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Foreword

This study analyzes and consolidates the lessons we have learned on one of the most 
important topics in the work of the World Bank’s Insolvency Initiative: the use of out-

of-court debt restructuring mechanisms in addressing the problem of corporate distress. 
Identifying eff ective legal and institutional mechanisms for facilitating out-of-court 

debt restructuring has been at the heart of the World Bank Insolvency Initiative’s work 
in response to the current fi nancial crisis that has aff ected many of our member coun-
tries. The recent fi nancial crisis has shown, much like the Asian crisis showed in the late 
1990’s, how a systemic fi nancial crisis can lead to corporate solvency issues that outstrip 
the capacity of formal judicial mechanisms. . In many cases, the resolution of debt prob-
lems through non-judicial means has proven to be less disruptive and more eff ective 
than formal insolvency procedures. Indeed, our experience suggests that, restructuring 
can be facilitated through an appropriate legal enabling framework and the introduction 
of simplifi ed procedures that encourage parties to negotiate an enforceable solution to 
corporate indebtedness

Over the course of the years, the World Bank Insolvency Initiative has developed, 
together with UNCITRAL, the international standard on the basis of which the compara-
tive eff ectiveness of insolvency diverse systems can be studied. Today, the World Bank 
Principles, that form a part of this standard, are used in insolvency assessments around 
the world, covering the analysis of both formal and informal restructuring techniques 
through the Reports on the Observance of Standards and Codes (ROSC) initiative of the 
Financial Stability Board. Taking the international standard as the guiding principle, this 
study provides succinct guidance on each of the topics in the fi eld of debt restructuring, 
assisting in the identifi cation of the diff erent technical solutions that can be adopted for 
the treatment of corporate fi nancial distress. 

The study approaches the topic in a non-prescriptive way, and achieves its objective 
of providing basic information on the relevant legal and policy issues, se  ing out the al-
ternative solutions, and explaining their respective advantages and disadvantages. The 
analysis takes stock of the experience of the World Bank’s Legal Vice Presidency in car-
rying out insolvency assessments in more than fi fty countries around the world, and on 
the experience of the Legal Vice Presidency in developing a research agenda designed to 
assist policy-makers in the choices that have to be made in the design of eff ective insol-
vency and creditor rights systems. 

The study was presented at the World Bank Insolvency and Creditor Rights Task 
Force that met in Washington DC in January 2011. I had the honor of opening that meet-
ing and I can a  est to the interest that the issues covered by the meeting a  racted in 
the international community of insolvency policy-makers and insolvency specialists. We 
sincerely hope that the guidance off ered in this document will be useful to both policy-
makers and specialists from Member Countries. 

Anne-Marie Leroy
General Counsel

The World Bank Group
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Abstract

This study provides a conceptual framework for the analysis of the questions of out-
of-court debt restructuring from a policy-oriented perspective. The starting point of 

the analysis is given by the World Bank Principles for Eff ective Insolvency and Creditor 
Rights Systems.

The study off ers an overview of out-of-court restructuring, which is not seen as fun-
damentally opposed to formal insolvency procedures. Actually, the study contemplates 
diff erent restructuring techniques as forming a continuum to the treatment of fi nancial 
diffi  culties. Thus, from the purely contractual—or informal—arrangements for debt re-
scheduling between the debtor and its creditors, to the fully formal reorganization or 
liquidation procedures, there are numerous intermediate solutions. In the study, these 
solutions are identifi ed by the terms of enhanced procedures –where the contractual ar-
rangements are supported by norms or principles for workouts; and hybrid procedures 
–where the contractual arrangements are supported by the intervention of the courts or 
an administrative authority. The study discusses the advantages and disadvantages of 
all the debt restructuring techniques, and concludes, in this regard, that a legal system 
may contain a number of options—a menu—that can cover diff erent sets of circum-
stances. In the end, the law may off er a toolbox with very diff erent instruments that the 
parties may use depending on the specifi c facts of the case.

A substantial part of the study is devoted to the analysis of the enabling regulatory 
environment for out-of-court restructuring. It is evident that debt restructuring does not 
operate in a vacuum: in fact, the general legal system infl uences and to a certain extent 
determines the possibilities for debt restructuring in any given jurisdiction. The study 
provides a checklist that can be used to examine the features of a legal system that bear 
a direct infl uence on debt restructuring activities.

The diff erent characteristics of informal restructurings, and of enhanced and hybrid 
debt restructurings are covered by the study. The diff erent approaches to debt restruc-
turing aim at combining the advantages of an informal approach with the advantages of 
formal procedures: especially, the existence of a moratorium on creditor actions and the 
binding eff ects of creditor agreements concluded within the insolvency process. 
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S E C T I O N  1 

Background to Out-of-
Court Debt Restructuring

1. Introduction

1. Defi nition of out-of-court debt restructuring. Out-of-court debt restructuring involves 
changing the composition and/or structure of assets and liabilities of debtors in 
fi nancial diffi  culty, without resorting to a full judicial intervention, and with the ob-
jective of promoting effi  ciency, restoring growth, and minimizing the costs associat-
ed with the debtor’s fi nancial diffi  culties. Restructuring activities can include mea-
sures that restructure the debtor’s business (operational restructuring), and measures 
that restructure the debtor’s fi nances (fi nancial restructuring). Out-of-court debt re-
structuring performs an important role in all insolvency systems. In numerous situ-
ations of fi nancial diffi  culty, the debtor and the creditors can protect their respective 
interests more eff ectively if an informal solution is implemented. Throughout this 
document, the terms “out-of-court restructuring” and “workout” will be used as 
synonyms and refer to purely contractual agreements between the debtor and its 
creditors that restructure the debtor’s liabilities and, possibly, also its business ac-
tivities. Enhanced restructurings are purely contractual workouts that are enhanced 
by the existence of norms or other types of contractual or statutory arrangements. 
Finally, out-of-court debt restructuring can also comprise procedures involving 
public authorities or even the courts: the expression “hybrid procedures” refers to all 
procedures where the involvement of the judiciary or other authorities is an integral 
part of the procedure, but is less intensive than in formal insolvency proceedings. 
Purely contractual restructurings, enhanced restructurings and hybrid procedures 
represent, in numerous situations, an effi  cient alternative or a useful complement to 
purely formal insolvency proceedings. 

2. Importance of out-of-court debt restructuring. Restructuring can help preserve the busi-
ness value of debtor enterprises and the interests of other stakeholders, to the ben-
efi t of the creditors as a whole. The World Bank Principles and the UNCITRAL 
Legislative Guide1 have highlighted the importance of informal arrangements for 
restructuring. Both texts treat informal debt restructuring as an integral part of an 
effi  cient creditor-debtor regulatory system. Out-of-court restructurings constitute 
the subject ma  er of principles B3, B4 and B5 of the World Bank Principles for Ef-
fective Insolvency and Creditor Rights Systems. The present document integrates 
the analysis of those principles and seeks to expand that analysis by including ad-

1. See h  p://www.uncitral.org/pdf/english/texts/insolven/05-80722_Ebook.pdf (2005). Pages 21-26 
are devoted to the treatment of out-of-court restructurings. 
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ditional factors and techniques that can be taken into consideration when devis-
ing solutions and drafting rules for the informal treatment of fi nancial diffi  culties. 
Given the costs and risks associated with even the most developed bankruptcy sys-
tems, a policy framework that facilitates out-of-court restructurings that are timely, 
fair, and reliable is an essential objective for insolvency policymakers. Moreover, 
in a systemic crisis, the lack of involvement of the judiciary, or its limited interven-
tion, may be necessary to avoid overburdening the judicial system and ensure rapid 
recovery for distressed companies. This does not imply, however, that countries 
should not improve their insolvency laws. An eff ective insolvency system is es-
sential for providing adequate incentives for creditors and debtors to participate 
in out-of-court restructurings or workouts.2 At the same time, an eff ective debtor-
creditor regime should not a  empt to restructure all enterprises; there are situa-
tions in which the lack of viability of the debtor’s business, or the need to investigate 
its activities, will require fully formal insolvency procedures.

3. Scope of paper. This paper explores the main issues that arise in connection with 
the legal analysis of out-of-court restructurings, including the characteristics of an 
enabling legal framework and the elements of informal workouts, and analyzes 
enhanced restructurings and hybrid procedures and their interaction with formal 
insolvency procedures, following the conceptual framework of the World Bank 
Principles. Principle B3 establishes the conditions that a legal system should satisfy 
to foster informal debt restructurings; Principle B4 deals with debt restructuring 
processes; fi nally, Principle B5 touches upon the specifi c questions that aff ect fi -
nancial institutions in the context of debt restructuring, but Principle B5 has been 
divided and integrated into the analysis of Principles B3 and B4, to provide a more 
succinct analysis of the issues involved. The paper is articulated as follows: an intro-
duction to restructurings; the treatment of questions that defi ne an enabling legisla-
tive framework; and, fi nally, the procedural issues regarding the diff erent types of 
out-of-court restructurings.

2. Relations Between Informal and Formal Insolvency Procedures

4. Relations between informal and formal insolvency procedures. In most cases, informal 
restructurings constitute an alternative to formal insolvency procedures. However, 
relations between informal restructurings and formal insolvency proceedings can 
be complex. In some cases, informal restructurings can operate as a complement to 
formal insolvency procedures; in others, restructurings may have to be analyzed 
and dealt with in a distinct insolvency procedure, after the failure of the restructur-
ing plan. 

5. The continuum of procedures. In numerous insolvency systems, there is no clear di-
viding line between formal insolvency proceedings and informal restructuring 
processes. This distinction is blurred with the introduction of workouts that are 
strengthened by contractual or statutory provisions (“enhanced restructurings”) or 
by diff erent mechanisms that seek to combine the advantages of both formal and 

2. See below, number 23. 
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informal approaches to indebtedness problems (“hybrid procedures”). In this way, 
informal and formal procedures fi nd points of contact, and formality becomes a 
question of degree.  In reality, the treatment of indebtedness problems can be rep-
resented by a continuum, with informal workouts at one extreme and formal insol-
vency proceedings at the other. This continuum is illustrated in fi gure 1.1.

Figure 1.1: The continuum of procedures for the treatment of fi nancial 
diffi culties

Source: World Bank.

This continuum is based on the degree of judicial intervention and the degree of 
“formality” in general. It does not necessarily imply successive stages of treatment 
of a debtor’s situation; rather, it illustrates the existence of diff erent options that 
may be used, alternatively or occasionally, in certain sequences and that may pres-
ent some overlapping elements. This continuum provides a simple perspective of 
the possibilities available to policy makers in charge of insolvency law reform, and 
provides debtors and creditors with a panoramic view of the range of options at 
their disposal in a given legal system. 

6. Lack of correlation between formality and degree of fi nancial diffi  culty. It must also be 
borne in mind that there is no direct correlation between the degree of the fi nancial 
diffi  culty experienced by the debtor and the best procedural route to deal with it. 
Minor fi nancial diffi  culties can occasionally result in formal insolvency proceed-
ings, and it is possible that serious fi nancial diffi  culties are dealt with within the 
framework of informal restructurings. In this continuum, purely contractual, out-
of-court restructuring would be at one end, whereas formal, fully-fl edged insolven-
cy proceedings, traditionally aimed at liquidation of the debtor’s business, would 
be at the other. In the middle of the continuum, a legal system may have developed 
enhanced restructurings or hybrid procedures consisting of workouts with a cer-
tain degree of formality or with limited court intervention. In this regard, it may 
be interesting to underline that these alternative techniques overlap in signifi cant 
ways. A completely informal workout may be the fi rst step towards a fully formal 
insolvency procedure (reorganization or liquidation). Equally, a hybrid procedure 
may result in a subsequent formal insolvency process. Of course, a reorganization 
procedure may also result in liquidation. Therefore, the possible relations and con-
nections of the diff erent procedures are manifold, with multiple overlapping and 
possible combinations. 
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7. Restructuring Procedures Covered. This paper analyzes the main issues associated 
with various types of restructuring procedures comprising diff erent degrees of 
formality. Countries with modern insolvency legislation and with sophisticated fi -
nancial operators have developed restructuring techniques that occupy the middle 
range of the continuum. These intermediate—or mixed— techniques exist because 
they solve specifi c problems that arise in the context of informal workouts and fi ll 
the gap between purely informal workouts and formal insolvency procedures. 
Given that essentially all the restructuring techniques, from the purely informal 
workouts to the totally formalized insolvency proceedings, cover a wide range of 
situations; it is apt to underscore the diff erent approaches and legal nuances that 
distinguish them.  

Figure 1.2: Overlapping relations between out-of- court restructurings and 
formal insolvency proceedings

Source: World Bank.
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8. Regulatory space and procedures. The continuum is also a description of the regula-
tory space the legal system assigns to the diff erent approaches to fi nancial diffi  cul-
ties. If a country’s system only covers formal insolvency proceedings and there are 
no intermediate procedures, such as enhanced restructurings or hybrid procedures 
(which can range from the existence of a voluntary code of conduct for multiple-
creditor workouts to the existence of pre-packaged insolvency plans), the range of 
options is reduced. Debtors and creditors would therefore have to choose between 
a contractual workout and a formal procedure. It is important to note that there are 
no empty spaces in the continuum. In any regulatory system, the features of insol-
vency proceedings and of informal restructurings determine whether the situations 
that, in other systems, would be addressed through hybrid procedures or through 
enhanced restructurings, will fall on the side of the formal insolvency proceedings 
or under the scope of purely contractual out-of-court restructurings. 

9. Overlapping procedures. Alternative procedures designed to deal with fi nancial dif-
fi culties tend to overlap in many respects, as Figure 1.2 shows. A workout can be 
transformed into a reorganization plan; an informal workout may be converted 
into a hybrid procedure; and the hybrid procedure can be transformed into any 
variety of formal procedure. Within formal procedures, a reorganization may be 
transformed into a liquidation, and vice versa. Therefore, there can be signifi cant 
overlaps between diff erent procedures, and, for that reason, it is important that a 
legal system contemplates adequate relationships between all the available proce-
dures and ensures that the transition from one procedure to another is feasible with 
as li  le disruption as possible.

10. Range of options. The fact that a legal system covers a wide range of options for the 
treatment of fi nancial diffi  culty is generally positive. The wider the range of op-
tions, the more opportunities parties have to customize the regulatory treatment of 
the debtor’s particular situation. Despite the overlaps, the techniques used are dif-
ferent in important aspects and their results are not functionally equivalent. There-
fore, a wide range of crisis resolution tools is not just desirable, but essential for an 
effi  cient creditor-debtor regime.

11. Diff erent relations between formal and informal procedures. The relations between the 
diff erent processes can diff er considerably: generally, formal insolvency proceed-
ings can act as an alternative, as a complement or as part of a sequence to out-of-court 
debt restructurings. As the basic preconditions for a restructuring are practically the 
same as those for a formal insolvency procedure, a restructuring may well be an al-
ternative to a formal insolvency procedure. In this respect, out-of-court restructur-
ing can be an alternative to any kind of formal insolvency procedure (reorganization 
or liquidation). But restructuring can also be complemented by a formal insolvency 
proceeding: where the out-of-court restructuring cannot, for various reasons, com-
pletely solve the debtor’s fi nancial problem, formal insolvency procedures can act 
as a complement to achieve the restructuring goals. The informal process may have 
the function of garnering support for a solution for the debtor company’s fi nancial 
situation, but this solution may be incomplete for a number of reasons:
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■ A creditor or a group of creditors insists on recovering its credits in full (the 
“holdout” problem3). In this case, a formal insolvency proceeding may bind mi-
norities and stay their enforcement actions against the debtor. 

■ It may be necessary for the debtor to take advantage of the eff ects of a formal in-
solvency procedure: for instance, a debtor in crisis due to the pernicious eff ects of 
executory contracts may need to avail itself of an insolvency proceeding in order 
to terminate the contracts and reorganize its business. 

In any event, what ma  ers most is the fact that the diff erences in the legal conse-
quences a  ached to procedures are often the determining factor in the choice of 
procedure, and debtors and creditors alike generally have a positive view of the 
existence of diff erent options. 

3. Pre-Conditions for Debt Restructurings 

12. General pre-conditions for debt restructurings. To understand the similarities and dif-
ferences between informal restructurings and formal insolvency proceedings, it is 
necessary to analyze the preconditions for a debt restructuring. The pre-conditions 
for informal restructurings are very similar to those underpinning formal insol-
vency procedures. These preconditions can be summarized as follows:

■ A situation of “fi nancial diffi  culty” -generally, illiquidity or insolvency, although 
the term “fi nancial diffi  culty” is broad enough to cover numerous situations-; 
and

■ A plurality of creditors.4

The problem that informal debt restructuring intends to solve, therefore, is substan-
tially the same problem that formal insolvency proceedings address: a situation 
where the debtor is unable to pay its debts to a plurality of creditors who, in turn, 
need to coordinate their eff orts to maximize the recovery of their credits against the 
common debtor. Therefore, the general preconditions apply equally to formal in-
solvency proceedings and to informal workouts, though, to be successful, workouts 
require a number of additional specifi c conditions. 

