly, the 1986 bankruptcy law - the EBL 1986,
was only occasionally used by the government to close down inefficient, bankrupt SOEs.
Nevertheless, before 2006, China did not have a well-functioning corporate bankruptcy
system, and this may have a negative effect on the implementation of the new corporate
bankruptcy rescue regime that is embedded in the EBL 2006.

The most striking piece of China’s bankruptcy law, however, would be its newly-enacted
EBL 2006 which embodies the contemporary corporate rescue culture, and, in particular,
includes many well-known international ‘best practices’ of the corporate rescue regime, such
as a debtor-in-possession system, the flexibility of absolute priority, inter alia. The EBL 2006
is rescue-oriented and creates a new legal framework for troubled companies to seek

rehabilitation in formal bankruptcy proceedings.

This thesis aims to investigate how China’s new corporate rescue law is enforced. In
order to answer this thesis’s four research questions, the relevant data were collected with a
view to painting a comprehensive picture of China’s corporate rescue law in action. This
chapter describes the methods used to collect these data. Describing these methods can also

help demonstrate the strengths and limitation of the data.
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In collecting the data, this thesis used both quantitative and qualitative methods.* For
example, to answer whether China’s new corporate rescue procedure is regularly used, the
quantitative method was adequate, as mathematically collecting the number of rescue cases is
sufficient to answer this question. Equally, to investigate why debtors are hesitant to file for
reorganization, a qualitative method (face-to-face interviews) were used so as to investigate
debtors’ concerns towards rescue procedures. To be sure, some research questions should be

answered by using a combination of quantitative and qualitative methods.

Collecting China’s corporate bankruptcy data was considerably difficult because of
China’s less developed statistical infrastructure. In the US and the UK, for example, some
basic national bankruptcy statistics are publicly available on relevant authorities’ websites;?
however, in China, there are few such official statistics. Perhaps, bankruptcy information is
still regarded as a negative phenomenon in the socialist economy, and therefore China’s

Communist Authorities have been unwilling to make it publicly known.?

For academic researchers, at present the only limited source of China’s national
bankruptcy statistics is the Siyuan Thinktank,* a Beijing-based private consulting firm
specialising in bankruptcy, which is led by an eminent bankruptcy expert, Cao Siyuan, who is
the architect of China’s EBL 1986.> But the Siyuan Thinktank can only provide the national
numbers on how many corporate bankruptcy cases are accepted in China each year; there are

no further detailed statistics, such as the annual national number of corporate reorganizations.

The data in this thesis regarding national corporate reorganizations was able to be
collected partly because there were relatively few corporate rescue cases in China that arose

after the EBL 2006; otherwise, it would be impracticable for this thesis to collect this data.

! See further at Keith F Punch, Introduction to Social Research: Quantitative and Qualitative Approaches
(2™ edn, Sage Publications 2005) 1.

2 In the US, the national statistics of bankruptcy information can be accessed from the Administrative
Office of US Courts at www.uscourts.gov, and the national number of firms could be reached at the US Census
Bureau at www.census.gov. In the UK, the England and Wales company statistics can be obtained from the
Company House at www.companieshouse.gov.uk, and the relevant insolvency figures can be accessed from the
Insolvency Service at www.insolvency.gov.uk.

¥ See generally ‘Bankruptcy in China, Silent Busts’ Economist (London, 9 Oct 2008)
<http://www.economist.com/node/12380989> accessed 20 October 2011.

* The China annual national number of bankruptcy cases can be accessed on its website at
http://www.caosy.com/view.asp?id=63 (accessed 20 August 2013).

% See further the legacy of Cao Siyuan at Terence Charles Halliday and Bruce G Carruthers, Bankrupt —
Global Lawmaking and Systemic Financial Crisis (Stanford University Press 2009) 253.
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The national number of corporate rescue cases would be closest to the real figure, because the
Zhejiang number of rescue cases surveyed in the national data collection in 2010 was later

verified as accurate by the Zhejiang case study that was undertaken for this research in 2012.

The data collection for this thesis took place at two stages: first, it surveyed the national
data on corporate rescues in China in late 2010, and, second, the data were collected in a
province, Zhejiang, in early 2012. The remainder of this chapter is, accordingly, arranged into
two parts: (i) Part 2 describes how the national corporate rescue data were collected, and (ii)
Part 3 explains the Zhejiang fieldwork which involved interviewing people who took part in

corporate reorganizations.

2. THE NATIONAL SURVEY®

Advised by my supervisor, Prof. Roman Tomasic,’ the national corporate rescue data
collection began in early December 2010 and was completed by the end of January 2011 at
Durham University, England. It took nearly two months to search and identify Chinese
corporate rescue cases. The data contained all corporate reorganization cases accepted by
Chinese courts between 1 June 2007 and 30 November 2010, or over a total of three-and-a-
half years.

It should be noted that this data only included reorganization cases accepted by courts
during the selected period. This meant that two other categories of cases were excluded: the
first was the cases that were filed but were rejected by courts, and the second were those that
were filed before 30 November 2010 but were still not accepted by courts by 30 November
2010, which was the deadline for this thesis’s national data collection. Article 10 of the EBL

2006 gives courts fifteen days to decide whether to accept or reject a corporate reorganization

® The format of the following two parts is cited from Robert Brewer, Your PhD Thesis: How to Plan, Draft,
Revise and Edit Your Thesis (Studymates 2007) 143.

" The data were used to present a paper examining the implementation of China’s corporate rescue regime
in INSOL 2011 Singapore Annual Conference. Later some of the data were published in Roman Tomasic and
Zinian Zhang, ‘From Global Convergence in China’s Enterprise Bankruptcy Law 2006 to Divergence in
Implementation’ (2012) 12 Journal of Corporate Law Studies 295.
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filing, so there is a gap between reorganization filing and acceptance.® All cases included in

this national data collection were filed and accepted during the aforementioned period.

In this part, the first section describes the content of the data. The second section outlines
the sources of the data. The third section explains the methods used to access the data. The

fourth presents the methods used in analysing the data.

2.1. The Content of the Data

The focus of the data collection was undertaken by reference to the four research
questions raised in the first chapter.

A. Corporate Rescue Entry

This section responds to the first research question regarding how frequently the
corporate rescue procedure is used in China. In order to build a fairly comprehensive picture
of corporate rescue in China, the following nine sub-aspects of the date were surveyed.

First, it was the annual national number of corporate reorganization cases. This number
was calculated by including all cases accepted by courts between 1 June 2007 and 30
November 2010. Specifically, the data contained the name of each individual company
entering into the formal corporate rescue procedure under the EBL 2006 as well as of the

name of each court that handled the rescue case.