13. Additional preconditions for debt restructurings. An informal debt restructuring work-
out probably would not be a  empted unless a number of well-defi ned precondi-
tions are present, including the following:

■ A number of banks or fi nancial institutions are owed a signifi cant amount of 
debt. In the cases of “monopolistic lending”, i.e., where the debtor has been fi -
nanced by a single bank or fi nancial institution, an informal workout is not nec-
essary: it suffi  ces that the bank or fi nancial institution negotiates, one-on-one, 

3. See below, number 71.
4. If there is a single creditor, or a single fi nancial creditor, the fi nancial diffi  culties will be normally 
addressed through bilateral negotiations. If these negotiations fail, the creditor will typically resort 
to individual enforcement mechanisms. 
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with the debtor to resolve the la  er’s fi nancial diffi  culties. On the other hand, a 
plurality of creditors is a common requirement for formal bankruptcy proceed-
ings and informal workouts. In this case, homogeneity of creditors is important 
for the workout to succeed. The creditors of a debtor company can be diverse: 
fi nancial creditors, trade creditors, workers, tax authorities, social security, etc. 
However, the multiplicity of creditors, be they public and/or private, national 
and/or foreign, secured and/or unsecured, creates an aggregation problem. This 
problem worsens where substantial diff erences exist among creditors and where 
the sheer number of creditors is also high, which in turn raises a coordination 
problem. Therefore, the more diff erences between creditors and the greater the 
number of creditors, the more diffi  cult it is to reach a contractual agreement to 
restructure the debtor’s fi nances, as those factors produce high transaction costs 
and diffi  culties in the aggregation of disparate legal positions. Some creditors 
may even have confl icts of interest. For example, those creditors with long-stand-
ing relations with the debtor may be prepared to accept a substantial haircut 
in the hope of maintaining the commercial relations with the restructured cus-
tomer. This applies especially to trade creditors, but also to fi nancial creditors. A 
very diff erent position is that of the workers of the debtor company, whose legal 
and fi nancial position is entirely diff erent from that of the rest of the creditors. 
From these disparities, it follows that it is advisable, in numerous cases, to leave 
non-fi nancial creditors out of the restructuring negotiation and unaff ected by the 
binding eff ects of the workout, and engage only fi nancial institutions. Restruc-
turing is feasible where a number of banks and/or fi nancial institutions hold the 
bulk of the company’s debts. The common traits of banks and other fi nancial 
institutions provide a basis for agreement between the debtor and the fi nancial 
creditors and among the fi nancial creditors inter se. Of course, fi nancial creditors 
can also diff er in their expectations, in their risk profi les, and in their costs, but 
the degree of heterogeneity is relatively low, when compared with the dispari-
ties within other creditor groups. 

■ The debtor’s inability to service the debt. The debtor may face fi nancial illiquidity or 
even insolvency, and the trigger for a restructuring negotiation is the existence 
of a fi nancial diffi  culty, actual or foreseen. The diff erence between fi nancial dif-
fi culty, illiquidity or insolvency is immaterial for determining the suitability of 
a workout process. What is important is to establish, during the restructuring 
negotiations, the exact nature of the debtor’s indebtedness, because the solutions 
will be determined, inter alia, by its characteristics. In any case, the indebtedness 
problem must aff ect the ability to service, in a timely manner, the fi nancial obli-
gations of the debtor. It is immaterial, for the purposes of establishing whether 
a workout is a right solution, that the debtor pays or has the ability to pay other 
debts, such as trade debts, or workers’ wages. 

■ The viability of the debtor’s business. The existence of a plurality of fi nancial credi-
tors and the existence of fi nancial diffi  culty are requirements similar to those of 
formal insolvency proceedings. However, the most important precondition for 
a successful debt restructuring is the viability of the debtor’s business, ascertained 
through a complete analysis of the debtor’s fi nances and a rigorous business 
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plan. If the business is not viable, it is be  er to liquidate it as soon as possible: a 
workout that only delays the inevitable demise of a company does more harm 
than good. If there are uncertainties as to the viability of the business, using a re-
organization procedure is the best course of action, as it off ers more tools for the 
in-depth analysis of the debtor’s business, and can be transformed into a liquida-
tion if it is determined that the business has no viability prospects.  

■ A positive a  itude towards negotiation. The debtor and the fi nancial creditors 
should be convinced of the advantages of negotiating an arrangement for the 
fi nancial diffi  culties of the debtor–not only between the debtor and the creditors 
but also between the creditors. Negotiation requires some basic understanding 
based on good faith. The debtor must disclose its true situation, and the creditors 
must also disclose to the debtor and to the other creditors the specifi cities of their 
fi nancial situation (existence of credit default swaps, credit insurance, debt trad-
ing, or sub-participation arrangements, etc.). The parties must agree that there 
may be more benefi t for all through the negotiation process than through direct 
and immediate resort to individual enforcement or to insolvency law, where the 
parties would lose control of the negotiation process and would incur signifi -
cantly higher costs, and which would cause a deep disruption of the debtor’s 
business.

■ The eff ects of formal insolvency proceedings are unnecessary. The debtor does not 
need relief from trade debt or other benefi ts of formal insolvency, such as the 
automatic stay or the ability to reject burdensome executory contracts. This is an 
important factor to take into account when analyzing potential solutions to the 
debtor’s fi nancial problems.

■ An enabling legislative and regulatory framework.5 An enabling legal framework 
comprises measures that are conducive to workouts. Effi  cient insolvency and 
creditor rights systems are also an important enabling function, because formal 
insolvency proceedings represent the backdrop against which any workout is 
negotiated and has to be measured. 

4. Advantages and Disadvantages of Informal Procedures

14. Advantages and disadvantages of informal procedures. In order to decide whether an 
out-of-court restructuring is the most adequate response to the situation of fi nancial 
diffi  culty of the debtor, it is necessary to consider the advantages–and the disad-
vantages–of informal workouts compared to formal insolvency proceedings. The 
existence of disadvantages of informal workouts and the rigidities of formal in-
solvency proceedings underpin the creation of enhanced restructurings or hybrid 
procedures. The aim of hybrid procedures is to combine the advantages of informal 
workouts with some of the eff ects of formal proceedings to achieve a result be  er 
suited to certain business situations. Hybrid procedures fi ll the gap between infor-

5. See World Bank Principle B3, and Section II of this paper. 
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mal workouts and formal insolvency proceedings, as their place in the continuum 
shows.6 

15. Advantages of informal workouts. Informal workouts are procedures disconnected 
from any kind of judiciary intervention. Therefore, the most important advantages 
relate to a superior fl exibility and velocity in dealing with the debtor’s fi nancial 
diffi  culties. The most common advantages of informal workouts are the following:

■ Flexibility and ease of adaptation to the specifi c needs of the debtor’s business. An infor-
mal workout, allows creditors and the debtor to reach agreements with a wide 
variety of contents. Under numerous insolvency laws, the limits to the provi-
sions of an agreed plan under the formal insolvency procedure can be strict, 
and the law may even set thresholds for minimum credit recovery, or limits to 
creditor payment delays. On the other hand, a workout can allow for full interest 
payments, whereas the insolvency proceeding rules may prevent reaching that 
result, as interest frequently ceases to accrue while the debtor is subject to insol-
vency proceedings. The non-application of absolute priority rules adds another 
element of fl exibility. A workout situation makes it possible to treat diff erently 
creditors that are at the same level of the creditors’ ranking, and to provide for 
full payment of creditors that rank lower than the creditors engaged in the ne-
gotiation of a workout (for instance, full payment of trade creditors). The nego-
tiation of new security and the provision of new money for the debtor are also 
considerably easier under a workout, as important rigidities of formal processes 
are avoided. A workout could also possibly avoid the application of the rule, 
present in numerous bankruptcy laws, that establishes compulsory conversion 
of all debt into the local currency. Finally, the fl exibility aff orded by workouts 
also includes the possibility of restructuring an entire corporate group, whereas 
formal group insolvency proceedings can be extremely cumbersome, or even 
impossible in many jurisdictions.

■ Ease of negotiation. A workout is less confrontational than formal insolvency 
proceedings and therefore provides a be  er environment for negotiations, both 
between creditors and the debtor and among creditors themselves. Procedural 
rules are extremely light or non-existent, so engagement among creditors and 
between the debtor and the creditors may take any form that the parties decide 
to choose.

■ Timing issues. In many instances of corporate fi nancial diffi  culty, time is of the 
essence to avoid liquidation of the business. Delays result in value erosion for 
creditors and the debtor itself. Banks and other fi nancial creditors should act 
earlier and more proactively than in formal insolvency proceedings. A timely re-
sponse is be  er articulated under a workout. Workouts are also typically shorter 
processes compared to formal insolvency procedures, where the intervention of 
the judicial system subjects the negotiation process to considerable delays. It is 
easy to see that the negotiation between creditors and the debtor can proceed at 
a higher speed outside the judicial system. 

6. See Figure 1.1. 
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■ Confi dentiality. A workout is a much more private process than a formal insolven-
cy procedure and, possibly, less prone to unwanted publicity and speculation.7 
Thus, the reputational damage to the debtor can be minimized. Actually, the an-
nouncement that the debtor has reached an agreement with its fi nancial creditors 
tends to be regarded as a positive development by the markets.8 

■ Less stigma than formal insolvency. Workouts are perceived to cause less reputa-
tional damages and carry less stigma than formal insolvency processes. In most 
cases, there is no stigma a  ached to a workout, and the confi dentiality of the 
process allows the debtor to make an announcement only after the workout has 
been agreed upon and the prospects of the debtor’s business have signifi cantly 
improved. 

■ Continuation of the debtor’s business. It is also clear that the discretion associated 
with a workout makes it easier for the debtor to continue its business, than a for-
mal insolvency procedure, where loss of goodwill tends to be very substantial. 

■ No changes in management. In a workout, the debtor’s management remains in 
place and there are no formal controls of their activity. This is an important ad-
vantage for the debtor, and represents a powerful incentive for the debtor’s man-
agement especially in legal systems where management is routinely displaced in 
the case of insolvency of the debtor company. 

■ No changes in rights of parties. A workout allows for interest payments to credi-
tors and it can also avoid compulsory conversion of credits into local currency. 
Workouts do not interfere with the rights of creditors to enforce their security, 
although this may represent a disadvantage of workouts in certain situations. 
Workouts do not prevent creditors from asserting a set-off  right, which is espe-
cially important in countries where insolvency set-off  is prohibited. There is no 
interference with the general rules on contracts, including termination of con-
tractual relationships with the debtor. This absence of changes, as opposed to 
formal insolvency, may be benefi cial for creditors. 

■ No court involvement. Workouts avoid the intervention of the judiciary, whose 
pace may be too slow in the face of the emergency of fi nancial diffi  culties. Fur-
thermore, the costs of formal insolvency proceedings are substantially higher, 
and the inexperience of judges and their lack of understanding of commercial 
ma  ers, in certain jurisdictions, can be detrimental to reaching an agreement 
between the parties.

7. However, extreme caution is needed where the debtor is a publicly listed company, as in that 
case the debtor company is under the obligation to communicate to the market any relevant facts 
that may aff ect the listed price of securities. This requirement does not create an obligation to 
inform separately of each of the steps in the negotiation, because then it would be virtually im-
possible to reach an agreement to restructure the company. Therefore, the correct practice would 
be to inform the market of the workout as soon as the creditors and the debtor have reached an 
agreement. 
8. Naturally, markets react in a strong negative way when the debtor company announces that it 
has failed to reach an agreement to restructure its debt. 
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■ Lower cost. Formal insolvency procedures are costly in terms of time, money, and 
reputation. Workouts are less costly, even in cases involving numerous advisors 
and numerous creditors to coordinate. Transaction costs and time costs of work-
outs are generally lower than those of formal insolvency processes.

■ Lack of regulatory impact. From a regulatory point of view, a workout does not 
necessarily imply a risk that the debtor loses a license or any other type of regu-
latory authorization to operate its business. However, this may be impossible 
to achieve in formal insolvency, as the fact that the company enters into formal 
insolvency proceedings may entail the termination of its license or authorization 
and a ban on procurement of public administration contracts. Depending on the 
nature of the debtor’s business, the lack of regulatory impact may represent a 
very substantial factor in the decision to use a workout instead of formal insol-
vency proceedings.

The advantages listed above imply that workouts can be more eff ective in the recov-
ery of viable businesses than formal insolvency procedures, even if the law contem-
plates the existence of a specifi c reorganization procedure.9 

16. Disadvantages of out-of-court restructurings. It would be incorrect to assume that in-
formal workouts are always superior to formal insolvency proceedings. The dis-
advantages of workouts vis-à-vis formal procedures are connected with the eff ects 
that characterize these procedures. If the debtor situation requires certain specifi c 
eff ects, such as a stay on creditor actions that provides some breathing space from 
collection eff orts, or the repeal of executory contracts, a formal insolvency proce-
dure may be the only viable option. The basic disadvantages of out-of-court restruc-
turings as opposed to formal insolvency are those listed below.

■ Analysis of the debtor’s situation. If it is diffi  cult to assess the real fi nancial and 
economic situation of the debtor, insolvency proceedings are be  er equipped to 
analyze in full the fi nances of the debtor. Analysis is imperative to determine the 
viability of the business and in some cases this is not feasible within the short 
time-frame of a workout negotiation. This could also be the case where there are 
serious controversies regarding creditors’ rights.

■ Punishment of fraudulent behavior. From a public perspective, formal insolvency 
procedures are be  er suited to deal with fraud and criminal conducts connected 
to insolvency. 

■ Avoidance actions. A formal insolvency procedure is necessary to investigate an-
tecedent transactions–such as undervalue transactions and preferences– and po-
tentially avoid them. 

9. The existence of a reorganization procedure, however, can reduce the space in the continuum 
of treatment of fi nancial diffi  culties that out-of-court restructurings occupy. If the conditions for 
an out-of-court restructuring are not met, the best option for a viable business is to use the formal 
reorganization procedure. 
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■ Availability of diff erent remedies. In workouts, it is not possible to use some extraor-
dinary remedies, like lifting the veil of incorporation or subordinating the claims 
of insiders.

■ Lack of unanimity requirement. Workouts can be quite fl exible regarding the con-
tents of the restructuring, but they are extremely rigid in their approval proce-
dure, as they require unanimity of creditors,10 a need inherent to the contractual 
nature of the workout. Instead, formal insolvency procedures allow the majority 
to bind minority creditors. The possibilities of reaching a workout agreement 
are minimal if unanimity is required when the debtor has issued public debt 
securities.11 

■ No requirement of debtor’s consent. Because of the contractual nature of the work-
out, the debtor’s consent is required. In the case of a company, obtaining consent 
may be complex because some workouts will require a shareholders’ vote (for 
instance, a capital increase for a debt/equity swap). There is also the risk that di-
rectors acting without the shareholders’ consent may face liability suits by share-
holders, if there are grounds to believe that the workout was not in the best inter-
ests of the company. By contrast, in formal insolvency procedures it is possible to 
sell or liquidate the debtor’s business without the need of the debtor’s consent. 

■ Fewer chances of lender liability actions. In some legal systems, creditors may face 
liability if it is found that through the implementation of the workout they were 
de facto running the debtor’s business (shadow directors). They could also face 
lender liability for the concession of abusive credit. In a formal insolvency sce-
nario, those risks do not exist, because new fi nance typically requires the consent 
of creditors and/or the authorization of the court. 

■ Diffi  culties of multi-party negotiations. In a workout, it is diffi  cult to deal with a 
large number of creditors, whereas formal insolvency proceedings provide a 
forum capable of accommodating all creditors, independent of the size and/or 
nature of their claims.

■ Directors’ liability. If the law contains a duty for directors to fi le for insolvency, di-
rectors may take a less risky route if they use formal insolvency procedures, rath-
er than trying to reach an agreement while the company slides into insolvency. 

■ Existence of a formal reorganization procedure. The existence of a reorganization 
process substantially aff ects the balance between advantages and disadvantages. 
Allowing the debtor’s management to continue running the business gives man-

10. The unanimity requirement can be modifi ed by law, or can be best addressed by a contractual 
framework where the participants have agreed to act according to majority rule in future work-
outs. See below, number 77 ff . 
11. In the United States, it is not possible to bind a dissentient public bondholder to a change in 
payment terms (Trustee Indenture Act 1939). In this case, a restructuring can only be done if the 
debtor off ers to fully repay the public debt, or off ers other securities in exchange for the public 
debt. This is one of the reasons why, in U.S. practice, informal workouts are linked to the existence 
of bank debt, whereas formal reorganization is eff ective where there is public debt (i.e. multiple 
claimants, with collective action problems). 



Out-of-Court Debt Restructuring 13

agement a strong incentive to fi le for reorganization as an alternative to formal 
liquidation procedures. This would allow management to continue their busi-
ness operations while benefi  ing from a stay of creditor actions. Moreover, reor-
ganization aff ords the possibility to terminate contracts that are burdensome for 
the company, and allows the passing of a reorganization plan that is binding on 
a minority of opposing creditors. 

■ Recognition by foreign courts. Foreign courts are more apt to recognize all formal 
proceedings, especially formal liquidation proceedings, which may be necessary 
in the case of a debtor with signifi cant cross-border activities or assets.12

17.  Advantages, disadvantages, and alternative informal procedures. The advantages and 
disadvantages of out-of-court restructurings suggest that, in a specifi c situation, 
after undertaking an adequate analysis, it would be possible to make the correct 
decision on whether to open a formal insolvency proceeding instead of negotiating 
a workout. However, the mix of advantages of workouts with certain advantages of 
formal insolvency proceedings explains the existence of enhanced procedures and 
hybrid procedures in numerous jurisdictions. 

18. Advantages of enhanced restructurings. The spectrum or continuum of procedures de-
signed to deal with fi nancial diffi  culties covers also the workouts that are enhanced 
by the existence of norms.13 The main advantage of norm-based workouts over tra-
ditional workouts is that the creditors agree to bind themselves, voluntarily, to a set 
of principles and guidelines that govern the negotiation and conduct of participants 
in a workout. It would be a mistake to dismiss this approach because of the norms’ 
lack of binding eff ects. In practice, moral suasion and peer pressure may be as eff ec-
tive as binding legal rules. In some cases, these norms can be reinforced contractu-
ally, where the fi nancial supervisor requires fi nancial creditors to formally adhere 
to these principles before a debtor is in fi nancial diffi  culty. In this way, the binding 
eff ect of contract enhances norms, and specifi c workouts will be easier to negotiate 
in the future. 

19. Advantages of hybrid procedures. Hybrid procedures are, essentially, private restruc-
turings complemented by minor judicial or public interventions and incorporating 
some elements of formal insolvency proceedings14. Hybrid procedures preserve 
most of the advantages of out-of-court restructurings and incorporate some of the 
advantages of formal insolvency proceedings. There can be, therefore, multiple 
ways of regulating hybrid procedures and their structure depends essentially on 
the particular formal eff ect needed to reinforce the workout. One of the most wide-
spread hybrid procedures is the “prepackaged plan.” The prepackaged plan is ne-
gotiated as a workout, but the debtor submits the agreement to the court, initiating 
a procedure that can result in the confi rmation of an insolvency plan that is binding 

12. The workouts can be recognized as contracts, but the problem is that a contract that inter-
feres with insolvency policies will not be recognized in formal insolvency foreign proceedings, and 
could be set aside by the court. 
13. See below, Section III.3, number 78 ff . for the treatment of workouts based on norms and other 
enhanced workout procedures. 
14. See below, Section III.4, number 93 ff . for the treatment of hybrid procedures. 



World Bank Study14

on all creditors. Other hybrid procedures are those that allow the debtor to negoti-
ate with its creditors while the court enforces a stay on creditors’ actions. In any 
case, the number of combinations is potentially large, and therefore it is impossible 
to catalog all hybrid procedures, although the binding eff ects on the minority and 
the possibility of invoking a stay on creditors’ actions are possibly among the most 
recurring features of the hybrid procedures existing in numerous jurisdictions. 
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S E C T I O N  I I

Enabling Legislative Framework

World Bank Principles B3 and B5.2

Principle B3 

Corporate workouts and restructurings should be supported by an enabling environment, one 
that encourages participants to engage in consensual arrangements designed to restore an 
enterprise to fi nancial viability. An environment that enables debt and enterprise restructuring 
includes laws and procedures that:

B3.1 Require disclosure of or ensure access to timely, reliable, and accurate fi nancial infor-
mation on the distressed enterprise;
B3.2 Encourage lending to, investment in, or recapitalization of viable fi nancially distressed 
enterprises;
B3.3 Flexibly accommodate a broad range of restructuring activities, involving asset sales, 
discounted debt sales, debt write-offs, debt reschedulings, debt and enterprise restructurings, 
and exchange offerings (debt-to-debt and debt-to-equity exchanges);
B3.4 Provide favorable or neutral tax treatment with respect to losses or write-offs that are 
necessary to achieve a debt restructuring based on the real market value of the assets sub-
ject to the transaction;
B3.5 Address regulatory impediments that may affect enterprise reorganizations; and
B3.6 Give creditors reliable recourse to enforcement, as outlined in Section A, and to liquida-
tion and/or reorganization proceedings, as outlined in Section C.

Principle B5.2

B5.2 In addition, good risk-management practices should be encouraged by regulators of 
fi nancial institutions and supported by norms that facilitate effective internal procedures and 
practices supporting the prompt and effi cient recovery and resolution of nonperforming loans 
and distressed assets. 

1. Gener al Conditions of an Enabling Framework

20. Importance of an enabling legislative framework. Corporat e workouts and restructurings 
should be supported by an enabling environment, one that encourages participants 
to engage in consensual arrangements designed to restore an enterprise to fi nancial 
viability. Concerns and issues relevant to informal workouts are often addressed in 
the context of formal frameworks for reorganization or liquidation procedures, but 
are often overlooked or ignored in their own context. Typically, formal insolvency 
proceedings may consider the eff ects—or the lack thereof—of an informal workout 
in the context of a subsequent insolvency procedure, but there are very few provi-
sions dealing explicitly with informal workouts in most jurisdictions. However, the 
lack of specifi c provisions for the regulation of informal workouts does not imply 
that general law has no infl uence on them. On the contrary, informal workouts suf-
fer the negative side-eff ects of legal rules that have been devised for other factual 
situations and that do not take into account the special nature of informal workouts 
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and the particular circumstances in which these workouts are negotiated. Thus, an 
eff ective framework for workouts must reduce or eliminate the obstacles to nego-
tiation and implementation of restructuring arrangements, and should create an 
adequate set of incentives for the debtor and for the creditors. 

21.  Regulatory space for workouts. While there are a variety of diff erent policy choices on 
the substantive and procedural nature of laws and the allocation of risk among par-
ticipants, the framework governing corporate workouts and restructurings must 
be clearly specifi ed and consistently applied to encourage consensual workouts. 
An eff ective framework for workouts can reduce the space of formal insolvency 
proceedings in the continuum described earlier:15 if a general regulatory frame-
work contains no obstacles and actually encourages informal workouts, the courts 
would have the possibility of concentrating on the cases that are best suited for 
formal insolvency procedures. That fact alone constitutes an immediate advantage 
for any legal system, as the workload for courts can be frequently excessive, espe-
cially during a general economic crisis. The key requirement for using restructur-
ings, though, is the debtor company’s viability: using debt restructuring to keep 
non-viable companies artifi cially alive results in more losses for the creditors and 
for society as a whole.16 Therefore, the importance of the debtor’s viability element 
in debt restructuring cannot be overemphasized, and that is the reason why work-
out incentives should not be so overwhelming as to prevent the liquidation of non-
viable companies. 

22. Basic rules that allow restructuring. An environment that enables debt restructuring 
of viable companies must be based, fi rstly, on the existence of adequate basic con-
tract rules that allow for modifi cation of debts and that establish good faith require-
ments in the behavior of the parties to a contract.17

23. Insolvency law. The characteristics of the insolvency law are also fundamental for the 
success of restructuring activities. An appropriate insolvency law should enable the 
parties to engage in negotiations without incurring any legal liabilities and to reach 
agreements protected from subsequent avoidance actions. In fact, restructurings 
are negotiated in the shadow of insolvency law, in more than one sense: 

■ In the original sense of the term, bargaining in the shadow of the law means that 
the parties are conscious of their rights and of the treatment of their claims in 
insolvency. It is important that the law is clear and predictable, because uncer-
tainty regarding the relative positions of creditors, and the treatment of catego-
ries of creditors in the insolvency process, implies that some creditors will try to 
avoid workouts and try to gain advantage within the insolvency process. 

15. See Figure 1.1 above, under number 5.
16. The best example is found in the notorious “zombie banks,” that is, fi nancial institutions whose 
economic net worth is less than zero, but which continue to operate because of diff erent types of 
external support (typically, governmental support).
17. The existence of pre-contractual duties of good faith can also perform a fundamental role. See 
below, numbers 65 and 73.
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■ The general eff ectiveness of insolvency law is also an important factor for ne-
gotiations. If insolvency law is slow and allows the debtor to use a wide array 
of delaying tactics, creditors will have a strong incentive to avoid insolvency 
law altogether and to reach an agreement with the debtor. However, the debtor 
could be inclined to rely on the general ineff ectiveness of the insolvency law 
to gain advantages in the restructuring, as this lack of eff ectiveness grants the 
debtor a stronger bargaining position. If insolvency proceedings are costly, there 
is an incentive for the parties to engage in workout negotiations, because both 
the debtor and creditors will try to avoid insolvency. 

■ One of the main characteristics of formal insolvency proceedings, the removal 
of management from offi  ce, creates an incentive for the debtor to negotiate with 
creditors. If there is a reorganization regime in which management continues to 
control the debtor’s business, the debtor might have fewer incentives to opt for 
out-of-court restructuring. 

■ Other issues connected to the insolvency rules can create incentives or disincen-
tives for workouts. The best example is the existence of avoidance actions under 
insolvency law. These actions are designed to prevent debtors in fi nancial dif-
fi culty from selling assets at an undervalue, or from granting special favorable 
treatment to some existing creditors, to the detriment of the remaining creditors. 
A carefully designed avoidance regime in insolvency constitutes an important 
part of an enabling regime for workouts. Indeed, avoidance or preference actions 
may interfere with restructuring agreements and create a disincentive for their 
use. In the systems where restructuring agreements are specifi cally exempt from 
some avoidance actions, the risk of the restructuring agreement being avoided 
in a subsequent insolvency procedure is minimized or altogether eliminated. In the 
systems where avoidance actions are tied to a requirement of proof of prejudice to 
creditors, the creditors should be able to demonstrate that their actions did not preju-
dice the debtor or creditors who were not parties to the restructuring agreement.18 

■ The debtor’s duty to fi le for insolvency is another important feature of insolvency 
law. If such a duty exists, it may be risky for the debtor to engage in negotiations 
with its creditors. A solution to this problem can consist of an exception for that 
duty in case the debtor initiates, in good faith, negotiations with its creditors, 
with a view to restructuring its debts. 

18. To this eff ect, it is important that creditors document all the relevant steps in a restructuring in 
order to show that the restructuring was fair and that no inordinate advantage was obtained at the 
expense of the debtor or of other creditors. The situation may be much more complex in the case 
of legal systems where restructurings are not specifi cally exempt from avoidance actions and there 
is no requirement of proof of prejudice. Restructuring agreements are at considerable risk of being 
avoided if the restructuring does not work and a subsequent insolvency procedure is initiated. 
Restructuring always carries a high avoidance risk, as restructured companies are those which 
normally are on the brink of insolvency or are facing a severe liquidity crisis. If the restructuring 
agreement and the debtor’s business plan are ineff ective, an immediate insolvency procedure is 
the most likely outcome, with a potential avoidance of the agreement and potential liabilities for 
participants. Therefore, a balanced avoidance regime which takes into account these circumstances 
is an important element in an enabling framework for debt restructuring.
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2. Other  Legislative Provisions For an Enabling Framework 

24. Variety of laws that support or hinder restructurings. An enabling environment should 
also include the laws and procedures described in the following paragraphs. It is 
not possible to draft an exhaustive list of all the legislation necessary or useful to 
enable workouts. The following paragraphs only contain references to those rules 
that are more frequently associated with incentives and disincentives for workouts. 

25. Financial disclosure. According to the World Bank Principles, “Laws and procedures 
that require disclosure of or ensure access to timely, reliable and accurate fi nancial infor-
mation on the distressed enterprise” represent an important element of an enabling 
framework (Principle B3.1). The disclosure of accurate fi nancial information on the 
debtor is crucial to the success of a workout, as creditors must be able to evaluate 
the debtor’s fi nancial situation as well as any proposals made as part of the restruc-
turing. In this regard, the law has to include the obligation to approve and fi le an-
nual accounts, preferably audited. In the case of listed companies, the fi nancial in-
formation should be more frequent and more sophisticated than in the case of Small 
and Medium Enterprises.19 Creditors, or their advisors, should be able to obtain, or 
at least to access for the purpose of a due diligence analysis, all relevant information 
regarding assets, liabilities, business activities and prospects and to make appropri-
ate personnel available to the parties carrying out the review.20 Where debtor and 
creditors cannot reach an agreement on the valuation of certain assets or losses, an 
external and independent due diligence exercise may help reduce the diffi  culty. The 
valuation of assets and losses is extremely important for a workout, as is the busi-
ness plan that must accompany the debt restructuring. A workout must be based 
on the assumption that the situation of the debtor has been correctly described and 
that there are no hidden losses and no overvalued assets. 

26. Financing rules. The World Bank Principles recommend the introduction of “Laws 
and procedures that encourage lending to, investment in or recapitalization of viable fi -
nancially distressed enterprises” (Principle B3.2). The law should make it possible for 
distressed companies to have access to fi nancing sources. Without new fi nancing 
arrangements, the debtor company may have to resort to formal insolvency pro-
ceedings for lack of liquidity to continue trading. Thus, additional funding (some-
times referred to as “new money”) is often the foundation upon which a debt re-
structuring is built. An eff ective way to encourage lending to distressed companies 
is to accord priority status to repayment of such additional funding so that new 
money enjoys priority to refl ect the additional risk incurred by creditors, eventually 

19. Accounts should always be audited in the case of listed companies and also in the case of spe-
cially regulated businesses. The role of international accounting and auditing standards is para-
mount in this regard.
20. In the case of listed companies, this due diligence process carries some substantial risks: the 
creditors gain access to material, non-public information, so there could be a risk of insider trading. 
Therefore, it is important that creditors sign a confi dentiality agreement and that creditors refrain 
from operating in the securities of the debtor company during the workout negotiation. Although 
the off ence of insider trading is normally restricted to the trades in listed securities, there may be 
general anti-fraud provisions that apply to other transactions over unlisted securities and credits 
in general. 
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with the prior approval of a majority of creditors or of the steering commi  ee.21 
Where such security may not be granted (because of the existence of a negative 
pledge provision, or because of the lack of available unencumbered assets) creditors 
have the option to reach a loss-sharing agreement among them designed to ensure 
that the new money will be accorded priority status. There are basically three tech-
niques to accord priority to the new fi nancing needed for the restructuring. The fi rst 
consists of creating a security interest that favors the creditor that lends new money. 
This can only be done if: there are free unencumbered assets; there are no contrac-
tual provisions that prevent the creation of new security interests; and there are no 
legal rules that provide the grounds for a potential avoidance action. The second 
technique applies to assets that have been used as collateral for loans of an amount 
signifi cantly lower than the valuation of the encumbered assets (the creditors that 
benefi t from those security interests are sometimes referred to as “over-secured”); 
a second security interest over the same assets is therefore feasible. Finally, another 
possibility consists of a contractual priority, agreed among a group of creditors 
(mainly fi nancial institutions). Typically, these arrangements among creditors have 
eff ects only outside of formal insolvency proceedings. Creditors should therefore 
be aware that these agreements between creditors have eff ects only inter partes and 
cannot interfere with the ranking of creditors included in the insolvency laws.

27. Other incentives for investment in distressed debtors. Priority for new money is just one 
of the ways to fi nance the distressed debtor. There are also other ways in which 
the law may create incentives for lending to, investment in, and recapitalization of 
distressed companies. There can be special tax rules that allow investments in and 
loans to distressed companies to be temporarily and/or partially exempt from taxa-
tion. Obviously, these tax incentives require a strict defi nition of what a distressed 
company is, to avoid misuse and potential fraud. 

28. Hybrid securities. The creation of a regime of hybrid loans or debt/equity securities 
is another possible incentive for corporate debt restructuring. Typically, these loans 
or securities can qualify as the distressed company’s capital, even though in fact the 
holders of the securities have a right of payment of an interest, which is determined, 
at least partially, according to the company’s results. The holders of the securities 
have also a right of repayment of the principal amounts. These hybrid securities 
may be extremely useful in restructurings, and their usefulness is greatly enhanced 
when legislative measures complement them with a special tax treatment. Another 
important factor regarding subordinated securities is that accounting rules allow 
for these securities to be classifi ed as capital. This is crucial in legal regimes where 
capital requirements are compulsory for all types of commercial companies and has 
important regulatory consequences for special types of companies, such as fi nancial 
institutions. 

29. Capital injections. Finally, investment in distressed companies may take the form 
of capital injections. Increases in the debtor’s company capital may be used to ac-
quire new funds or to reduce debts, by means of a debt/equity swap. Obviously, 
capital increases require that the debtor company’s recuperation prospects be good 

21. See below, number 76. 
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and that there be no corporate law obstacles to a capital increase to which credi-
tors should normally subscribe. In legal systems where the law grants preemption 
rights to shareholders, this requires that the existing shareholders waive their pre-
emption rights in order to allow the entry of new investors in the debtor company, 
or the existence, in corporate law, of an exception to preemption rights. In this re-
gard, corporate governance has an impact on the negotiation and implementation 
of restructuring arrangements. 