To provide a better understanding of whether China’s new corporate rescue law was
widely used, apart from collecting the annual corporate reorganizations, the data also
expanded to cover three related figures: the annual numbers of companies that were on the
government company registration record, the annual dissolutions and corporate bankruptcy
cases. This was aimed to reach three comparison ratios: the company dissolution rate that was
a measure on how many companies were dissolved out of the all companies registered at the
beginning of each year, the company bankruptcy rate that was to identify the extent to which

dissolved companies used the corporate bankruptcy procedures to exit the market, and the

8 William J Woodward, Jr, <’Control’” in Reorganization Law and Practice in China and the United States:
an Essay on the Study of Contrast’ (2008) 22 Temple International & Comparative Law Journal 141, 144
(arguing Chinese court acceptance procedure may cause delay and inefficiency in corporate reorganization).
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company reorganization rate that was to measure how many companies in the bankruptcy
procedure chose the corporate reorganization procedure to seek rehabilitation. These rates

were expressed as percentages.

More importantly, to assess the use of corporate bankruptcy and reorganization
procedures in China, these three corresponding rates from the US, and England and Wales
were also searched and calculated so as to allow an international comparison to be made.
Such international comparisons would identify the potential gaps of China’s enforcement of

both bankruptcy and reorganization laws.

Second, given that the corporate rescue regime was of novelty in China, it would take
time for courts and businesses to become familiar with it, so the data examined whether there
was a pattern indicating that the new rescue procedure was increasingly being used over each
consecutive half year. For this purpose, all rescues cases were rearranged according to the
date at which they were formally accepted by courts. As the surveyed period was three-and-a-

half years, it was divided into seven half years for analytical convenience.

Third, given that China is a vast country with thirty-one provinces (including cities and
autonomous districts at provincial level, not counting Hong Kong and Macau), this thesis
surveyed the number of corporate rescue cases taking place in each province in order to
identify how well the corporate rescue law was used in different regions. Of course, the

regional gaps in economic development should be adequately borne in mind.

Fourth, the data shed light on the different levels of courts handling corporate
reorganization. Specifically, all rescue cases were categorized into three groups: cases
handled by courts at lower, intermediate and provincial supreme court levels. This was to
investigate the level of courts at which corporate reorganizations were more likely to be
accepted. China has a four-level court system: at the top is China’s Supreme People’s Court,
and three levels of local courts at province, prefecture and county levels respectively. China’s
Supreme People’s Court does not directly hear corporate bankruptcy cases, so all bankruptcy
cases are handled by courts at the three local levels.

Under Article 3 of the EBL 2006, corporate bankruptcy should be filed in the court
where the debtor company operates or is registered, but it is silent as to the level of the court
to which a bankruptcy petition can be lodged. In a 2002 judicial notice, China’s Supreme

People’s Court required that lower people’s courts at country level deal with the bankruptcy
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of companies that are registered by company registration authorities at county level, and
intermediate people’s courts at prefecture level handle those registered at higher levels and
provincial supreme people’s courts can choose to accept any corporate bankruptcy filings at
their own discretion. But in this judicial notice, China’s Supreme People’s Court also
indicated that jurisdiction regarding any individual case could be subject to the discretion of
local courts. This means that local courts have wide latitude in deciding which level of the

court to try an individual bankruptcy case.’

When the EBL 2006 was drafted, some foreign experts suggested that corporate
bankruptcy be dealt with by courts at intermediate level so as to avoid local protectionism
and to take advantage of the higher quality of judicial personnel available at this level, but
China’s law makers have not accepted such suggestion.'® Hence, it is necessary to examine

that in practice which level of courts were more likely to hear corporate reorganization.

Fifth, the data were collected regarding which parties filed for corporate reorganization.
This was to understand the extent to which the new rescue regime was preferred by, or more
accessible to, a certain group of interested parties, i.e., creditors or debtors. Under Article 70
of the EBL 2006, apart from debtors and creditors, shareholders holding more than ten per
cent of the company’s equity could also request the court to change a creditor-filed
liquidation procedure into a corporate reorganization one. So, a corporate rescue procedure

could be filed by three types of parties: debtors, creditors and shareholders.

Sixth, the data looked at the governmental connections of companies that entered the
rescue procedure. This was to investigate whether a well-connected company had more
chance to use the formal rescue procedure for rehabilitation. Similarly, the data also
examined whether a company in rescue was a listed company publicly traded on either the
Shanghai or Shenzhen Stock Exchanges; this was to find the potential favouritism, because

listed companies in China are often either state-owned or state-controlled.

Seventh, the data recorded frequently quoted reasons used by courts in rejecting

corporate rescue filings. But it should be noted that not many rejected filings were collected

% China’s Supreme People’s Court, ‘Several Issues of Enterprise Bankruptcies® (Beijing China, 18 July
2002, in Chinese) Article 1, 2.

19 Terence C Halliday, ‘Police Brief: The Making of China’s Corporate Bankruptcy Law’ (2007) Oxford
Series in Law, Justice and Society 1.
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by this thesis. Unlike accepting a corporate reorganization filing, the court is not liable to
advertise its decision if it rejects a filing. So, most of rejected filings were likely to be hidden
without being known Dby the public, especially given that this thesis accessed such
information mainly from the media reports. The data collection in this regard appeared to be
more difficult, because many courts refused to register the corporate reorganization filing in
the first place; therefore, it made the official rejection in the second place impossible.
Although several rejected filings collected by this thesis were limited in number, they still
could paint a picture as to what the court would react before a corporate reorganization filing
in the real world. Knowing these reasons could develop an understanding regarding the

difficulties faced by companies that sought to use the formal corporate rescue procedure.

Eighth, the data contained the success rate of corporate rescues in China. Admittedly,
the concept of ‘success’ is elusive. But, here it is specifically defined by looking at whether a
reorganization plan was confirmed by the court and was fully executed thereafter. The data
on this subject were incomplete, because at the time of data collection, some reorganization
cases were still in the process of preparing reorganization plans, and in some other rescues
the reorganization plans were in the process of execution. So, the data on this subject only
covered the cases whose reorganization plans had been executed and whose reorganization

attempts had been officially terminated.

Ninth, the data were collected on how many corporate reorganizations were filed too late.
This thesis defined a filing as being late if the company had ceased trading when the formal
rescue petition was lodged. Ceasing trading appeared in different forms, depending on
different industries. In the manufacturing industry, for example, the company ceased trading
because its assemble line was switched off and most of workers had to leave the company.
For the real estate industry, the company ceased trading if its construction project was
suspended because the company was unable to pay construction contractors. This thesis

identified ceasing trade by examining whether the media had reported so.