30. Contents  of restructuring. According to the World Bank Principles, an eff ective sys-
tem should include “Laws and procedures that fl exibly accommodate a broad range of 
restructuring activities, involving asset sales, discounted debt sales, debt write-off s, debt 
rescheduling, debt and enterprise restructurings and exchange off ers (debt-to-debt and debt-
to-equity exchanges)” (Principle B3.3). The ability to implement a restructuring relies 
on a legal framework that can accommodate the diff erent contents of a restructur-
ing plan at a fundamental level. It is not easy to delineate a priori the diff erent con-
tents that a restructuring plan may include. In any case, the laws of a jurisdiction 
should be fl exible enough to allow the use by creditors and debtors of a wide array 
of restructuring techniques. 

31. Restructuring measures. As stated before, restructuring activities can include mea-
sures that restructure the debtor’s business (operational restructuring) and measures 
that restructure the debtor’s fi nances (fi nancial restructuring). In the case of fi nancial 
diffi  culties, fi nancial restructuring will always be required, but operational restruc-
turing may be unnecessary in some cases, for instance, where the fi nancial diffi  cul-
ties are entirely unrelated to the ordinary course of the debtor’s business opera-
tions. Restructuring measures may include, inter alia, the following:22 

■ Regarding the restructuring of the business, the law has to accommodate the sale 
of business units, a downsizing of the continuing business, or a hive-down (cre-
ation of a subsidiary to which the profi table business activities are transferred).

• Regarding the restructuring of the debtor’s fi nances, the law should allow the 
modifi cation of the structure of the debt or the debt itself, which is the main 
object of the agreement between the debtor and its creditors. The agreement 
may either provide an extension of the period in which the debtor’s obliga-
tions become due, without altering the amount of the creditors’ claims (mor-
atorium), or fashion a se  lement, sometimes known as “composition agree-
ment,” which will reduce the total amount to be paid to creditors, providing 
for payments to be made over a period of time.

■ Restructuring of fi nances may also involve important changes in the fi nancial 
structure of the debtor company. In eff e ct, some measures involve legal changes 
in the fi nancial structure of the debtor, and pose particular problems. Legislation 
should provide a framework for debt-to-equity conversions and debt-to-debt 
conversions by means of which creditors convert their existing debt into equity 
or into new debt that is convertible into equity. One of the techniques frequently 

22. See the expanded list of restructuring measures below, number 74 ff . 
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used in restructuring arrangements is the conversion of debt instruments into 
new instruments that are less burdensome for the distressed fi nances of the debt-
or company. The conversion of debt may take diff erent forms: 

• Conversion of debt into equity. The legal system should provide the debtor and 
creditors with means to convert the company’s debt into equity. In this regard, 
the issue of new capital will likely require existing shareholder pre-emption 
rights to be waived or an exception to these created for this purpose. If the 
law does not provide for such an exception to the pre-emption regime, share-
holders may have to relinquish their pre-emption rights. The debt off ered in 
consideration for new shares has to be valued according to accepted account-
ing standards:23 in the case of a restructuring, the exact percentage of capital 
awarded to creditors will correspond directly to the recognized value of the 
debtor company.

• Conversion of debt of listed companies into shares. If the debtor is a listed company, 
conversion can present serious obstacles. In some countries, a conversion of 
debt into equity may trigger a number of duties for the creditor who becomes 
a signifi cant shareholder in the debtor company. The most onerous of these 
potential duties is the obligation to launch a takeover bid, at an equitable price, 
for the full capital of the company. To promote restructuring, countries with 
a compulsory takeover regime may wish to consider potentially introducing 
in their rules an exemption to this kind of provision for distressed compa-
nies. The rules on investment by foreign nationals can also include signifi cant 
restrictions to ownership of shares by foreign investors, especially in certain 
strategic sectors. 

• Conversion of debt into convertible debt. It should be possible to convert out-
standing debt into debt that is itself convertible into equity. This restructur-
ing technique is diff erent from mere novation. Normally, the debt will also be 
novated for its conversion into convertible debt. The conversion of debt into 
convertible debt is a sophisticated way of combining two risk perspectives by 
creditors. The creditors can have the option to convert their debt into equity, 
at specifi c times (European Option) or throughout the whole life of the debt 
instrument (American Option). As in the conversion of debt into equity, there 
are usually some specifi c constraints if the debtor is a publicly listed company. 

32. Tax regu lation. The World Bank Principles stress the importance of “Laws and pro-
cedures that provide favorable or neutral tax treatment with respect to losses or write-off s 
that are necessary to achieve a debt restructuring based on the real market value of the assets 
subject to the transaction” (Principle B3.4). In practice, tax rules represent signifi cant 
obstacles to fi nancial and operational restructuring in many countries. Because they 
may trigger taxable events, restructuring eff orts can become unfeasible or signifi -
cantly more expensive. A non-exhaustive list of examples of tax provisions that can 
aff ect debt restructurings follows, illustrating the cases that frequently arise in the 

23. In numerous corporate law systems, the intervention of an auditor or expert will be necessary 
in order to assess the correct value of the debt. 
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context of debt restructurings. Other situations may exist in which an unexpected 
taxable event may complicate the restructuring operation. Therefore, the identifi ca-
tion of potential obstacles to debt restructuring warrants a complete analysis of the 
relevant tax regime.

33. Tax and debt write-off s. Debt write-off s may be treated as an immediate gain for the 
debtor; conversely, the creditors’ ability to deduct the losses when off ering conces-
sions may be limited. With such a tax regime, a workout based on a debt write-off  
may become prohibitively expensive for all the participants.

34. Tax and debt/equity swaps. The tax regime may create disincentives to debt/equity 
conversions. These disincentives may prevent creditors from deducting losses 
when accepting shares in exchange of debt for a lower amount, and may also in-
clude stamp duty on the issuance of new shares. 

35. Tax in mergers and acquisitions. In the context of mergers and acquisitions, distressed 
companies may be denied the possibility to carry losses forward when transferred 
to corporate acquirers or when merging with other companies. In those cases, the 
loss of the tax credits may deny to the distressed company the opportunity of a res-
cue by another company, as the la  er will be unable to use the tax credits to off set 
its taxable benefi ts. 

36. Transfer taxes. Some countries also impose value-added or transfer taxes on the 
transfer of non-performing loans or on the disposal of assets by a debtor to a suc-
cessor company. The general regimes of asset transfers can imply that there is a 
taxable event in the sale of distressed debt and this, in turn, may force creditors to 
keep those distressed debts instead of transmi  ing them to creditors with more ex-
perience in debt restructurings. Equally, the defi nition of the transmission of assets 
belonging to the debtor to an acquirer—a creditor or an independent party—as a 
taxable event may preclude an effi  cient solution to the indebtedness problem. 

37. Stamp duty. In numerous countries, the restructuring and/or consolidation of debts 
and the creation of new security interests to protect new money are subject to stamp 
duty. Although stamp duty may have a minimal impact in comparison with other 
taxes, it is an additional factor that may hinder a successful restructuring operation. 

38. Tax neutrality and tax incentives. In sum, the legal framework should not discrimi-
nate against corporate workouts and restructurings. Moreover, during periods of 
systemic crises, the law should provide tax incentives for the parties that implement 
solutions that will render the restructured business viable (for example, favorable 
off se  ing tax treatment for debt forgiveness). 

39. Complications of tax policy. Favorable or tax-neutral systems may however be diffi  -
cult to achieve in practice since policies that are useful in certain circumstances may 
present unintended consequences in the context of corporate workouts; alterna-
tively an appropriate tax treatment of corporate workouts may complicate tax regu-
lation and make it diffi  cult to enforce. Besides, it is crucial that if special tax rules 
exist for debt restructurings, those rules are carefully drafted and are as specifi c as 
possible, in order to avoid the creation of loopholes in the general tax regime. 
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Table 2.1: Checklist for tax regulation issues in corporate restructurings

• Taxable income for debt reduction or debt forgiveness (for the debtor);
• Deduction for bad debts for the creditor; 
• Disposal of a debt at a loss—deduction or capital loss availability;
• Debt forgiveness, partial or total—deduction or capital loss availability;
• Debt/equity swaps—deduction for losses; 
• Stamp duty;
• Availability of capital gains rollover for corporate reorganizations (mergers, takeovers…);
• Tax consequences of modifi cation of debt agreements;
• Tax consequences of property transfers.

40. Regulatory provisions aff ecting restructurings. According to the World Bank Principles, 
systems should incorporate “Laws and procedures that address regulatory impediments 
that may aff ect enterprise reorganizations” (Principle B3.5). Regulatory impediments 
should be addressed, as they are likely to inhibit the creditors’ ability to design a 
workout. The impact of special regulations may be particularly acute with relation 
to fi nancial institutions (either in the role of creditors or debtors) and in relation 
to debtors that are special regulated companies (e.g., utilities, telecommunications, 
defense industries, and other strategic sectors). The law should allow fi nancial re-
structuring of regulated companies so that companies should not suff er any nega-
tive consequence by the fact of negotiating a workout with their creditors. 

41. Regulatory constraints for banks. Bank creditors (either domestic or foreign) may be 
subject to regulatory constraints that may prevent them from owning or operating 
a business. Other rules may limit the amount of equity they are allowed to accept in 
lieu of payment of debts. Banks may also have problems with the operation of risks 
concentration rules. Finally, state-owned fi nancial entities may encounter problems 
in writing off  debts, due to statutory constraints. 

42. Authorization to acquire shares. All creditors, and especially foreign creditors, may 
need authorization to acquire substantial percentages of shares of a specially regu-
lated company.24 This may create a signifi cant obstacle for a debt/equity swap. 

43. Creditor rights in mergers and spin-off s. In addition, corporate mergers and spin-off s may be 
constrained, for example, by a multi-month waiting period during which creditors may 
object and demand immediate repayment of their claims. The treatment of workers in 
corporate restructurings may also constitute a signifi cant hurdle for a successful workout. 

44. Competition regulations. Competition rules raise other regulatory questions that may 
have an impact on restructuring. Regarding authorizations for mergers, competi-
tion authorities may have to apply a less rigorous set of rules to facilitate restructur-
ings. Also from a competition point of view, it may be helpful to allow tax-breaks for 
restructured business, exempting them from the strict application of anti-state aid rules.

24. In certain countries, foreign nationals are also prevented from owning real estate assets, and 
that may be a factor inhibiting some out-of-court restructurings. 
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45. Securities regulation. Securities regulation may contain hurdles for restructuring that 
need to be removed. As discussed above, among these, in some jurisdictions there 
is a compulsory takeover bid for acquisition of control. This can prevent creditors 
from entering into a debt/equity swap because a large creditor, or a group of impor-
tant creditors acting in concert, may be under the obligation of launching a takeover 
bid, at an equitable price, for the whole of the capital of the listed company. The 
status of creditors as signifi cant shareholders of the restructured company may also 
trigger the application of restrictive rules on trading. Finally, other obstacles relate 
to the need for a prospectus for an off ering of shares or new debt instruments to 
creditors. In all of these cases, the regulation should accommodate the special re-
quirements of workouts, by way of exempting workouts from general regulatory 
requirements, or by providing a more lenient regime for workouts. 

46. Importance of proper diagnosis. A due-diligence analysis of the legal framework 
should identify all possible impediments, so that specifi c waivers, time-bound or 
permanent general relief may be considered, depending on the circumstances.

47. Enforcement provisions. According to the World Bank Principles, an important en-
abling feature for workouts in a legal system is found in the existence of “Laws and 
procedures that give creditors reliable recourse to enforcement as outlined in Section A and 
to liquidation and/or reorganization proceedings as outlined in Section C of these Prin-
ciples” (Principle B3.6).25 Because informal workouts take place in the “shadow of 
the law,”26 consensual resolution requires reliable fallback options through existing 
legal mechanisms for individual enforcement and debt collection or through collec-
tive insolvency procedures. The existence of arbitration and mediation mechanisms 
is also an important factor that facilitates the negotiation of workouts.

48. Sanctions. For the informal restructuring process to operate eff ectively there must be 
a sanction in case the negotiation process cannot be started or breaks down. Typi-
cally this will mean that there can be swift and eff ective resort to formal insolvency 
laws and creditor rights enforcement systems that are reliable, predictable and ef-
fi cient. For this purpose, creditors may agree on an inter-creditor agreement where-
by, if the debtor does not comply with the restructuring process, does not provide 
information or does not comply with an agreed restructuring plan, the creditors 
will commence actions against the debtor to place it into formal insolvency proce-
dures or take other appropriate legal action. 

49. Reorganization procedure as a backdrop. There are other important factors that may be 
conducive to a successful workout, such as the existence (or lack of) a formal reor-
ganization procedure, with or without a “debtor in possession” regime.27

25. Principle A5 of the World Bank Principles refers to commercial enforcement systems, while 
Section C contains the Principles that refer to insolvency proceedings. 
26. See above, number 23.
27. Normally, the availability of a reorganization procedure with a “debtor in possession” regime 
reduces the use of workouts, as the debtor has a strong incentive to use the features of the formal 
reorganization procedure without suff ering the loss of control which is typical of liquidation pro-
cedures. 
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50. Risk management rules. The World Bank Principles underline the importance of risk 
management rules: “In addition, good risk-management practices should be encouraged 
by regulators of fi nancial institutions and supported by norms that facilitate eff ective inter-
nal procedures and practices supporting the prompt and effi  cient recovery and resolution of 
nonperforming loans and distressed assets” (Principle B5.2). Financial regulators play 
a very important role in debt restructuring, especially in general economic crises. 
Financial regulators should use their supervisory powers to ensure that banks and 
fi nancial institutions recognize their losses in their accounts as soon as possible and 
participate in restructuring agreements in order to adequately treat nonperforming 
loans and distressed assets. 

51. Risk management practices. Risk management practices must encourage banks to rec-
ognize their losses and to rid their balance sheet of “toxic assets.” The treatment of 
provisions for nonperforming loans is crucial for the overall health of the fi nancial 
system and it works as an eff ective incentive for negotiated solutions for insolvency 
or for the illiquidity problems of corporate debtors. However, rules for classifying 
and provisioning troubled debt can provide limited incentives for banks to engage 
in deeper restructuring. Some countries allow the re-classifi cation of restructured 
loans from non-performing to performing immediately after restructuring; but 
globally, the more common standard is to upgrade only after several payments 
have been received and the fi nancial viability of the borrower has been assured. As 
a result, banks in certain countries have incentives to engage in cosmetic restructur-
ing, including generous rescheduling granted to debtors. A sophisticated regime 
for debt classifi cation and provisioning is one of the main factors in shaping an ad-
equate restructuring regime. The regime may include forbearance on classifi cation 
during the workout negotiation period and a shortened period for return to accrual 
status upon completion of restructuring.

52. Adequate accounting and auditing rules for fi nancial creditors. One of the most impor-
tant features of a legal system conducive to out-of-court restructurings is the exis-
tence of adequate accounting rules. Adequate accounting and auditing rules for the 
debtor imply that its economic situation can be fully assessed and the extent of its 
indebtedness problem ascertained, avoiding the possibility of hiding the problem 
or ignoring it until an insolvency procedure represents the only way out. Rules 
conforming to International Accounting Standards force creditors to write-down 
or write-off  their debts according to a fair valuation. There needs to be pressure for 
the creditors to write down their debts and refl ect the corresponding losses in the 
accounts. Otherwise, if creditors do not identify the extent of non-performing loans, 
the balance sheets of fi nancial creditors can be distorted to the point of creating a 
systemic crisis. Moreover, accounting rules tend to favor restructuring over formal 
insolvency proceedings, in the sense that the write-downs for a non-performing 
loan tend to be lower in an informal arrangement than in a formal insolvency pro-
cedure, where the write-down will be more substantial. This incentive for restruc-
turing activities may be positive in most cases, but it can also distort the creditors’ 
decisions in cases where liquidation would be the appropriate route to take. Finally, 
adequate accounting rules should cover a number of aspects, like limits on research 
and development (R&D) capitalization, limits on asset revaluation, and consolida-
tion of accounts, both domestic and off -shore.
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Table 2.2: List of elements of a legal system to be assessed to verify the 
existence of obstacles and incentives for out-of-court restructurings28

• General aspects of the law of contract (general good faith requirements, rules for modifi ca-
tion of debts);

• General regime for the enforcement of claims (secured and unsecured debt, individual and 
insolvency actions);

• General features of insolvency law (avoidance actions, liability of directors, duty of the 
debtor to fi le for insolvency);

• Financial disclosure obligations;
• Insolvency rules on avoidance actions of antecedent transactions;
• Availability of hybrid securities;
• Corporate Governance issues (powers of the general meeting; directors’ liability); 
• Rules for suppression of preemption rights;
• Foreign investing rules, restrictions on the ownership of shares, restrictions on the owner-

ship of real estate;
• Restrictions on the types of assets that fi nancial institutions may possess (restrictions on 

the ownership of real estate by fi nancial institutions, or restrictions in the ownership of 
shares or convertible debt);

• Securities regulation (need of unanimity or reinforced majorities for public debt restructur-
ing, need for prospectus for new securities, disclosure of information, concept of related 
parties, concept of control and compulsory takeover bids);

• Tax law (see Table 2.1 above);
• Special regulations applicable to the debtor’s business;
• Rules for mergers and acquisitions (specifi cally, opposition to mergers by creditors, and 

treatment of workers in corporate restructurings);
• Competition law rules and exemptions;
• Ease of access to effective individual enforcement and insolvency proceedings;
• Existence of reorganization procedures with or without a “debtor in possession” regime;
• Existence of modern arbitration and mediation procedures;
• Risk management practices and regulations;
• Accounting and auditing rules (treatment of non-performing loans, treatment of subordi-

nated loans as capital, etc.); 
• Rules on classifi cation of loans by banks and fi nancial institutions

An analysis of these elements will reveal the areas that need improvement and refi nement in 
the legal system to create the proper incentives for effective workouts.29 

28. A workout is a complex transaction that is aff ected by numerous rules of the legal system. This 
is just an initial list of possible obstacles, including those which arise more often in restructurings, 
but other specifi c obstacles may exist in any particular legal system.
29. Of course, the creation of incentives must be the object of careful drafting, as too general provi-
sions that create incentives for workouts can be easily used by private actors to gain unjustifi ed 
advantages and to defeat other public policies.
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S E C T I O N  I I I

Informa l Worko ut Procedure

World Bank Principles B4 and B5.1

Principle B.4

B4.1 An informal workout process may work better if it enables creditors and debtors to use 
informal techniques, such as voluntary negotiation or mediation or informal dispute resolu-
tion. While a reliable method for timely resolution of inter-creditor differences is important, 
the fi nancial supervisor should play a facilitating role consistent with its regulatory duties as 
opposed to actively participating in the resolution of inter-creditor differences. 

Principle B5.1

B5.1 A country’s fi nancial sector (possibly with the informal endorsement and assistance of 
the central bank, fi nance ministry, or bankers’ association) should promote the development 
of a code of conduct on a voluntary, consensual procedure for dealing with cases of corporate 
fi nancial diffi culty in which banks and other fi nancial institutions have a signifi cant exposure, 
especially in markets where corporate insolvency has reached systemic levels. 

B4.2 Where the informal procedure relies on a formal reorganization, the formal proceeding 
should be able to quickly process the informal, pre-negotiated agreement.
 
B4.3 In the context of a systemic crisis, or where levels of corporate insolvency have reached 
systemic levels, informal rules and procedures may need to be supplemented by interim 
framework enhancement measures in order to address the special needs and circumstances 
encountered with a view to encouraging restructuring. Such interim measures are typically 
designed to cover the crisis and resolution period without undermining the conventional pro-
ceedings and systems. 

1. Introduction  

53. General question s regarding the process of an informal restructuring. An out-of-court 
restructuring or workout is a contract between the debtor and its creditors, which 
binds the debtor vis-à-vis the creditors and also binds the creditors inter se. There-
fore, workouts are multilateral contracts that include covenants governing the con-
duct of the debtor and the modifi cation of the creditors’ rights under their lending 
relationships with the debtor. Restructuring implies that the lending relationships 
cannot go on unmodifi ed, as the debtor is unable to fully comply with its obliga-
tions under the loans. For creditors, it is be  er to modify their lending relationships 
with the debtor than force the debtor into insolvency, where the prospects of recov-
ery may be signifi cantly lower. Therefore, if the debtor can survive in a restructured 
form, all parties to the workout stand to gain.

54. Structure of the section. This section analyzes the practical questions aff ecting debt 
restructuring, according to the elements included in the World Bank Principles 
(principles B4 and B5.1). One part discusses the stages and the contents of purely 
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contractual workouts. The parts that follow address questions specifi cally related to 
enhanced restructurings, and to hybrid procedures. 

2. Contractual Workouts

55. Contractual workouts. There are a variety of explanations for the widespread use of 
informal contractual workouts, but the need for fl exibility, as opposed to the rela-
tive rigidity of the formal insolvency proceedings, is probably the most important 
one. Several features of the process a  est to the fl exibility of informal workouts:

■ Contrary to most formal insolvency procedures, the debtor and the creditors can 
initiate workout negotiations without having to submit evidence of fi nancial dif-
fi culties.

■ The parties are free to negotiate among themselves, without applying the rules 
of formal insolvency.

■ There are no limits for solving fi nancial diffi  culties (for instance, a certain rate of 
recovery for creditors, or a time limit for a moratorium).30 

56. Commencing the process. The informal process essentially involves bringing together 
the debtor and its creditors. The workout can be successful only if the creditors that 
hold most of the fi nancial debt of the common debtor agree to participate in the 
process. As the process is purely informal, it can be initiated in any way and by any 
of the parties. The debtor has superior information regarding its own fi nancial state, 
so it is logical to assume that the debtor will most likely initiate negotiations with its 
main creditors. However, in some cases the debtor may decide to engage in riskier 
projects with the intention of obtaining the necessary funds to service the fi nancial 
debt. Many legal systems impose an obligation on the debtor to fi le for its own 
insolvency procedure, but there is limited precedent for legal systems requiring a 
debtor-creditor negotiation before a formal insolvency is brought.31 In this type of 
situation, the main fi nancial creditors must take the lead and initiate the process. In 
practice, in the case of large corporate debtors, the inclusion of specifi c covenants in 
loan contracts helps this process. A default under the covenants gives creditors the 
possibility of initiating a negotiation with the debtor in order to solve the indebted-
ness problem, rather than call a default and enforce their claims. Given the fact that 
most loans have cross-default clauses, the enforcement action of a single fi nancial 
creditor can initiate a creditors’ race, resulting in the debtor’s liquidation and ex-
tremely high costs and negative eff ects for all parties involved.32 

57. Representing creditors’ interests. The appointment of a leading creditor– normally, 
one of the creditors with a large debt exposure—together with a creditors’ com-
mi  ee (steering commi  ee) can greatly enhance negotiations. Creditors’ commit-

30. See above, number 30. 
31. However, according to general company law, directors can be liable for lack of diligence if they 
fail to address the problems aff ecting the debtor company. 
32. This reasoning implies the existence of a “prisoner’s dilemma.” Game theory implications are 
discussed below, under the heading “negotiation of the workout.” See below, number 71. 
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tees can be particularly important in the case of publicly traded debt, or syndicated 
loans fragmented in sub-participations. The lead creditor provides leadership, 
coordination, management and administration, and reports to the creditors’ com-
mi  ee. The creditors’ commi  ee cooperates with the lead creditor and provides 
representative reactions to the proposals put forward by the debtor and by the lead 
creditor. Representing creditors’ interests may be particularly complicated, because 
of the multiplicity of creditors and the diff erences in their legal and economic posi-
tion. It is also important to engage other stakeholders (workers, communities, etc.), 
so that all relevant interests are represented in the negotiation.33 

58. Coordinating participants. The lead creditor and the steering commi  ee should be 
instrumental in coordinating negotiations. Other key constituencies who may be 
aff ected by the restructuring are also critical to the resolution of fi nancial diffi  cul-
ties. Where the number of creditors is high, a collective action problem is likely to 
arise, and empirical evidence shows that a high number of creditors can, of itself, 
impede the negotiation of a workout. An aggregation problem may accompany the 
collective action problem. The aggregation problem exists because the positions of 
creditors, and the creditors themselves, may be very diff erent. A hidden aggregation 
problem arises when the participants at the negotiation ignore that other partici-
pants have diff erent incentives (for instance, the presence of creditors covered by 
debt insurance or covered by a credit default swap). The lack of permanence in 
creditors’ positions is another problem that may aff ect the initiation of negotiations. 
A degree of stability is necessary if negotiations are going to take place between 
creditors and the debtor and among creditors inter se. If there is an active market 
in debt trading, this may aff ect the possibilities of starting eff ective negotiations.34 

59. Engaging advisors. Successful workouts require the cooperation of independent 
advisors and experts. Advisors should help creditors to get a clear picture of the 
debtor’s situation and its viability according to a new business plan.35 Advisors 
may come from a variety of disciplines—accounting, fi nance, law, business reorga-
nization, marketing. An independent valuation of the debtor’s business is routinely 
required, and independent experts may also study the causes of the company’s 
problems and prepare or review a business plan that would put the company back 
in a healthy economic situation. Regarding advisers, it should be noticed that there 

33. See above, number 13, and passim.
34. As a ma  er of fact, an active debt market may create diffi  culties in the negotiation process, 
because of the added diffi  culty in identifying the parties and engaging them in negotiation. How-
ever, in some specifi c circumstances debt trading can facilitate a workout, especially when a large 
specialist creditor takes the position of a number of small creditors. 
35. Viable businesses tend to share a series of characteristics. The size of the business is extremely 
important where there are economies of scale. A high going concern value is also a common fea-
ture. Firms that successfully restructure their debt have more intangible assets and have few credi-
tors, mainly banks. The debtor’s bargaining power depends on the type of investments and on the 
value of human capital. Thus, fi rms more likely to succeed in their restructuring a  empt are highly 
leveraged, owe more debt to fi nancial institutions, and exhibit higher going concern values. Bank-
ruptcy, on the other hand, is a more likely outcome for fi rms with defi cient lender coordination and 
high fractions of collateralized debt.
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may exist problems caused by their lack of independence,36 the economic cost of 
their services, and also problems caused by the intrusion of advisers and the surren-
der of control by the debtor. There can also be frictions among the independent ad-
visors where access to confi dential corporate documents is denied by the debtor’s 
management. All of these problems need to be solved in order to reach a successful 
workout, as the input of independent advisors is essential to restore confi dence in 
the viability of the debtor’s business. 

60. Stabilizing the business. As soon as possible, in order to allow business operations 
to continue, parties will need to defi ne a negotiation period. This is generally ac-
complished by entering into a standstill agreement, i.e., a contractual agreement to 
suspend adverse actions by both the debtor and the main creditors that endures for 
a defi ned, usually short, period. This is functionally akin to the moratorium or stay 
under the formal rescue process. The standstill is voluntary, but it is essential for 
the probabilities of success of a workout. The voluntary nature of the standstill rais-
es an enforcement problem37 and some creditors may be tempted to enforce their 
claims against the debtor while other creditors grant the debtor a grace period be-
fore enforcing their claims. The debtor must also refrain from taking any action that 
may aff ect negatively on the business’s recovery prospects. It is normally under-
stood that the debtor will only be able to engage in transactions within the ordinary 
course of business and in necessary actions for the conservation of the business.

61. Ensuring adequate cash fl ow. Debt restructuring is necessary because the debtor faces 
illiquidity or insolvency. Successful restructuring requires that the debtor have ac-
cess to fi nance that allows it to continue its operations. This requirement imposes a 
need for additional fi nancing and therefore is often a serious problem, as it implies 
“throwing good money after bad.” In particular, it may be crucial to fi nd cash to satisfy 
smaller creditors and thus keep the negotiations to a manageable number of par-
ties. Obtaining funds during the informal process can be an acute problem because, 
even though there may be some provision under the formal rescue law for some 
type of “super priority” for a debtor’s ongoing funding, that law normally does not 
extend to such an arrangement under the informal process. The law of the jurisdic-
tion under which the informal negotiations take place might not provide for the 
super-priority of any funding during the informal standstill. It may be possible to 
provide for this under contract, but the law of the jurisdiction might invalidate such 
an agreement. What often results is an “inter-creditor” agreement among major 
creditors according to which emergency funding by one or more creditors will rank 
for repayment in advance of the other entitlements in the event of a subsequent for-
mal insolvency procedure. Another alternative is the creation of a security interest 
over unencumbered assets or over collateral whose value is superior to the loans 

36. It is arguable that advisors, like auditors, need to be independent and need to seem indepen-
dent. In the case of workouts of large companies, it tends to be the case that some advisors (es-
sentially, large auditing and consulting fi rms) have worked for the debtor or for some of its major 
creditors, and this may raise some concern among other creditors. 
37. For this reason, some of the hybrid procedures incorporate a stay on creditor actions, in order 
to reinforce the probabilities of success of workouts. See below, number 95.
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secured by it. These security interests should be immune from avoidance actions in 
a subsequent insolvency procedure.38 

62. Securing access to complete and accurate information on the business. This is essential 
for reaching a consensual agreement. The creditors will seek information about the 
debtor’s business activities, current trading position, general fi nancial position and 
assets and liabilities. This is akin to the statutory requirement for similar types of 
disclosure found in most formal rescue regimes. The provision of information de-
mands key participation of independent professionals, whose intervention makes 
the information provided more credible. As stated before, independent experts 
should review the economic information provided by the debtor. 

63. Disclosure of information by creditors. A frequently overlooked aspect is the need for 
creditors to provide complete information about their position. This requirement 
is functionally equivalent to communication of credits in a formal insolvency pro-
cedure. Creditors must disclose the amount of their credits and the features of the 
credits themselves (secured, unsecured, insured, hedged with a credit default swap, 
etc.). This allows the creditors participating in the negotiation process to reconstruct 
not only the situation of the debtor’s business, but also the extent of indebtedness 
and the nature of claims against the debtor. 

64. Negotiating a workout. A workout is generally based on an agreement between credi-
tors and the debtor on the terms and conditions for the restructuring, and the credi-
tors’ unanimous or majority acceptance. Negotiation is multilateral, as it involves 
negotiation between the creditors’ group and the debtor as well as negotiation be-
tween the diff erent creditors participating in the workout. 

65. Negotiation and good faith. The debtor is subject to a standard of good faith as the 
consequence of contractual obligations vis-à-vis the creditors. Creditors do not have 
a contractual relationship inter se,39 but the good faith standard can be required as 
a pre-contractual obligation. In some countries, a doctrine of “duties to cooperate” 
has been established for creditors in workouts. Good faith requires cooperation in 
negotiating and fi nding feasible solutions to the fi nancial diffi  culties of the debtor 
and requires that all parties to the workout fully disclose their position. 

66. Debtor’s management and negotiation. The debtor should recognize the importance 
of the workout and senior management should participate in the negotiations with 
creditors. The law should allow directors to negotiate a debt restructuring and ex-
empt them from the duty to fi le for bankruptcy for the period needed to negotiate 
a workout in good faith. Cautions have to be put in place in order to avoid abuse of 
these exemptions by debtors. During workout negotiations, the debtor’s manage-
ment continues running the business, but should refrain from impairing the posi-
tion of creditors by engaging in risky projects, or in operations that fall outside the 
ordinary course of business. 

38. See above, number 23. 
39. Except in the case of syndicated loans, where there is a contractual relationship among the 
creditors that participate in the loan. In public debt issues there may also be provisions that bind 
all the holders of debt securities. 
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67. Credible threats. A recalcitrant debtor may be forced to negotiate if creditors have ac-
cess to swift enforcement mechanisms. Well-established and widely used creditor 
remedy and insolvency law regimes can be used to infl uence the commencement 
and progression of an informal workout. The invitation to commence a dialogue 
should rarely be refused. If the debtor declines the opportunity, it faces the prospect 
that individual creditor remedies or formal insolvency proceedings will be pur-
sued. Unwilling creditors face a similar sanction to their uncooperative behavior.40 
This threat is generally suffi  cient to initiate some type of dialogue. In this way, the 
courts and formal procedures work as a fallback for the negotiation between the 
debtor and its creditors. The credibility of the threat of resorting to the court system 
is the single most important element to push for a negotiation between the debtor 
and the creditors. The debtor needs also a credible threat: that of obtaining a stay 
against the creditors and aff ecting their rights through reorganization or other for-
mal insolvency proceedings. The stay of creditors’ actions can also operate in some 
hybrid procedures. 

68. Negotiation among creditors. Negotiation among creditors is particularly sensitive, 
due to the diff erent nature and characteristics of credits and to the presence of con-
fl icts of interest among a number of creditors. The workout must recognize the 
relative positions of creditors: creditors with larger claims must take the lead in the 
restructuring process and in negotiations with the debtor. The agreement should 
recognize and accommodate creditors with valid security rights and other priori-
ties. It is not necessary to replicate the ranking of claims in a liquidation procedure, 
but the restructuring should follow as closely as possible that ranking. If a secured 
creditor is not treated in accordance with its status in insolvency proceedings, it 
may decide not to respect the standstill and enforce its security or, even worse, 
force the debtor into formal insolvency. In workouts, the most diffi  cult negotia-
tions frequently take place not between the debtor and the creditors, but among 
the creditors themselves. The negotiation among fi nancial creditors faces particular 
problems: there can be asymmetric information among the fi rm’s creditors and situ-
ations where a fi nancial creditor makes concessions conditional on other fi nancial 
creditors’ actions. Conditional concessions may lead to “herding” and to coordina-
tion problems among fi nancial creditors. At the same time, there can be an aggre-
gation problem because, apart from the diff erences in the diverse fi nancial credits, 
some of the fi nancial creditors could have instruments that distort or eliminate their 
incentives to reach an agreement. Creditors with credit insurance or with credit 
default swaps will fi nd themselves in a very diff erent situation, and this will un-
doubtedly aff ect negotiations among the parties.41 Creditors who have hedged their 
credit risk have no incentives to engage in constructive negotiations. In some cases, 
they will actually be interested in the failure of the negotiation, as opening formal 
insolvency proceedings would trigger insurance payment or payments under the 

40. Naturally, this threat is eff ective against secured creditors only if some form of stay is applicable 
to them in insolvency proceedings. 
41. It is essential to determine what constitutes default (“a credit event”) under the relevant swap 
contract. In most cases, credit events comprise: a) failure to pay; b) a restructuring; or c) formal in-
solvency procedures. The defi nition of credit events may provide incentives for strategic behavior 
of those creditors who are parties to credit default swaps. 
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swap contract. Enhancing the fi nancial capability of a corporate debtor through a 
workout enables the debtor to be  er service debt owed to non-participants. Hence, 
numerous small creditors rationally and opportunistically decline to participate in 
a workout. If these creditors, taken together, are substantial enough to dissuade 
other creditors from agreeing to workout arrangements, an otherwise effi  cient 
workout eff ort will fail. 