In sum, with regard to entries into the corporate rescue procedure in China, this thesis
collected the above data to demonstrate how well the rescue filing was handled by courts.

B. The Control during the Rescue

As for control in the rescue procedure, theoretically, it would be too complicated to

define ‘control’, because control is a multifaceted concept. For the sake of simplification, this
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thesis chose the following issues, which are in line with the academic concept of control, to

describe control in Chinese corporate rescues.

First, the data contained the administrator appointment in corporate rescues. As noted,
where a corporate rescue filing is accepted, the court will simultaneously appoint an
administrator to take control of the company’s properties and business affairs. It is
noteworthy that an administrator in China’s corporate bankruptcy law is not an individual,
but is an entity. More precisely, an administrator would be either a local government-
organized interim liquidation committee, a qualified law firm, a qualified accounting firm, or
a professional liquidating firm.'* Here, the data calculated the extent to which each of these
four kinds of candidates was appointed as the administrator in corporate rescues. These data

were summarised as percentages.

The administrator-appointment related data were also included. Under Article 22 of the
EBL 2006, a meeting of creditors is allowed to challenge the court’s appointment of the
administrator. Article 22 stipulates that a meeting of creditors can request the court to replace
an existing administrator if creditors can prove that the administrator could not discharge its
duties competently or even-handedly. Challenging court administrator appointments could be
a powerful lever for creditors to influence control in rescues, so the data collection was
expanded to investigate whether and how the administrator appointment was challenged by

creditors.

Second, under Article 73 of the EBL 2006, in a company reorganization procedure, the
debtor could regain control from the administrator if the court approves the debtor’s request.
This suggests that a debtor-in-possession is also available in China’s corporate rescue regime,
although it should be subject to the administrator’s supervision. In the case where such a
request is allowed by the court, in theory, the landscape of control will be radically changed.
So, this thesis collected the data on how many reorganization cases used the debtor-in-

possession. These data were also calculated as percentages.

Third, at the centre of control would be the right to propose the reorganization plan for
vote. So, the data were identifying who proposed the reorganization plan in these rescue cases.
Under Article 80 of the EBL 2006, it is the administrator who has the exclusive right to

1 Article 24 of the EBL 2006.
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propose a reorganization plan to a vote; however, in the case where control is returned to the
debtor, this right is accordingly transferred to the debtor. But, as is well known, the law as
written down does not always reflect the law in action. To examine the real nature of control
in rescues, this thesis’ data collection went a step further to look at whether there was

deviation from Article 80 in practice.

Finally, given that allocating control to a certain party also partly aims to improve the
efficiency of the rescue, the related data were also addressed. For the sake of simplification,
the efficiency of the reorganization procedure was judged by calculating the average time
spend on the rescue cases. The time spent on an individual reorganization case was counted
from the date when the court accepts the rescue filing to the date on which the court confirms

the reorganization plan. And the time on executing the reorganization plan was excluded.
C. Value Distribution
The data on value distribution specifically cast light on the following three aspects.

First, corporate reorganization is intended to preserve going concern value of a
financially-troubled company by avoiding a destructive liquidation. So, in the first place, the
relevant data were needed to check whether or to what extent the company’s going concern
value had been preserved. However, quantifying how much going concern value was
preserved was a very difficult task, because it was technically impossible to draw a clear line

between an individual company’s going concern and liquidation value.

In practice, an asset evaluator would be hired to appraise both going concern and
liquidation value of a company in the rescue process in China, but, the valuation was often
inaccurate. Especially when there was an auction, a huge difference would emerge between
the evaluated going concern value and the final bidding price. So, it would be considerably
superficial to use these two sets of figures generated from the valuator report to measure how

much going concern value has been preserved.

Instead, this thesis calculated the average creditor recovery rate in rescues, and then
compared it with its counterpart in liquidations. From the potential difference of creditor
recovery rates between reorganization and liquidation, it could be known whether the

corporate reorganization procedure had preserved going concern value of troubled companies.
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It is worth noting that, in nearly all existing corporate rescue cases in China, it was the
norm rather than the exception for secured and preferential creditors to be fully paid. So the
creditor recovery rate was only drawn from the recovery rate for unsecured creditors. When
making comparison, this thesis, accordingly, used the average recovery rate for unsecured

creditors in liquidations.

Second, the data sought to examine the application of the pari passu principle. In
particular, the data shed light on whether and to what extent the pari passu principles was
applied in distributing value of companies in reorganization. Under Article 87 of the EBL
2006, the pari passu principle is a default rather than mandatory rule. This means that
whether to apply this rule could be subject to negotiations of affected parties. Of course, in
the case where there is no agreement reached, this rule should automatically apply. Moreover,
the data also included for what purposes the deviation from the pari passu principle was

made in the rescue case.

Third, the data collection moved to examine the application of the absolute priority
principle in rescues. This principle is also a default rule under Article 87 of the EBL 2006.
This thesis investigated the extent to which this principle was applied and relaxed in
distributing value of companies in reorganization. But, more attention was paid to the data on
deviations from the absolute priority principle. Furthermore, as has investigated deviations
from the pari passu principle, the data went further and looked into what goals were pursued
in the case that deviations from the absolute priority principle took place.

D. Reorganization Plan Confirmation

A corporate reorganization procedure may reach its final stage when the reorganization
plan is submitted to the court for confirmation. The data contained how many reorganization
plans were confirmed by courts, and equally importantly, how many of them were dismissed.

Meanwhile, the efficiency of courts in confirming reorganization plans was also investigated.

Given that a cram-down may be used to confirm a reorganization plan under Article 87
of the EBL 2006, the data identified how many reorganization cases used the cram-down to
forcibly confirm the plans. As a corollary, the odds of each class of interest parties to be

forced by the cram-down was also examined and computed.
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In addition, under the EBL 2006, a cram-down cannot be imposed unless and until the
relevant statutory requirements and tests are met or passed. So, the data checked whether and

how these requirements and tests were met or passed when cram-downs were used.

2.2. Data Sources

Primarily, for this national survey, the bulk of the data were derived from newspaper
reports, and the rest of them were from other institutions which made their relevant

information publicly available. The major data sources are listed as follows.
A. Newspapers

Many corporate reorganizations in China were widely reported by Chinese newspapers.
These events draw media attention mainly for the following reasons. First, nearly all existing
rescue cases were to rehabilitate large companies. Given the social and economic impact of
rescuing a large company, it was not surprising that newspapers were interested in reporting
such an event. Second, more notably, large company rescues were often regarded as political
events, because many government agencies would, in most instances, be involved. Also, it
was not unusual for local senior politicians to directly participate in an individual corporate
rescue procedure. So, the state-controlled propaganda machine (mainly newspapers) was
deployed to publicize government efforts and achievements in managing the economy.?
Third, the corporate rescue regime was a new legal procedure in China; many news agencies
and even the general public were very curious about how this legal mechanism operated; and
this might also attract newspapers to report such cases. Perhaps for these three reasons, most
China’s corporate rescues received a considerable amount of press coverage. This made this

thesis’ data collection possible.

In general, reorganization of listed and non-listed companies seemed to attract press
attention somewhat differently. For listed company reorganization, given its impact upon
general public shareholders nationwide, it was mainly national newspapers investigating and

reporting these events. Most of these newspapers are Beijing-based and focus on reporting

12 Generally see Benjamin L Liebman, ‘Watchdog or Demagogue? The Media in the Chinese Legal
System’ (2005) 105 Columbia Law Review 1.
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commercial and judicial news. They included: Legal Daily (fa zhi ri bao) ,** China Stock
News (zhong guo zhen quan bao) , The People’s Court Daily (ren ming fa yuan bao) |,
Stock Daily (zhen quan shi bao) , Shanghai Securities Daily (shanghai zhen quan bao)
21* Century Economy News (21 shi ji jing ji bao dao) , Daily Economy News (mei ri jing ji
xin wen) , Stock Market Weekly (zhen quan shi chang zhou kan) , Caijing (cai jing) and

The First Economy Daily (di yi cai jing ri bao) .

By contrast, regarding reorganization of non-listed companies, because of their regional
economic importance, these cases were largely reported by local newspapers at city or
provincial level. For example, the reorganization of Jiangxi Xingzhen Pharmaceutical Co.
Ltd. was only reported by the local newspaper, Pingxiang Daily.** Compared with national
newspapers, local newspapers appeared to be less critical, and these news reports were also
less comprehensive. In particular, many key figures, which were likely to be treated by the
local government as politically embarrassing, were missing in the local newspaper reports.
For example, in the reorganization of Zhonghen Steel Co. Ltd. Sichuan, key figures in the
reorganization plan, including the recovery rate for unsecured creditors and whether there
was a cram-down, were not available in local newspaper reports. This exerted more

challenges to collecting the data.

All these newspapers had their online editions, which made the data collection possible
and more convenient. Among all newspapers, the People’s Court Daily deserves more
attention, because it was the main source of corporate reorganization information at national

level.
B. The People’s Court Daily

The People’s Court Daily is a newspaper in Chinese that was founded and is managed
by China’s Supreme People’s Court. It publishes seven days a week. According to a decree of

China’s Supreme People’s Court released in 2005, public notices of all Chinese courts must

13 Some newspapers have their English names; otherwise, their names are translated by the author. Any
conflict of translation should be subject to the original Chinese name shown in brackets.

! Jie Qian and Cuxuan Xu, ‘Jiangxi Xingzhen Pharmaceutical Co. Ltd. Restructured’ Pingxiang Daily
(Pingxiang Jiangxi China, 18 August 2009) (in Chinese) 1.

* Youbing Lan and Yuansong Chen, ‘The Success of the First Corporate Reorganization Case in Sichuan’
Mianyang Evening News (Mianyang Sichuan China, 11 January 2010) (in Chinese) A2.
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be advertised on the People’s Court Daily.*® Considering that the EBL 2006 requires the
court to give a public notice when accepting a corporate bankruptcy filing,*’ therefore, the
acceptance of all corporate reorganization filings in China can be found in the People’s Court
Daily.

By and large, information on corporate reorganization from the People’s Court Daily
was highly reliable and accurate. However, two main weaknesses here should be noted. The
first was that these public notices advertised on the People’s Court Daily only provided some
basic, procedural issues about rescues. Specifically, a public notice included: (1) the name of
the company and who files for reorganization; (2) the date when the filing is accepted; (3)
which entity is appointed as the administrator; and other information.*® But, as for substantive
information including, among other things, the size of debts involved and the creditor
recovery rate, these public notices revealed little. The second weakness was that some
historic public notices from the Daily had been deleted from its website when this thesis’s
data collection project started. The archives of these public notices could not be publicly
accessed. So, this made the data incomplete. In fact, many public notices originally published
on the Daily were from other secondary sources.

Apart from the newspapers, much information on listed company reorganization was

obtained from two officially designated websites.
C. Listed Company Information Disclosure

Many Chinese corporate rescue cases were reorganising listed companies which were
publicly traded on either the Shanghai or Shenzhen Stock Exchanges. As one of the
regulating requirements, listed companies are liable to disclose their important business
information to the public.'® Given the importance of entering corporate reorganization
procedures, listed companies had to disclose their information on corporate rescues. In China,
there are two official websites designated for listed companies to feed transparency to some

extent: the website of the Shanghai Stock Exchange at www.sse.com.cn and the Shenzhen

1% The Notice of Proclamation Compulsorily Published on People’s Court Daily issued by China People’s
Supreme Court on 21 January 2005.

" Article 14 of the EBL 2006.

'® Article 14 of the EBL 2006.

19 Article 30 of the Listed Company Information Disclosure Regulation issued by China’s Securities
Regulatory Commission on 30 January 2007.
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Stock Exchange at www.szse.cn. Therefore, a great deal of listed company reorganization

information was derived from these two websites.

It is also noteworthy that another website, www.cninfo.com.cn, established by one of the
Shenzhen Stock Exchange’s son companies, the Shenzhen Securities Information Co. Ltd.,
also offered comprehensive information on Shenzhen listed company reorganizations,
because much historical information that have been deleted on the website of www.szse.cn
could be found there. These two websites were complementary in providing the rescue

information on Shenzhen listed companies.
D. Professional Firms

Some data were obtained from professional firms’ websites. In most cases, these firms,
which were mainly accounting or law firms, were appointed as administrators to manage
rescue processes. In some instances, it was even the case that the professional firm as the
administrator officially used its website as a formal channel to disclose rescue-related
information probably because of its independence and technical capability. For instance, in
the reorganization of Jiangsu Hongjie Electronics Co. Ltd. in 2009, the administrator,
Jiangsu Xingrui Accounting Firm, used its website as the main window to feed the case’s
transparency: nearly all the critical rescue documents, including the reorganization plan and

the sheet of creditors’ claims, were made publicly available on its website.*°

In other instances, the relevant information appeared in the professional firms’ news
bulletins. These firms had the incentive to advertise their experience to appeal to prospective
clients. For example, without the news bulletin publicized on the website of Zhejiang
Xingyun Law Firm, it was impossible to know about the reorganization of Zhejiang

Xing 'an jiang Steel Co. Ltd. which was handled in Zhejiang in 2010.%

These websites, however, were not the primary data sources, as less than five cases were
found in this way. But, undoubtedly, they considerably enriched and enhanced this thesis’s

data collection.