69. Obstacles for the negotiating process: overview. Negotiations in workouts face multiple 
problems. A creditors’ workout negotiation is a classic example of a collective action 
problem.42 Many small creditors experience rational apathy, as they do not have the 
time or the resources to engage in costly negotiations. The fact that contractual ar-
rangements cannot diminish the rights of the parties that decide not to participate 
in them means that creditors will abstain from participating and will wait to reap 
the benefi ts of the workout, in the form of full payment of their credits. This back-
ground to the problem explains why numerous classes of creditors (consumers, 
workers, and even trade creditors) are excluded from the negotiation and eff ects of 
the workout, and receive full payment of their claims. This may make commercial 
sense to a group of major creditors, as it is be  er for them to suff er losses in a dis-
proportionate way, and avoid the possibility that the small creditors, or the trade 
creditors, take the debtor to a liquidation process. The negotiation process, there-
fore, normally involves only fi nancial creditors. It is important to note, also, that the 
smaller the fi nancial creditors’ pool, the more probabilities there are of reaching an 
agreement to restructure the debtor. Certainly, an increase in the number of lend-
ers lowers the probability that a single lender is pivotal in renegotiation, but raises 
coordination and negotiation costs. 

70. The aggregation problem: dealing with diff erent classes of creditors. In most cases, the 
number and diversity of the claims will make it impossible to include or involve 
every creditor in the workout process. A large company may have thousands of 
creditors, to whom it owes diff erent amounts corresponding to diff erent types of 
transactions (fi nancial, commercial, etc.) and diff erent legal structures (unsecured, 
secured, other priorities, etc.). The heterogeneity of credits and creditors compli-
cates a negotiation. There may be secured and unsecured credits; credits with high 
interest rates and credits with no interest; credits denominated in the local currency 
and credits denominated in foreign currencies; credits originally extended to the 
debtor and credits acquired at a fraction of their nominal value; large credits and 
small credits, held by creditors with li  le or no commercial expertise, knowledge 
or will to participate in the process in a constructive manner. This diversity creates 
an aggregation problem, as it is necessary to give a general solution to situations 
that are essentially disparate. The distinction between homogeneous and heteroge-
neous creditors is very important because there can be clear discrepancies between 

42. The collective action problems exist also in the stages before the workout: a debtor can decide 
not to repay selected debts (strategic default, as an example of moral hazard), and the creditors 
may face coordination problems when collecting the debts that are owed to them (common pool 
problem). If the creditors coordinate, there is an incentive for each individual creditor to benefi t 
from the agreement by not participating in it (hold out problem, which in itself is a version of the 
free rider problem). 
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diff erent creditor groups in terms of the existence and extent of confl icts of interest 
among creditors in a voting group. A homogeneous voting group generates few, 
if any, confl icts among creditors thanks to the plausible convergence of interests 
resulting from the similarities in debts. In contrast, a heterogeneous voting group 
may well suff er from material confl icts of interest among creditors holding debts of 
diff ering nature (for instance, trade creditors may have a strong interest in continu-
ing commercial relationships with the debtor, at the expense of the satisfaction of 
debts incurred by that debtor). This is the reason why successful workouts tend to 
involve mainly fi nancial creditors. 

71. Dealing with dissenting creditors: the holdout problem. As stated before, heterogeneity 
in a group of creditors may mean that several creditors have diff erent incentives 
in dealing with the debtor. Some creditors may disregard the negotiation process 
completely and try to obtain full payment from the debtor, using the enforcement 
mechanisms for individual claims.43 Where the creditors seeking individual en-
forcement are non-fi nancial creditors, the best course of action for the fi nancial 
creditors is to support the debtor’s business and to allow for payment in full of the 
non-fi nancial creditors. However, if the dissenting creditor is a fi nancial institu-
tion, it will be diffi  cult for other fi nancial institutions to accept that the dissenting 
creditor receives payment in full, while they share the sacrifi ce of the workout. The 
“holdout” creditors create a collective action problem, as they try to take a free ride 
on the collective eff orts of the creditors participating in the workout. A fi nancial 
lender may decide to enforce its claim and be paid in full rather than participate in 
negotiations and recover a smaller amount. If a majority of fi nancial creditors act 
in this way, there will be a formal liquidation procedure, and probably creditors 
will all receive less than in a negotiated workout. Therefore, the holdout problem 
is a fi ne example of a prisoner’s dilemma, i. e., a situation where cooperation yields 
a be  er result than individual action, but in which an individualistic act, together 
with the cooperation eff orts of the other parties, would provide a be  er result for 
the individual creditor. If the creditor that holds out is a fi nancial institution, it may 
cause the failure of the negotiation and a creditors’ race for the assets of the debtor, 
which may result in a formal insolvency, even where the debtor’s business is vi-
able. Therefore, the holdout problem may cause workouts to fail. There are factors, 
however, that reduce this free riding problem. For example, the fi nancial institution 
that tries to recover in full, leaving aside the workout, may face considerable peer 
pressure from other fi nancial institutions. More importantly, as workouts of debt-
ors are a “repeat game” for fi nancial institutions, a holdout creditor should realize 
that, in the future, it will fi nd itself in situations where it will need the cooperation 
of other fi nancial creditors in the restructuring of an important debtor so as to avoid 
considerable losses. Therefore, holdouts by fi nancial creditors are not as frequent as 
a purely theoretical analysis would suggest. 

43. In some cases, a creditor has the duty of requiring full payment, as is the case with tax authori-
ties in numerous jurisdictions, where those authorities lack the power to negotiate due to statutory 
constraints. In those cases, however, tax authorities should not behave like “lenders of last resort,” 
and they should be diligent in collecting their taxes before the debtor fi nds itself in deep fi nancial 
diffi  culties. Tax authorities should also be able to not impose penalties for late payments, as these 
penalties are substantially paid by the other creditors in an insolvency scenario. 
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72. Negotiation and debt trading. Creditors may decide to sell their credits before reach-
ing a workout. Although this conduct generally disturbs negotiations and can be 
contrary to good faith requirements, trading debts can also allow for restructurings 
that are more effi  cient. Ideally, debt trading should precede workout negotiations. 
The parties that are the original creditors (for instance, banks) may suff er regulatory 
constraints, or may require liquidity.44 If there is an active market for distressed 
debt, and there are no regulatory constraints for debt trading, debt may be transmit-
ted to investors with the necessary experience and skills to deal with a company in 
crisis (for instance, the so-called “vulture funds”). Generally, permi  ing debt trad-
ing has positive results, as it allows for the concentration of debt in fewer hands, 
which reduces the transaction costs of restructuring. The existence of specialized 
operators in distressed debt can also represent a positive factor, as “vulture credi-
tors” help discipline debtor’s management, although there is anecdotal evidence of 
excessive aggressiveness on the part of these operators. In any event, an appropri-
ate tax regime is necessary to create incentives for the original creditors to sell their 
debts. Despite all its positive aspects, debt trading has some disadvantages. Since 
these creditors acquire the debts for a fraction of their face value, they may have 
very diff erent incentives from those of the original creditors, and would therefore 
be more willing to make concessions to the debtor, without considering the other 
creditors’ interests.45

73. Negotiation and good faith requirements. A workout agreement can only be reached 
where there is real commitment to negotiate on the part of the fi nancial creditors. 
Good faith can be expressed in a variety of manners, which may be explicit or im-
plied in the relevant law: 

■ First, good faith requires that a creditor that decides to participate in workout 
negotiations stays a creditor and does not transfer its debt to another party. 
Changes in creditor identities disrupt the negotiation process. However, some 
changes in the identity of creditors may have a positive eff ect, for instance where 
a creditor transfers its credit to an experienced workout specialist. Therefore, 
transfer of credits may be benefi cial in some cases, so that there should not be 
an outright prohibition of debt trading. In that case, good faith requires that the 
creditor discloses its intention to transfer the credit and that the creditor does not 
pursue any action regarding the workout once it has decided that it is going to 
transfer the credit to a third party. 

■ Second, a creditor that participates in the negotiations should disclose the pecu-
liarities of its legal position (for instance, whether the credit is secured, whether 

44. There are several hypothetical reasons why such parties might want to purchase bad debts from 
banks. First, they may be more willing or able than banks to collect the debt. Second, they may be 
customers of the debtor fi rm who can use such debt to pay for goods and services, and to continue 
relationships with the debtor. Third, they may wish to swap the debt for equity and take control 
of the debtor fi rm. Under any of these scenarios, debt trading can increase fi nancial discipline and 
improve corporate governance in debtor fi rms.
45. For instance, a creditor that acquires a debt for ten per cent of its face value could probably 
agree to a plan where general creditors will recover thirty per cent of their credits. Original credi-
tors, however, may not agree on the desirability of that outcome. 
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it is covered by insurance or by a credit default swap, etc.). The reduction of 
informational asymmetries favors negotiation and contributes to create trust 
among all parties. 

■ Finally, if a creditor decides to participate in workout negotiations, it should 
cooperate in a constructive manner towards fi nding a solution to the problem. 
Good faith demands not only permanence and disclosure, but also positive ac-
tions towards the solution of the confl ict between the debtor and the creditors 
and between the creditors themselves. The creditors can reinforce this good faith 
requirement by signing an agreement that fi xes, ex ante, the necessary majorities 
to reach agreements on the various points of the workout. 

74. The contents of a restructuring plan. A restructuring plan or workout should contem-
plate changes in the debtor’s business and changes in the debt and in the fi nan-
cial structure of the debtor. From the debtor’s point of view, a workout provides 
the opportunity of restructuring activities, obtaining funds to overcome liquidity 
problems, and adjusting cash fl ow to the maturity of debts. Financial creditors may 
either loosen fi nancial constraints (for instance, deferring principal or interest and/
or providing fresh money) or tighten those fi nancial constraints (for instance, re-
ducing credit lines and/or increasing collateral). Listed below are some of the provi-
sions that typically form part of a workout. It is possible to classify these contents 
along two axes: the provisions that restructure the debtor’s business and the provi-
sions that restructure the debt itself. 

75. Provisions regarding the debtor’s business. There are several provisions that may aff ect 
the debtor’s business in a workout. Ideally, these provisions have to be integrated in 
a coherent business plan that seeks to restore the company to profi tability. 

■ Asset sales. The law should allow distressed debtors to sell assets in order to ob-
tain new funds for their continuing lines of business or to dispose of assets or 
units that have proven to be detrimental to the debtor’s business. The sale of 
assets that are detrimental to the debtor’s business does not pose particular prob-
lems, but the sale of assets or units that are profi table can raise some concerns. In 
order to address these concerns, it is imperative to correctly document the sale of 
assets and units for fair value consideration. If the assets are of substantial value, 
it is advisable to require an independent fairness opinion. The existence of an in-
dependent fairness opinion establishing that the sale transaction adheres to fair 
terms and conditions can eliminate or signifi cantly reduce the possibility that 
the asset sales will be subject to avoidance actions, in the event of a subsequent 
insolvency procedure. 

■ Hive-downs. In the context of a restructuring, it is possible that the debtor’s fi nan-
cial diffi  culties stem from antecedent liabilities that keep the business from oper-
ating effi  ciently. It would be possible, in the context of a business plan, to transfer 
assets and operations to a newly created company, and transfer its shares to 
creditors. It is also possible to use special purpose vehicles (SPVs) to isolate assets 
from potential claims, and grant creditors shares in the SPV. 
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76. Provisions regarding debt restructuring. Debt restructuring may include many diff er-
ent components. It is not imperative that all debts be treated in the same way, even 
if the workout only aff ects fi nancial creditors. It should be possible to adapt the 
restructuring to diff erent creditor perspectives, and distinguish between those who 
prefer to receive a partial payment as soon as possible, and those with confi dence 
in the future of the debtor, who can elect to recover their credits in full, but later in 
time. Some of the usual contents of debt restructurings are the following:

■ Rescheduling of payments (e.g. deferral of certain repayment installments, extension of 
debt maturity). A rescheduling of payments constitutes a novation of the former 
debts for the creditors that participate in the restructuring agreement. Therefore, 
debts with new characteristics substitute the old debts.

■ Roll-overs (change of maturity dates for debt instruments or debts). This is one of the 
less radical changes that a restructuring may entail, and consists of modifying 
the maturity dates, providing for the same interest for the extended period of 
time granted for payment.

■ Conversion of the currency in which debts are denominated. Negotiations may also 
include currency conversion insurance. 

■ Alteration of interest rates. The reduction of interest rate (fi xed or variable) also 
entails a novation of the debtor’s original obligations. Debt with high interest 
rates is one of the common causes of fi nancial distress. These diffi  culties may 
derive from the fact that the interest rates were excessively high for the cash fl ow 
generated by the debtor’s business or from the fact that the evolution of interest 
rates, as opposed to a fi xed rate, has resulted in the company receiving fi nance at 
an exorbitant cost, compared with prevailing market conditions.46

■ Forbearance of penalties in loan agreements. A workout may include a waiver (tem-
porary or permanent) of violations of covenants, and may cancel all of the re-
sponsibilities of the debtor derived from violation of the covenants in the loan 
agreements.

■ Alteration of covenants. The covenants included in the loans may be unnecessarily 
restrictive and may impose a considerable burden on the debtor. It should be 
possible to reduce the obligations of the debtor under this heading, and, at the 
same time, monitor adequately its activities and its fi nancial soundness.

■ Debt/equity swaps; Debt/debt swaps; equity/equity swaps. All of these combinations 
are possible and allow creditors to obtain new debt or equity instruments. It is 
also possible to grant classes of creditors and even shareholders options to pur-
chase other securities. For instance, shareholders should have the opportunity 
of buying out creditors to avoid seeing their shares wiped out, and to retain 

46. Nothing in this paragraph suggests that the debtor has a right to revise interest rates applicable 
to its loans. The decision to fi nance at a certain interest rate (fi xed or fl oating) may have been taken 
recklessly by the debtor, and there is no available defense for that mistake. The issue is that a high 
interest rate may become the cause of severe economic distress, and it can be more interesting for 
the creditors to reduce the interest rates rather than risk a complete default of their loans. 
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control of the debtor company; similarly, junior creditors should be able to buy 
out secured creditors. 

■ New loan facilities. Providing new fi nancing arrangements may be crucial for the 
recovery of the distressed company. Therefore, new loan facilities are one of 
the typical terms in a restructuring agreement, and normally there is additional 
security—or provisions in inter-creditor arrangements—to compensate for the 
additional risk incurred by those who provide new fi nancing to a distressed 
company. In the case of the provision of new money, no lender can be forced 
to extend new fi nancing against its will. This is an implied assumption in every 
restructuring, and it can be made explicit in a general agreement among credi-
tors. Normally, creditors with larger exposure to the debtor are expected to be 
contributors of new money, but there is no strict obligation in that respect.

■ Restructured debt security. Creditors may demand that the pre-existing debts 
against the debtor be covered by security interests, in compensation for the re-
duction in the amounts to be recovered or in the interest rates for their loans. The 
law should allow for the creation of new security interests where this priority is 
balanced with the advantages that the debtor receives because of the restructur-
ing. In this respect, the creation of security interests should be protected from 
avoidance actions, in case that the restructuring fails and a formal insolvency 
procedure is subsequently commenced. A correct analysis should prove that 
the debtor and the other creditors benefi ted from the new fi nancing and that, 
therefore, the security interest should not be avoided, as it was instrumental in 
providing new fi nance.47

■ Forgiving interest. Financial creditors will typically prefer to forgive past interest 
and obtain payment for the principal and future interest. This arrangement is 
normally favored for regulatory reasons. Future interest payments can also be 
reduced.

■ Partial or total debt write-off s. Debt forgiveness should be a last resort since the 
possibility of forgiveness can give rise to moral hazard. Clearly, knowing that 
debt forgiveness is a distinct possibility of a restructuring may induce debtors to 
engage in riskier projects and to behave irresponsibly. The creditors may agree 
to reduce the outstanding debt of the distressed company (the so-called “hair-
cuts”). The eff ect of a write-off  is to novate the original obligations, substituting 
new obligations for a smaller amount, or cancelling debts altogether. 