2% The Administrator of Jiangsu Hongjie Electronics Co. Ltd, The Report to the Court and the Creditors’
Meeting (Changshu Jiangsu China, 8 March 2010) (in Chinese).

2! Zhejiang Xingyun Law Firm, An Analysis of Practical Issues of the Corporate Reorganization Case
(Hangzhou Zhejiang China, 27 September 2011) (in Chinese).
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E. China’s Insolvency Practitioners Association

Strictly speaking, China’s Insolvency Practitioners Association is still not a legally-
recognized entity in China as it has not officially registered in the government,? but has set
up its website, http://www.qgshyxh.com, gathering a great deal of court public notices on
corporate bankruptcy, including corporate reorganization. In fact, many public notices that
were originally advertised on the People’s Court Daily were derived from this Association’s

website, because they had been deleted from the People’s Court Daily website.
F. Individual Practitioners

Inevitably, the data collected through the internet were incomplete in both depth and
width, so some insolvency practitioners were then contacted for details. But in most cases
they declined to provide information by explaining that it was concerned about commercial
confidentiality, although only publicly available information circulated to creditors in
creditors’ meetings was requested. Fortunately, there were still several public-spirited

lawyers who replied quickly and provided the materials requested.

2.3. Ways of Collecting Data

The vast majority of the data were collected via the internet, and the rest was obtained by

using the telephone and email.
A. Using the Internet

The data collection for this thesis was made possible mainly because nearly all sources
had their online websites; hence, it was not very difficult to access relevant information. To
trawl the internet, the web search engine ‘Google’ was primarily used.”® At the same time,

given that most information appeared in Chinese, the web search engine in China ‘Baidu’

?2 In China, the Communist Party is vigilant regarding the establishment of civil societies, so it is rare for
such an association to be legally registered and recognized in China. See generally Peter Ho, ‘Greening without
Conflict? Environmentalism, NGOs and Civil Society in China (2001) 32 Development and Change 893-921.

% The function of web search engines can be briefly reviewed at Liwen Vaughan and Yanjun Zhang,
‘Equal Representation by Search Engines? A Comparison of Websites across Countries and Domains’ (2007) 12
Journal of Computer-Mediated Communication 888.
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was also used, and even, anecdotally, Baidu would be more effective than Google in

searching online materials in Chinese.?*

In order to gather as much information as possible, the keywords that were used to
search varied quite widely. These keywords included but were not limited to: corporate
bankruptcy (gong si po chan), corporate reorganization (gong si chong zhen), corporate
rescue (gong si zhen jiu), bankruptcy reorganization (po chan chong zhen), judicial
reorganization (si fa chong zhen), enterprise reorganization (qi ye chong zhen), and
reorganization (chong zhen), etc.

It should be noted that the above keywords were in Chinese not in English, as nearly all
information in this respect appeared in Chinese. Interestingly, many corporate reorganization
cases handled in Taiwan were also obtained, because Chinese is spoken and used in both
countries.” Given that this thesis exclusively focused on the mainland China, namely, the
People’s Republic of China, the rescue cases in Taiwan were used for reference purposes

rather than were included in the data collection.

There were two steps taken for each search. The first step was using the aforementioned
key words to identify individual companies entering the rescue procedure. The second step of
each search was to change the key words to the company’s name, including its official,
abbreviated and its acronym names if applicable. This led to more detailed company-specific

information.
All relevant webpages were recorded and stored in this thesis’s electronic portfolio.
B. Telephone

To a large extent, collecting the data by phone was a failure, as nearly all respondents
declined to provide information in this way. It was normal, given that there was no trust
established before. It is worth noting that some courts in China still could not be contacted by

phone, as in some areas phone numbers of law courts (and other governmental institutions)

2 See generally at Haiquan Long and others, ‘Evaluate and Compare Chinese Internet Search Engines
Based on Users’ Experience’ (2007 International Conference on Wireless Communications, Networking and
Mobile Computing, Shanghai, September 2007)
<http://ieeexplore.ieee.org/xpls/abs_all.jsp?arnumber=4341279&tag=1> accessed 4 June 2012.

% See the political relation between China and Taiwan generally at Lijun Shen, China and Taiwan: Cross-
Strait Relations under Chen Shui-Bian (Institute of Southeast Asian Studies 2002).
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were still treated as a kind of state secret, and the general public had no publicly available

access to these numbers.
C. Email

There were three cases collected by using email. A lawyer, Mr. Shen Tianfen, from
Hangzhou, Zhejiang Province, responded to an email request quickly, and days after all legal

documents of the three reorganization cases handled by him were obtained.

2.4. Data Reliability

It can be ensured that the data collected in this thesis were reliable. As noted, the vast
majority of the data were obtained from newspaper reports. Given that China’s newspapers
are state-owned and rigorously regulated, it is highly unlikely for the newspapers to fabricate
facts. Furthermore, the news of corporate reorganization was largely commercial in nature;
namely, it was not politically sensitive; therefore, it seemed unnecessary for the government
to manipulate such information.?® Moreover, it should be noted that most of the facts were

also double-checked through different newspaper sources for the sake of credibility.

Apart from newspaper reports, the majority of the data for listed company
reorganizations were obtained from two official information-disclosure websites. They were
trustworthy, because these information would have been verified several times by different

regulating authorities before being made public.

As for the data from the professional firms’ websites and individual practitioners, most

of the data appeared in photocopied original files; this produced great confidence.

In sum, there was little doubt about the reliability of the data. The main problem of the
data was its incompleteness. For example, perhaps due to local government pressures, in
some instances, the key information on the unsecured creditor recovery rate, especially when
it was very low, and on whether a cram-down was issued seemed to be intentionally

concealed in newspaper reports, since such information might be negative from a local

% Generally see Susan L Shirk, ‘Changing Media, Changing China’ in Susan L Shirk (ed), Changing
Media, Changing China (Oxford University Press 2011). Shirk found that in China commercial news would be
more reliable than political news from the general public point of view.
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government point of view. This caused some problems for the data collection, and the
comprehensiveness of the data was adversely affected. To address the incompleteness of the

data, in later chapters, the limits of the data in each particular aspect will be clarified.