77. Binding eff ects of workouts. Ideally, workouts should be binding on all creditors, but 
the contractual nature of the workout requires that every creditor gives its indi-
vidual consent to the agreement. This obstacle can be overcome by using several 
diff erent legal techniques that enhance purely contractual workouts.48

47. However, a fairness opinion by an independent expert may be necessary to protect the credi-
tors’ position in future litigation.
48. See Section III.3 below, on enhanced restructurings. 
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■ The use of majority clauses in public debt securities49 and syndicated loans;

■ Protocols by fi nancial creditors whereby those creditors agree ex ante to major-
ity decisions regarding future workouts. The percentage required for approval 
may vary depending on the acts undertaken during the restructuring,50 and are 
subject to a general agreement among creditors. In any case, majority decisions 
do not imply that junior creditors may decide on the restructuring of senior debt. 
On the contrary, the plan must take into account the special situation of creditors 
with valid security interests;

■ Specifi c legislative provisions that allow creditors to bind dissenting minorities 
in circumstances defi ned by law.51 

Without a general agreement among creditors, or without a specifi c legal provision, 
all decisions have to be unanimous. This requirement may mean, in practice, that a 
debt restructuring is not feasible because of the large number of creditors involved, 
especially in the case of debtor companies that have issued public debt,52 and be-
cause of the existence of holdout creditors. Passive or untraceable creditors should 
not justify an eff ort to reach unanimity. Therefore, barring the existence of these 
contractual or statutory mechanisms, parties who have subscribed to a contractual 
obligation would not be bound by the decision of majority creditors, thus raising a 
risk that the restructuring could be rendered meaningless by the independent ac-
tion of minority and holdout creditors. In such a situation, it would be necessary 
to revert to a formal process in which the insolvency legislation will provide the 
mechanism for binding minority creditors.53

3. Enhanced Rest ructurings

78. Enhanced restructurings. The preceding discussion reveals the issues and diffi  culties 
of out-of-court restructuring without any elements of formality. As such, informal 
workouts are purely a contractual ma  er and, as with all contracts, they are ex-
tremely diffi  cult to execute when the number of participants is high (coordination 
problem) and when the la  er’s risk profi les and expectations diff er widely (aggre-
gation problem). In essence, a workout is theoretically possible in all legal systems 
allowing parties to modify their contractual rights and obligations. This tends to 

49. In some legal systems, this possibility is forbidden. See footnote 11. 
50. For example, typical quorums for decision-making within a restructuring would be 75–90 per-
cent for full restructuring, 75 percent for moratoria, 66 percent for capital spending, credit draws 
and asset sales, and 100 percent for new money (these percentages correspond to the so-called 
Istanbul approach, one of the restructuring schemes developed taking the London Approach as a 
model). 
51. See below, section III.3, number 78 ff . and section III.4, number 93 ff . 
52. The regime for bonds and debt securities may foresee the existence of a trustee, agent or repre-
sentative of the bondholders, with authority to negotiate in the name of those bondholders. How-
ever, in many cases the representative is not authorized to write off  the debt, not even partially. 
53. That is why the pre-packaged bankruptcy plan performs an important function in numerous 
systems. This leads to the conclusion that the existence of a modern reorganization proceeding is 
also useful for workouts. See below, number 96 ff .
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be the case in all jurisdictions. However, coordination problems bring to light the 
limits of contract, as is the case when creditors threaten the majority with using en-
forcement actions in order to receive full payment of their claims. These problems 
require additions to the traditional contractual restructuring framework– i.e. “en-
hanced restructurings” whereby the contractual nature of the workout is preserved, 
but the workout is reinforced by some elements that improve its eff ectiveness in 
practice. The World Bank Principles refer to this approach: “An informal workout 
process may work be  er if it enables creditors and debtors to use informal tech-
niques, such as voluntary negotiation or mediation54 or informal dispute resolution” 
(Principle B4.1). Therefore, the Principles state that informal workout processes 
function be  er where mediation, negotiation, or other alternative dispute resolu-
tion techniques are used. This does not exclude the existence of workout processes 
conducted with the intervention of a court or of an administrative offi  cial (“hybrid 
procedures”), but this principle refers to informal arrangements used in connection 
with workouts. These informal procedures are situated, as hybrid procedures are, 
between purely informal workouts and formal insolvency proceedings in the con-
tinuum described before.55

79. Diff erent techniques for enhancing out-of-court restructurings. There are several meth-
ods to enhance out-of-court restructurings, short of converting workouts into hybrid 
procedures by including limited interventions of the courts.56 The fi rst possibility 
is to use social norms that promote best restructuring practices, but there are many 
other possibilities, such as adding master contractual agreements for workouts and 
establishing alternative dispute resolution systems to deal with the inter-creditor 
confl icts that may arise in the context of a restructuring negotiation. 

80. The role of social norms. Using social norms and promoting the role of the fi nancial 
supervisor as a facilitator are some of the most interesting possibilities for enhanc-
ing workouts. Codes of practice may perform a useful function for shaping a work-
out culture among fi nancial fi rms, but to be eff ective participants must internalize 
those norms and this requires, in turn, a high degree of homogeneity, which is diffi  -
cult to achieve in a globalized and diversifi ed economy. The World Bank Principles 
refer to restructurings based on norms and the role that the fi nancial supervisor 
may play in introducing these restructuring techniques. 

81. Restructuring based on norms and fi nancial supervisors. According to the World Bank 
Principles, “While a reliable method for timely resolution of inter-creditor diff erences is 
important, the fi nancial supervisor should play a facilitating role consistent with its regu-
latory duties as opposed to actively participating in the resolution of inter-creditor diff er-
ences” (Principle B4.1). The Principles also state that “A country’s fi nancial sector 
(possibly with the informal endorsement and assistance of the central bank, fi nance 

54. Mediation is frequently used in the French system, with minimum court involvement (Manda-
taire ad hoc, Conciliation, and the old Règlement amiable), but court intervention, however minimal, 
justifi es the classifi cation of these procedures as hybrid procedures, and not entirely informal pro-
cedures. 
55. See above, Figure 1.1, and numbers 5 ff . 
56. See below numbers 93 ff .
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ministry, or bankers’ association) should promote the development of a code of 
conduct on a voluntary, consensual procedure for dealing with cases of corporate 
fi nancial diffi  culty in which banks and other fi nancial institutions have a signifi cant 
exposure, especially in markets where corporate insolvency has reached systemic 
levels” (Principle B5.1). Sets of norms have been developed to help banks and dis-
tressed enterprises handle fi nancial diffi  culties at an early stage and put in place 
workouts and restructurings. Such rules may be adopted by a facilitating agency, 
such as a central bank or fi nance industry association. The strength of these norms 
comes from the auctoritas of the fi nancial supervisor, and from the persuasion that 
these rules eff ectively correspond with international best practices in the fi nancial 
sector. Norms do not have a binding eff ect on fi nancial institutions. However, those 
institutions that do not respect them may be subject to social reprisals, and, most 
importantly, will have problems in obtaining assistance from other fi nancial institu-
tions when the situation is reversed.57 

82.  The London Approach. The “London Approach” is the archetypal example of norm-
based restructuring. The London Approach is defi ned as a “non statutory and in-
formal framework introduced with the support of the Bank of England for deal-
ing with temporary support operations mounted by banks and other lenders to a 
company or group in fi nancial diffi  culties, pending a possible restructuring.”58 The 
London Approach comprises a set of non-binding principles that serve as a guide 
for participants in debt restructuring processes. The guiding objective of the Lon-
don Approach is to facilitate the restructuring of viable companies in the interests 
of the economy, of the debtors and of creditors themselves, and to avoid liquidation 
at the behest of creditors acting in an isolated fashion. As to the scope of the norms, 
it is quite clear that they should cover not only the broad basis upon which an infor-
mal workout process should operate but also areas such as the criteria upon which 
banks may initiate the process and the requirement that any institution should at-
tempt to involve distressed debtors in the process. Consideration should therefore 
be given to the possibility of formalizing the basic principles and rules to be applied 
through the development of a code of conduct.

83. Requirements of the London Approach. The London Approach requires that all rel-
evant creditors collectively avoid taking any enforcement actions against the debtor 
for a period (the “standstill period”) during which all relevant information on the 
debtor might be obtained and evaluated. The debtor should help the creditors to 
obtain such information and should agree not to take any action that would ad-
versely aff ect the return to creditors. Information so obtained would be available to 
all creditors, but would otherwise remain confi dential. The creditors should agree 
to coordinate their response to the debtor through elected representatives and with 

57. It has been said that the bank that frustrates an orderly workout for a company may fi nd that 
other banks are less likely to be constructive next time, when their roles are reversed. Sooner or 
later, the tables are turned, and those who have not cooperated will require cooperation from those 
who were previously let down. 
58. This defi nition appears in a document of the British Bankers Association, dated 1996. The Ap-
proach was originally designed by the Bank of England in the 1970s, and was developed further 
in the 1980s and 1990s.
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the assistance of professional advisers. The creditors should conduct themselves 
in accordance with existing legal principles and, fi nally, any funding of the debt-
or during the standstill period should have priority treatment vis-à-vis any other 
claims of the creditors.

84. Principles of the London Approach. The London Approach, therefore, rests on four 
major principles: 1. Lending banks agree not to exercise their rights to initiate an 
offi  cial insolvency process (standstill); 2. Any decision is made based on reliable 
information that must be shared among all the lending banks and that remains 
confi dential (information); 3. Banks should work together to try to form a collective 
view on whether support for the debtor should continue and, if so, in what form 
(negotiation and decision on viability); 4. All lending banks should share equally the 
burden of supporting the debtor (business plan and new money). 

85. Expansion of the London Approach: the INSOL Principles. The London Approach owes 
its success to its fl exibility and its ability to adapt to a number of environments and 
situations. The London Approach inspired the Principles approved by INSOL Inter-
national in 2000 (“Statement of Principles for a Global Approach to Multi-Creditor 
Workouts”).59 In its document, INSOL sets out eight principles as statements of best 
practice regarding workouts: 

■ “FIRST PRINCIPLE: Where a debtor is found to be in fi nancial diffi  culties, all 
relevant creditors should be prepared to co-operate with each other to give suf-
fi cient (though limited) time (a “Standstill Period”) to the debtor for information 
about the debtor to be obtained and evaluated and for proposals for resolving 
the debtor’s fi nancial diffi  culties to be formulated and assessed, unless such a 
course is inappropriate in a particular case.

■ SECOND PRINCIPLE: During the Standstill Period, all relevant creditors 
should agree to refrain from taking any steps to enforce their claims against or 
(otherwise than by disposal of their debt to a third party) to reduce their expo-
sure to the debtor but are entitled to expect that during the Standstill Period their 
position relative to other creditors and each other will not be prejudiced.

■ THIRD PRINCIPLE: During the Standstill Period, the debtor should not take 
any action which might adversely aff ect the prospective return to relevant credi-
tors (either collectively or individually) as compared with the position at the 
Standstill Commencement Date.

■ FOURTH PRINCIPLE: The interests of relevant creditors are best served by co-
ordinating their response to a debtor in fi nancial diffi  culty. Such co-ordination 
will be facilitated by the selection of one or more representative co-ordination 
commi  ees and by the appointment of professional advisers to advise and assist 
such commi  ees and, where appropriate, the relevant creditors participating in 
the process as a whole.

■ FIFTH PRINCIPLE: During the Standstill Period, the debtor should provide, 
and allow relevant creditors and/or their professional advisers reasonable and 

59. See h  p://www.insol.org/page/57/statement-of-principles. 
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timely access to, all relevant information relating to its assets, liabilities, business 
and prospects, in order to enable proper evaluation to be made of its fi nancial 
position and any proposals to be made to relevant creditors.

■ SIXTH PRINCIPLE: Proposals for resolving the fi nancial diffi  culties of the debt-
or and, so far as practicable, arrangements between relevant creditors relating to 
any standstill should refl ect applicable law and the relative positions of relevant 
creditors at the Standstill Commencement Date.

■ SEVENTH PRINCIPLE: Information obtained for the purposes of the process 
concerning the assets, liabilities and business of the debtor and any proposals for 
resolving its diffi  culties should be made available to all relevant creditors and 
should, unless already publicly available, be treated as confi dential.

■ EIGHTH PRINCIPLE: If additional funding is provided during the Standstill 
Period or under any rescue or restructuring proposals, the repayment of such 
additional funding should, so far as practicable, be accorded priority status as 
compared to other indebtedness or claims of relevant creditors.”

Professionals involved in restructurings in numerous jurisdictions have absorbed 
these principles and their success means that nowadays the principles are merely 
descriptive of the informal restructuring practices worldwide.

86. The London Approach and fi nancial supervisors. The London Approach relies on the 
role of the fi nancial supervisor acting as a mediator or providing access to inde-
pendent mediators that create the conditions for negotiation among all the par-
ties involved. This is especially important in countries where creditor remedies and 
formal insolvency regimes present defi ciencies, as it may be desirable to provide, 
in some semi-offi  cial way, for a facilitator to encourage the commencement of the 
process. In this way, the debtor and the creditors can select a forum in which they 
can gather to negotiate an arrangement to deal with the debtor’s fi nancial diffi  culty. 
It is important to note that, although supervisors and regulators play an important 
role in the process, the fi nancial supervisor should normally refrain from actively 
intervening in restructurings.60 

87. Shortcomings of the London Approach. The limitations of the London Approach and of 
the INSOL Principles stem from the unanimity requirement for their operation and 
from the nature of social norms that characterize the Principles and the Approach. 
These norms require a high degree of social consensus and internalization of their 
principles by all major players in the fi nancial sector. The principles are problem-
atic in scenarios where fi nancial institutions belong to diff erent cultures and some 

60. The Supervisor should rather focus on supervising fi nancial institutions and enforcing super-
visory rules; eventually coordinate with other agencies such as the fi nance ministry on issues of 
regulatory forbearance. This task includes ensuring that banks have fully taken into account their 
risks from their exposure to a specifi c sector or region and made adequate provisions once losses 
have occurred, and encouraging banks to cooperate with their counterparties and central banks. It 
is crucial that banks recognize their losses, and the infl uence of the fi nancial supervisor is instru-
mental in the strengthening of provision requirements and in the introduction of loan classifi cation 
standards based on forward-looking criteria.
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of them do not adhere to “international best practices.” Moreover, the wide use of 
debt trading relieves banks from the “peer pressure” that underpins the Approach. 
Disintermediation of corporate debt has caused the surge of dealers and investors 
specialized in distressed companies (“vulture funds”), who feel detached from 
those principles and are insensitive to the infl uence of the fi nancial regulator. The 
fact that there are more players and that not all the players are traditional fi nancial 
institutions makes negotiations more complicated and maintaining confi dentiality 
more diffi  cult. Vulture funds have no problem in exchanging their debt for equity 
and even taking control of the debtor, and their approach to negotiation is clearly 
diff erent from the more traditional approach that banks and other fi nancial insti-
tutions adopt. Therefore, the presence of new players has resulted in the relative 
decline of the London Approach.61 The existence of active, not always transpar-
ent, debt markets and of new hedging techniques for loans makes it diffi  cult to 
determine who the important lenders are at any given moment.62 Active debt mar-
kets also mean more diffi  cult negotiations because buyers of debt below par have 
to negotiate with lenders that have originated their own loans at par value, and 
therefore the diff erences in the negotiations could be enormous. Another important 
development to note is that the particular features of countries require changes in 
the original conceptual framework. The London Approach needs reinforcement in 
the face of systemic crises, as the experience in the Asian crisis in the 1990s showed. 

88. Norms reinforced by contract. Taking as a starting point the London Approach, some 
countries have enhanced these rules and created a more institutionalized frame-
work for corporate restructuring to complement in-court procedures. The response 
to the shortcomings of the London Approach is found in the “second generation” 
or “second degree” of enhanced workout procedures, in which Asia has been pro-
lifi c.63 Thailand is one of the best examples. In addition to specifying in more detail 
the contents of the principles for workouts,64 the fi nancial supervisor persuaded 
the fi nancial institutions subject to the central bank’s supervision to sign adhesion 

61. Vulture funds also have diff erent incentives and less regulatory problems to accept debt/equity 
swaps, and eventually take control of the debtor. They also tend to be more aggressive than banks. 
62. In some cases (for instance, in syndicated loans), lenders are prohibited from selling their par-
ticipation in the loan to parties that are not members of the syndicate, or to parties that are not 
fi nancial institutions. However, there are sub-participation agreements that circumvent that prohi-
bition. The existence of credit insurance and of credit default swaps also implies that some of the 
apparently important lenders will have no interest in the workout negotiations.
63. Indonesia established the Jakarta Initiative; the Republic of Korea, the Corporate Debt Restruc-
turing Commi  ee; Malaysia, the Corporate Debt Restructuring Commi  ee; and Thailand, the Cor-
porate Debt Restructuring Advisory Commi  ee. Turkey approved the Istanbul Approach, and an 
interesting approach to workouts was also used in Argentina. 
64. The Thai norms for restructuring constitute a fi ne example of a developed London Approach, 
operating as an enhanced workout regime (note that in this version, the principles do not actually 
include references to the need of a master agreement among creditors): 

1. Any corporate debt restructuring should achieve a business rather than just a fi nancial restructuring 
to further the long-term viability of the debtor.

2. Priority must be given to rehabilitate assets to performing status on full compliance with Bank of 
Thailand regulations.