2.5. Data Analysis

The statistical analysis was mainly used in order to generate a summary of corporate
rescue law implementation in China. In particular, two types of figures were extracted:
probabilities and trends. The probability figures aimed to ascertain the likelihood of certain
practices. For example, this thesis calculated the average unsecured creditor recovery rate in
rescues through averaging the unsecured creditor recovery rate in all individual rescue cases;
the average figure was useful to understand the extent to which unsecured creditors would

recover their debts in corporate rescues.

As for the trend, this was mostly used in counting the number of rescues during certain
periods; this was to examine the use of the rescue procedure over time. In addition, it was
also used to identify geographic differences in using the rescue procedure rehabilitate local

troubled companies.

It is worth noting that the average unsecured creditor recovery rate in Chinese corporate
rescues calculated by this thesis was slightly lower than the genuine one because of an
artificially simplified method of calculation. More specifically, in some rescue cases in China,
unsecured creditors were paid pro rata, i.e., the pari passu principle was applied; however, in
other, although not too many, cases, unsecured creditors were paid at different rates, i.e., the

pari passu principle was relaxed.

For example, in the reorganization of Guangming Furniture Co. Ltd. in 2009, under its
confirmed reorganization plan, the first ¥30,000 debt of each unsecured creditor was paid one
hundred per cent; over ¥30,000, eighteen per cent was paid.?’ Evidently, the deviation from

?" The Administrator of Guangming Furniture Co. Ltd., ‘The Reorganization Plan of Guangming
Furniture Co. Ltd.” (Yichun City, Heilongjiang Province, China, 19 April 2010, in Chinese)
<http://stock.quote.stockstar.com/1_000587_000000000000036lux.shtml> accessed 9 June 2012.
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the pari passu principle was made to attract votes from small creditors.?® However, in real
terms, the amount of unsecured creditor payment at higher rates seemed to be very small in
quantity. In the Guangming case, the amount of debts which had a one hundred per cent
payment was only ¥68,271, and it appeared to be negligible if compared with the
¥381,631,802 unsecured debts paid at the eighteen per cent rate.

Thus, for the sake of simplicity, this thesis chose the unsecured creditor recovery rate
that applied for the majority of unsecured debts as the representative recovery rate. By this
standard, for example, in the Guangming case, the recovery rate of eighteen per cent was
selected as the recovery rate for all unsecured creditors. Obviously, the average unsecured
creditor recovery rate reported in this thesis would be slightly, but negligibly, lower than the

genuine one.

Using this simplified method was also realistic. In theory, a comprehensive recovery rate
for unsecured creditors in a rescue case could be precisely calculated by dividing the whole
amount of unsecured debt by the actual amount paid to all unsecured creditors, although they
were paid at different rates. But, in practice, the problem was that such an ideal approach
could not be realised, because usually the different recovery rates were available, whereas the
exact amounts of debts paid at different rates were not accessible; hence, this optimal method

lacked sufficient data support, and had to be placed aside.

Overall, this national data collection mainly used the quantitative method to paint the
picture as to how the new corporate rescue law was enforced in China. At the second stage of
the data collection, namely, the Zhejiang case study, the qualitative research method was

mainly employed.

3. METHODS FOR THE ZHEJIANG STUDY

Zhejiang is an economically well-developed province located in eastern China, adjacent

to Shanghai. Zhejiang province was selected for a case study mainly because this province

%8 The practice of differentiating unsecured creditors repayment rates was also found in Germany where
small unsecured creditors could be paid at a higher rate in exchange for their consent to the rescue plan. See
Julian R Franks, Kjell G Nyborg and Walter N Torous, ‘A Comparison of US, UK and German Insolvency
Codes’ (1996) 25 Financial Management 86, 94.

90



handled nearly a quarter of China’s corporate reorganization cases between June 2007 and
November 2010. Therefore, its relatively large number of corporate reorganizations would be

helpful in identifying some common problems and patterns.

Moreover, the decision to do the Zhejiang study arose also because of an official
corporate rescue report released by Zhejiang’s Supreme People’s Court in late 2011.%° In this
report, the Court reviewed corporate rescue practice in the province and provided much
insight. This report was likely to be the first judicial report on corporate rescue made by a

provincial supreme court in China.

During January 2012, twenty people were interviewed; among of them were eight
lawyers, two accountants, three judges, five creditors (or their representatives), one debtor

and one government senior official.

3.1. Zhejiang Study Preparation

Unlike the preceding national survey which focused on collecting objective figures, the
Zhejiang study aimed to investigate the behaviour and incentives of interested parties in the

rescue procedures; this meant that subjective opinions and observations were collected.

In late November and December 2011, the interview questions were designed at Durham
University, England, under the auspices of Prof. Roman Tomasic. Under Durham
University’s academic regulations, research proposals involving interviews should be subject
to the University’s ethics approval. Therefore, after the interview questions were finally
drafted, a ‘Durham Law School Ethics and Data Protection Monitoring Form’ for the
Zhejiang study was submitted to the University on 2 December 2011, which outlined the
research interview questions, prospective interviewees, the anonymity principle, among other
things. On 13 December 2012, Durham University Law School approved the proposal. In the
process of the fieldwork, the guidelines demonstrated in the approval form were strictly

complied with.

% The Zhejiang Supreme People’s Court, ‘Report of Corporate Reorganization in Zhejiang (2007.6 —
2011.11)’ (Hangzhou Zhejiang China, 22 November 2011, in Chinese).
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In early January 2012, the candidate travelled to Zhejiang, China to undertake field-work
for one month, visiting seven cities: Fuyang, Hangzhou, Jinghua, Quzhou, Shaoxing, Yiwu
and Zhoushan for the interviews. The data collected were then processed in February 2012 at
Durham University.

It was worth noting that the number of the Zhejiang corporate rescue cases collected in
the preceding national 2010 survey was verified as accurate by this Zhejiang fieldwork. All
corporate rescue cases taking place in Zhejiang during the chosen period were included in
this Zhejiang study.

3.2. Data Content

Covering a longer period than that in the national survey, the Zhejiang study examined
rescue cases accepted by courts in Zhejiang between 1 June 2007 and 31 December 2011.
The previous national survey counted the cases accepted between 1 June 2007 and 30
November 2010. In total, thirty-five companies entered corporate reorganization procedures
in Zhejiang in the aforesaid period. The data focused on the following issues, which in turn

responded to the four research questions of this thesis.
A. Entry Difficulties: The Problem of Access

Before asking why it was so difficult for a formal corporate rescue procedure to be
entered, the Zhejiang study collected the data on the number of companies on the register,
company dissolutions, bankruptcies and reorganizations in Zhejiang during this period in
order to paint a full picture regarding bankruptcy law enforcement as a whole.

As for interview questions, the first was to ask why courts were hesitant to accept
corporate rescue filings. The second was asking why government support was essential for a
court to accept a rescue filing. The third question focused on why many rescue filings were

commenced too late.

All replies and comments were summarized into three categories according to the party
they were directed to. Specifically, the first category was about courts as to their concerns

towards corporate rescue filings. The second was dedicated to debtors, describing why
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debtors were rescue-averse in practice. The third category looked at creditors, examining

their attitudes and perceptions towards filing for reorganization.
B. The Control in Zhejiang Rescues

Given that the administrator-in-possession was used in most Zhejiang corporate rescues,
first, the interviewees were asked why debtors could not be allowed, or be trusted, to run
formal rescue processes. This question was to investigate why the expected debtor-in-
possession was not widely used or preferred. This question also aimed to find the attitudes of
interested parties towards the debtor-in-possession approach.

The second interview question asked what specific roles were played by the
administrators in rescues. In particular, interviewees were asked how the administrator
prepared the reorganization plan, because in most rescues the reorganization plan was
proposed in the name of the administrator. Meanwhile, an explanation was sought for why it
was still the administrator who proposed the reorganization plan in the case that there was a
debtor-in-possession according to which it was the right of the debtor, not the administrator,

to do so.

Finally, interviewees were asked how creditors influenced control in rescues. Although
creditors have a powerful lever - voting on a reorganization plan, such a right would be
considerably undermined if creditors could not get sufficient information of the company. So,
the interviewees were asked whether creditors were allowed to access the company’s books
in order to make an informed decision prior to voting on the reorganization plan. In practice,
an auditor’s report would be made in each reorganization case, so the interviewees were
asked whether auditor reports could satisfy creditors’ information demands and enhance

transparency of the procedure.
C. Value Distribution

Similar to the national survey, the Zhejiang study calculated the average unsecured
creditor recovery rate in order to test the strength of the corporate rescue regime in preserving
going concern value. Regarding the priority principle in value distribution, given that in most
Zhejiang corporate rescues this principle was rigidly adhered to, interviewees were asked
whether deviating from absolute priority had been, or could be, considered in order to

improve the viability of rescues by inviting old equity-managers to contribute their
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information and experience to new companies. The application of the pari passu principle

was also examined.
D. Reorganization Plan Confirmation

The first interview question was to ask what criteria the courts used to confirm
reorganization plans in the normal confirmation procedure, because the EBL 2006 does not
give clear instructions in this regard. Moreover, the judge interviewees were asked how they
assessed the feasibility of reorganization plans. Second, judge interviewees were asked
whether and how cram-downs were used by Zhejiang courts. In particular, judges’ attitudes

towards cram-downs in Zhejiang were sought.

3.3. Data Sources

The vast majority of the data on Zhejiang corporate rescues were generously provided by
insolvency practitioners, including lawyers and accountants who were appointed as
administrators. Almost all reorganization plans, as either a hardcopy or electronic one, were

also directly given by them in person.

There were only two reorganization cases in which the materials were not directly from
the practitioners. The first was the rescue of Zhejiang Jingxing Trust Co. Ltd. wherein the
administrator was a local-government-organized liquidation committee; all the members of
the committee®® were local government officials in Jinghua, Zhejiang; unfortunately, they
declined to be interviewed or to give any case materials. In the Zhejiang Provincial Company
Registration Office, however, the photocopied reorganization plan and other key documents

of Jingxing case were unexpectedly found.*!

The second case was the reorganization of Huachen Real Estate Co. Ltd. in Ningbo,
Zhejiang. Nearly all the crucial documents of this case had been made publicly available

online at the official website of Beilun’s Lower People’s Court, Ningbo which handled the

%0 Under Article 24 of the EBL 2006, an administrator is not a natural person, instead it is a unit comprised
of individuals.

31 Article 35 of P. R. China’s Company Registration Regulation 2005 issued by the State Council (Beijing,
18 December 2005, in Chinese) <http://old.chinacourt.org/flwk/show.php?file_id=106970> accessed 13 June
2012.
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rescue. Hence, it was unnecessary to physically travel to Ningbo to get access to the case

materials.

This study was originally planned to interview more judges in Zhejiang, but most of
them were not easy to approach. The same difficulty was encountered regarding attempts to
interview government officials. As to debtor interviewees, it appeared understandable for
them to decline to be interviewed as they were, in most cases, actually expelled during or
after rescues, and the re-telling of their stories might exacerbate their misery; therefore, after
listening to the grievances of several debtors when they were approached by telephone, the

plan to interview more debtors was dropped.

It is worth noting that the Zhejiang study interviewed ten insolvency practitioners who
were in charge of seventeen out of twenty reorganizations®? in Zhejiang. So, the mainstream
views of administrators on corporate rescues in Zhejiang would have been adequately

investigated by this thesis.

3.4. Ways of Collecting Data

Prior to travelling to Zhejiang in January 2012, the author gathered, by using the internet,
publicly available data on Zhejiang corporate rescues as comprehensively as possible. At that
stage, both the data on rescues themselves and the contact details of prospective interviewees
were searched and collected. Collecting the data from the media seemed to be necessary,
because, compared to the source of interviewees who had vested interest in these cases, the
media information appeared to be more neutral and objective.

The author met all interviewees in person. Most interviews took place in the
interviewee’s office. Before each interview, the interviewee was informed of the purposes of
this study and the principle of anonymity. In order to avoid interruption and for the sake of
confidentiality, the interviews were conducted without third parties present. Most interviews
took between one and two hours. No electronic recording apparatus was used, because

recording was inappropriate in the local custom context. The notes of responses and

32 As will be demonstrated later, the Zhejiang case study distinguishes a reorganization case from a
reorganized company, because, in some instances, a group company reorganization case may deal with several
companies within the same group.
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comments of the interviewees were taken by the author in Chinese on the scene and then

translated into English in England later.

Most of the reorganization plans were electronically transferred to the author’s memory
stick from interviewees’ computers. There were two cases where the hard copies of
reorganization plans were provided. There was only one case, Zhejiang Jingxing Trust Co.
Ltd. reorganization, whose reorganization plan was photocopied from The Zhejiang Province

Company Registration House.

3.5. Data Analysis

Statistical analysis was applied to the Zhejiang data as it had been to the national survey.
But this method was only used to briefly examine some objective figures, such as the
unsecured creditors’ recovery rate. Given that the main goal of the Zhejiang study was to
investigate subjective issues of interested parties in rescues, the main analytical method here
was observation. Observation as an analytical method was critical in the Zhejiang study,
because some interviewees’ responses could only be properly interpreted and understood in

their contest.

3.6. Focusing Attention on the Zhejiang Data

There are two extra issues in the Zhejiang data that should be specially mentioned. The
first is the difference between the number of rescue cases calculated in this thesis and that

presented by Zhejiang’s Supreme People’s Court in its 2011 corporate reorganization report.

The report stated that there were thirty-four companies entering the corporate
reorganization procedure in Zhejiang between June 2007 and September 2011, but the Court
has not disclosed the list of these companies for public inspection.®® This thesis, however,
found that there were only thirty companies in the formal rescue procedures during this
period.

% The Zhejiang Supreme People’s Court (n 29).
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After carefully reading of the report, a potential double-counting problem was found:
some going concern sale liquidations were also included by Zhejiang’s Supreme People’s
Court as corporate reorganizations. For example, the liquidation of Ningbo Bailian Industry
Technology Co. Ltd., which ended up in a going-concern sale, was counted by the Court as a

corporate rescue case in its report.

Presumably, the Court’s 2011 report included two categories of cases: the first was the
cases that were initially accepted by courts as corporate reorganization irrespective of their
final destinations, and the second was liquidations which were eventually operated as going-

concern sales. Therefore, the number of rescues was artificially inflated in this official report.

But this thesis recognized and calculated a corporate reorganization case only if it had
been accepted by the court as a corporate reorganization procedure. A corporate
reorganization case might end up in a piecemeal liquidation, as did happen in Zhejiang, but it
was still included as a rescue case for this thesis. By contrast, this thesis did not regard a
going concern sale liquidation as a reorganization, because such a method would

considerably complicate the statistics.

The second issue is about the social attitudes towards business failures as found by this
thesis. The social attitudes towards company failure surveyed in this study were actually
established from only interviewing a small group of people. Their views to some degree
reflected those of the general public, but strictly speaking, they could not comprehensively
represent the latter. It was beyond the scope of this thesis to conduct a comprehensive survey

as to the general social attitudes towards business failure. This limit should be borne in mind.

Furthermore, social attitudes observed in this thesis were limited to the companies that
entered the formal rescue procedure rather than to a broad range of companies that failed in
the market. So, the limit in this respect should also be kept in mind, as causes of business
failure in the wider market as a whole would be far broader than those seen in the companies

in reorganization.

4. CONCLUSIONS

Generally, this thesis used the collected data to describe and understand the

implementation of the new corporate rescue law in China. As to the national survey, most of
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this data was from the online sources on the internet; by contrast, the Zhejiang case study was

predominantly based on fieldwork interviews.

In the national survey, to a large extent, a quantitative method of statistical analysis was
applied with the aim of forming a comprehensive view of corporate reorganization practice
nationwide in China. In the Zhejiang case study, a qualitative method of observational

analysis was used to examine the behaviour and incentives of interested parties in rescues.

In the next chapter, the research findings from the national survey will be reported,
followed by a chapter reporting the Zhejiang study findings. These two chapters will give a
more comprehensive view as to what has happened after the enactment of the EBL 2006 in
China.
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CHAPTER 5

CORPORATE REORGANIZATIONS IN CHINA!

1. INTRODUCTION

In the previous chapter, the research methods of this thesis were described; in particular,
the methods used to collect empirical data at the national level as well as in Zhejiang
province were explained. This chapter reports the research findings of the implementation of
the company reorganization regime in China as a whole; the regional Zhejiang research

findings will be presented in the next chapter.

In this chapter, given that the data are mainly quantitative in nature, a set of figures will
be used to demonstrate China’s new rescue law in action. The next chapter, by contrast, will
largely consist of the qualitative data drawn from the interviews which explore the

behaviours and incentives of interested parties in the rescue procedure.

China’s Enterprise Bankruptcy Law 2006 (the EBL 2006) was passed in 2006, but it
needed the relevant institutions, especially a body of the insolvency practitioners (IPs), to
support its full operation. As noted before in chapter 2, one of the most striking
characteristics of the EBL 2006 was to establish the profession of insolvency practitioners in
China; in particular, under the EBL 2006, qualified insolvency practitioners could be
appointed by courts as administrators to manage companies in corporate bankruptcy
procedure. Given that, before the EBL 2006, there was no profession of insolvency
practitioners, it was essential to establish a group of qualified insolvency practitioners to meet
the legal requirements.

Pursuant to Article 22 of the EBL 2006, in April 2007, China’s Supreme People’s Court

released two judicial notices regulating the qualification and remuneration of insolvency

! The earliest version of the finding on Chinese corporate rescue implementation was presented in Roman
Tomasic and Zinian Zhang, ‘From Global Convergence in China’s Enterprise Bankruptcy Law 2006 to
Divergent Implementation: Corporate Reorganization in China’ (2012) 12 Journal of Corporate Law Studies
295.
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practitioners.? Authorised by these two notices, local provincial supreme courts started to
make their regional lists of insolvency practitioners after April 2007. Considering that it was
June 2007 when the EBL 2006 took effect, however, receiving the authorisation in April
2007 meant that most provincial supreme courts were unable to prepare the list of insolvency
practitioners by the time when the EBL 2006 came into force; two months was too short a

time for these complicated qualification project to be concluded.

In fact, when the EBL 2006 took effect on 1 June 2007, in most provinces, the list of
qualified insolvency practitioners was still pending. For example, in Beijing, it was not until
September 2007 when its first insolvency practitioner list was made available. This meant
that, during the period between June and September 2007, there were no qualified insolvency
practitioners available for administrator appointments in Beijing. Nevertheless, after the EBL
2006 took effect, lists of insolvency practitioners were gradually made and released province

by province.

Strictly speaking, the availability of the insolvency practitioner list in each province
marked the starting point of the full enforcement of the EBL 2006. But the belated lists of
insolvency practitioners did not postpone the enforcement of the EBL 2006; this was because
under its Article 24 a local government organized liquidation committee could also be
appointed as an administrator, which meant that courts did not have to appoint qualified

insolvency practitioners to do the job.

Before reporting the national implementation of China’s new corporate rescue regime,
the four research questions in this thesis are worth repeating here, because the findings
reported in this chapter will focus on them. First, is the new corporate rescue regime
frequently used in China? And if not, what are the main obstacles to its commencement?
Second, who is actually in control of the existing corporate reorganizations in China? Third,
how is value preserved in rescues distributed between interested parties? Finally, is the court
reorganization plan confirmation adequate to fulfil the policy goals of the new c