3. Each stage of the corporate debt restructuring process must occur in a timely manner.
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le  ers to the scheme. In this way, fi nancial institutions were commi  ed, by way of 
contract, to negotiate a restructuring with the debtor and the other fi nancial institu-
tions, respecting the best practices embodied in the principles. The parties agree 
to negotiate and to substantiate their diff erences in out-of-court venues, through 
mechanisms based on arbitration. The existence of alternative resolution schemes, 
or arbitration, may help creditors solve their coordination problems in negotiating a 
workout with the debtor. The arbitration techniques may include specifi c deadlines 
and penalties for parties that do not comply with deadlines. Other Asian countries 
have followed a similar approach.

4. From the fi rst debtor-creditor meeting, if the debtor’s management is providing full and accurate in-
formation on the agreed schedule and participation in all creditor commi  ee meetings, creditors shall 
“Stand Still” for a defi ned, extendable period to allow informed decision to be made.

5. Both creditors and debtors must recognize the absolute necessity of active senior management involve-
ment throughout.

6. A lead institution, and a designated individual within the lead institution, must be appointed early 
in the restructuring process to actively manage and coordinate the entire process according to defi ned 
objectives and deadlines.

7. In major multi-creditor cases, a steering commi  ee representative of a broad range of creditor interests 
should be appointed.

8. Decisions should be made on complete and accurate information, which has been independently veri-
fi ed to ensure transparency.

9. In cases where accountants, a  orneys and professional advisors are to be appointed, such entities 
must have requisite local knowledge, expertise and available dedicated resources.

10. While it is normal practice to request the debtor to assume all the costs of professional advisors, lead 
institutions and creditors’ commi  ees, creditors have a direct economic interest, and hence a profes-
sional obligation, to help control such costs.

11. The Ministry of Finance and the Bank of Thailand should be kept informed on the progress of all debt 
restructuring to aid the review and regulatory and supervisory framework and to facilitate corporate 
debt restructuring.

12. The roles of the Corporate Debt Restructuring Advisory Commi  ee are as follows:-
a. Follow-up developments in debt restructuring;
b. Review and implement policies to facilitate debt restructuring for the public good;
c. Act as an independent intermediary in the restructuring process where cases are particularly dif-

fi cult or where other eff orts have failed. The commi  ee may well be a catalyst to activate sluggish 
negotiations.

13. Creditors existing collateral rights must continue.
14. New credit extended during the restructuring process above existing exposures as of the standstill 

date on reasonable terms in order that the debtor may continue operations must receive priority status 
based on title orientated security, inter-creditor agreements or indemnities.

15. Lenders should seek to lower their risk and hence their requisite returns, through an improved se-
curity package and profi tability-based benefi ts rather than increased interest rates and imposition of 
restructuring fees.

16. Debt trading is appropriate under certain conditions but the selling creditor has the professional obli-
gation to ensure the buyer does not have a detrimental eff ect on the restructuring process.

17. Restructuring losses should be apportioned in an equitable manner which recognizes legal priorities 
between the parties involved.

18. Creditors retain the right to exercise independent commercial judgment and objectives but should 
carefully consider the impact of any action on the Thai economy, other creditors and potentially viable 
debtors.

19. Any of the principles or implementing policies contained in this framework can be waived, amended, 
or superseded in any particular restructuring with the consent of all participating creditors.
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89. A reinforced approach based on binding agreements in workouts. Another contractual 
technique used to reinforce norms-based restructuring is to demand the consent 
of fi nancial institutions not just to the principles and best practices regarding the 
workout process, but also to future or potential workout results. This technique 
raises the norm-based restructuring’s degree of formality by developing an agree-
ment among banks and fi nancial institutions under which they would be bound to 
use a majority mechanism for the resolution of workouts. In practice, this approach 
is similar to mediation or arbitration clauses introduced in contracts, in that the par-
ties agree to negotiate among themselves and not take the ma  er before the courts. 
Although such norms or agreements cannot be imposed on debtors, this system 
presents many advantages. It provides a degree of acceptance and credibility to the 
process; it may help establish precedents or a practice and may assist in speeding 
the process. Financial institutions would agree beforehand to subject themselves to 
specifi ed majority decisions taken in connection with workouts. This ex ante consent 
allows workouts to proceed, as the rules for majority decision have been accepted 
contractually by the potential participants in a workout. Obviously, the debtors will 
not have consented to the workout procedures, but the aim of the agreement is 
to reinforce the norms-based approach in its weakest link, namely the negotiation 
among fi nancial creditors. Otherwise effi  cient workout a  empts often fail in large 
part because some fi nancial creditors—individually non-pivotal actors –opportu-
nistically, but rationally, opt to stay out of workout arrangements. The agreement 
to accept the results of voting resolves this holdout problem. 

90. Advantages of restructurings enhanced by contractual provisions. Enhanced restructur-
ing procedures present clear advantages over a classic, purely norm-based, London 
Approach. However, some problems remain. The fact that debt trading is possible 
means that vulture funds, or other specialized players, may enter into play without 
being bound by the agreements to which the fi nancial institutions have adhered. At 
the same time, the fact that the debtor is not part to the restructuring agreements 
can be problematic, as it may threaten fi nancial creditors with the presentation of 
an insolvency petition. 

91. A reinforced approach based on statutory rules. A fourth degree of reinforced workout 
arrangements includes statutory support for the decisions taken by a majority of 
creditors in the context of a workout. A voting scheme requires a statutory basis in 
order to be binding on the voting group, which includes dissenting creditors.65 The 
vote may require diff erent majorities depending on the decision to be taken (for 
instance, the provision of new money usually requires the consent of the aff ected 

65. For instance, the vote is compulsory in the Republic of Korea; see Corporate Restructuring 
Promotion Act, Law No. 6504 (2001), that binds fi nancial institutional lenders to a workout ar-
rangement if favored by a three-fourths majority. Of course, the majority can also bind the minority 
if all the participants have voluntarily agreed to such a procedure beforehand. A mixed approach 
was used in Turkey (Banking Law 4743, of 2002, incorporating the “Istanbul Approach”). The main 
bank and fi nancial institutions reached a framework agreement and specifi c cases of restructurings 
needed the approval of a reinforced majority. If the majority that approves the plan is 55 to 75 per 
cent, the plan is reviewed by an arbitration commi  ee. If the plan is passed by a majority of credi-
tors holding more than 75 per cent of the claims, the plan is automatically approved. 
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lenders).66 As with contractual arrangements, majority voting helps solve collec-
tive action problems connected with the negotiation of workouts among creditors. 
In this way, even if the debtor has not agreed to the workout procedure, and even 
if debts can be transmi  ed to dealers in distressed assets, the majority of creditors 
will be able to impose a solution on the rest of participants, because the power of 
the majority to bind the minority has its origin in a specifi c statutory provision. In 
this way, the workout has similar eff ects to a composition within formal insolvency 
proceedings, without judicial intervention. This is the most aggressive mechanism 
for favoring out-of-court restructurings, and may collide, in some countries, with 
constitutional rules that guarantee access to the court system, as in this case the 
rights of particular creditors could be sacrifi ced without intervention of the courts 
and without the creditors’ consent. 

92. Reinforced workout procedures: a summary assessment. Reinforced workout procedures 
may be one of the best techniques to help the fi nancial sector and the general econ-
omy in the context of a systemic crisis, especially if the procedures are accompa-
nied by tax incentives for restructurings.67 Reforming bankruptcy laws takes time, 
and building capacity for judges and restructuring professionals takes even longer. 
However, a London Approach, alone or in one of the reinforced versions, can be 
implemented in a very short time, especially if all the players involved in the nego-
tiations are fi nancially sophisticated. Informal approaches profi t from synergies of 
a public-private interface,68 and can be tailored to any specifi c debtor restructuring 
needs. The drawback, however, is that the principles for restructuring tend to be too 
general and lack prescriptive force, which is the reason why reinforcing the infor-
mal approach with some binding rules is desirable. 

4. Hybrid Procedures

93. Hybrid procedures: defi nition. In the context of the present paper, the term “hybrid 
procedures” designates workout procedures in which there is a mixture of the fea-
tures of contractual workouts and limited court intervention.69 These procedures 
are “hybrid” because they incorporate some elements of formal insolvency pro-
ceedings in an a  empt to eliminate the problems that arise in the context of infor-
mal workouts. There are many options available for the regulation of hybrid proce-
dures, with varying degrees of court intervention. The degree of court intervention 

66. The Korean framework went so far as to establish the obligation of contributing pro rata to new 
fi nancing, and imposed penalties on existing lenders who failed to provide their share. 
67. Normally, the fi scal incentives are implied in a special regime that allows for loss deduction for 
the amount that the lenders decide to reduce the debt. There can also be explicit tax incentives for 
investment in restructuring companies. 
68. In some cases, the adoption of the approach has served as a platform for the creation of other 
public solutions, like asset management companies, that complement the techniques and objec-
tives of the approach.
69. In some cases and countries, the intervention may come from a government agency, instead of 
a court (Italy). In other jurisdictions, an insolvency practitioner may be appointed without signifi -
cant court intervention (Australia). 
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should depend, in turn, on the court’s preparation and availability and on the na-
ture of the problems that informal workouts encounter in any given jurisdiction.

94. Hybrid procedures where the court appoints a mediator. One of the hybrid procedures 
existing in several jurisdictions involves the appointment of a mediator, or a similar 
fi gure, to assist in the negotiations between the debtor and the creditors. The ap-
pointment of a mediator aims to overcome the negotiation’s coordination problems. 
Under this approach, it would be possible to appoint a mediator to initiate contacts 
between the debtor and the creditors. The procedure may require that the debtor 
make an application to the court, and the court may appoint the person suggested 
by the debtor in its petition,70 or another independent expert. It would also be pos-
sible, in theory, that the court appoints the mediator at the suggestion of one or sev-
eral creditors.71 The intervention of a neutral party such as the mediator may result 
in a smoother negotiation process, and the possibilities of a successful workout may 
increase signifi cantly. The mediator should possess the necessary technical skills to 
conduct an eff ective negotiation with the debtor and the creditors. The mediator is 
not a representative of the debtor, but an independent fi gure whose mission is to 
engage all parties related to the distressed debtor in a constructive dialogue. 

95. Hybrid procedures where there is a stay on creditor actions. One of the problems that out-
of-court restructurings face is the holdout by a creditor or by a signifi cant number of 
creditors. In and of itself, the fact that a creditor uses an enforcement action against 
the debtor may mean the end of the negotiations and the start of a race among credi-
tors. This usually ends with the opening of a fully formal insolvency proceeding, 
frequently aimed at liquidation—without consideration for the fact that the debtor 
could have been rescued with an adequate workout agreement. A hybrid procedure 
may allow the debtor a limited period for negotiation with creditors. During that 
time, the debtor will not be under the obligation to fi le for insolvency proceedings 
and the creditors will be subject to a stay of their enforcement actions.72 

96. Hybrid procedures where the court validates an agreement among creditors (prepackaged 
bankruptcy). The last hybrid procedure is located on the side of the continuum that 
is closest to completely formal insolvency procedures. The World Bank Principles 
mention these hybrid procedures: “Where the info rmal process relies on a formal re-
organization, the formal proceeding should be able to quickly process the informal, pre-
negotiated agreement” (Principle B4.2). Such a plan would be the likely result of a 
formal insolvency process. If the workout negotiation does not obtain unanimity, 

70. For instance, the French system of mandataire ad hoc and règlement amiable/conciliation. The proce-
dure also enhances the workout in the sense that approval of the plan does not require unanimity 
of the creditors. 
71. In practice, that approach may not be always workable, as it is unlikely that a creditor possesses 
suffi  cient information on the indebtedness of the debtor at a time when it is still possible to fi nd a 
solution to the debtor’s fi nancial diffi  culties. So, generally, this process, as all hybrid procedures, 
will typically be initiated by the debtor. 
72. A procedure may combine the appointment of a mediator and the granting of a stay to creditor 
actions. This was the approach in the old reglèment amiable in French law, but apparently the stay 
lent itself to numerous abuses by debtor, so the new conciliation procedure does not contemplate 
a stay for creditors’ actions. The debtor can ask for grace periods, however. 
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the debtor volunteers itself under that law and the plan is approved by the majority 
and binds the dissenting creditors. This highlights the desirability of an adequate 
formal rescue law. Only with such a law in place is it possible to transfer the infor-
mal process to the formal process. As a ma  er of practice, the mere possibility that 
the debtor and the main creditors may agree to a prepackaged plan acts as a catalyst 
for the negotiation of a workout, so that, paradoxically, the formal procedure may 
be unnecessary. 

97. Interplay between informal and formal procedures. In the case of prepackaged bankrupt-
cies, the majority of creditors have reached a basic agreement with the debtor and 
among themselves, but they need the intervention of the court under a formal in-
solvency procedure in order to bind the minority. The fact that the debtor fi les for a 
formal insolvency procedure means that all the eff ects of the procedure, including a 
stay on creditor actions and the possibility to terminate onerous contracts, are avail-
able for treatment of the insolvency situation. Therefore, although there is a formal 
insolvency procedure, in practice the parties seek only some of the eff ects of the 
procedure and, most importantly, look for the binding eff ect of a court-approved 
composition between the debtor and the majority of the creditors. Involvement of 
the court tends to be minor, and these pre-packaged procedures are typically fast, 
especially when compared with full-fl edged insolvency procedures. 

98. Pre-arranged plans. A ‘‘pre-arranged’’ or ‘‘pre-negotiated’’ plan is similar to the 
prepackaged reorganization or insolvency plan since it is also negotiated between 
the debtor and its creditors on an out-of-court basis and then fi led with a court to 
obtain the benefi ts of its approval. Although the parties will have conducted sub-
stantial negotiations prior to the fi ling, there is no formal solicitation of votes in a 
pre-negotiated plan. Indeed, the diff erence between the ‘‘prepackaged reorganiza-
tion plan’’ and the ‘‘pre-arranged’’ or ‘‘pre-negotiated plan’’ lies in whether it is 
‘‘pre-voted’’ or ‘‘post-voted.” In a pre-arranged insolvency procedure, the debtor, 
before commencing the formal insolvency proceedings, negotiates a reorganization 
plan and solicits votes on the plan from the number and classes of creditors and of 
shareholders required for formal insolvency proceedings, or by the representatives 
of the most signifi cant creditors and shareholders. 

99. Prepackaged sales. Under the insolvency practice of certain countries, the expression 
“prepackaged insolvency” refers to procedures in which a sale of the business as a 
going concern is already planned before the formal proceeding is opened. There-
fore, the business is sold at a very early stage of the insolvency proceedings, and the 
proceeds are distributed among the creditors in the fastest possible way.73 Prepack-
aged sales may be the best solution for businesses that have accumulated liabilities 
but have positive prospects. 

100. Symbiosis between informal and formal procedures. Prepackaged plans show that there 
can be a symbiosis between informal and formal insolvency procedures. Prepack-

73. However, prepackaged sales may be diffi  cult to operate in a systemic crisis environment, as 
bidders will face a fi nancing problem and the market for distressed assets may be overfl owed with 
supply. 
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aged procedures demonstrate that it is possible to combine and incorporate some 
of the typical eff ects of formal insolvency procedures, such as the possibility of a 
majority of creditors binding a minority, and contribute to a fast and less costly 
resolution of fi nancial diffi  culties.

101. Regulatory guidelines for prepackaged plans. Prepackaged plans require a set of precon-
ditions in order to work smoothly. First, creditors need to be authorized to negoti-
ate with the debtor and to have contacts among themselves. This can be particularly 
risky in the context of listed companies, as the negotiation of the plan requires that 
the debtor provide confi dential information and the existence of the negotiation 
itself can be price-sensitive information. Therefore, parties to the negotiation should 
sign confi dentiality agreements. Ideally, the plan should be disclosed with the fi ling 
of the petition. The debtor itself should fi le the petition for formal insolvency pro-
ceedings, which should include a list of creditors and the plan itself, together with 
the names of the creditors that have voted in favor of the plan, the amounts of their 
claims, and proof that these creditors have already consented to the plan. The court 
should treat the proposed plan expeditiously, and should validate the plan before 
disputes among creditors are solved. This poses a particular problem, as votes for 
the plan will be accounted for without the legal certainty that all the persons who 
decide on the plan are creditors or are correctly classifi ed in the creditor hierarchy. 
There should also be a procedure for creditors to adhere to the plan. In this way, it 
might be possible to avoid holding a creditors’ meeting and to obtain the necessary 
majority through the adhesion of creditors. Once the court validates the plan, there 
could be actions among creditors regarding the relative standing of their claims, but 
those disputes can be adjudicated without aff ecting the overall effi  cacy of the plan. 
The procedure may deal with other elements typical of formal insolvency (avoid-
ance actions, liability of directors) without any impact on the plan’s approval and 
execution.74 In conclusion, countries should consider the possibility of adopting an 
expedited process for the conversion of an informal workout plan into a formal re-
organization plan. This technique aims to combine “the best of both worlds” so that 
insolvency proceedings cause minimal disruption to debtors’ business activities by 
combining the effi  ciency, speed, cost, and fl exibility of workouts with the binding 
eff ect and structure of formal insolvency proceedings. 

102. Shortcomings of prepackaged plans. In spite of its apparent advantages, a prepackaged 
plan may not be the best solution when applied to cases that call for the whole ef-
fects of formal insolvency proceedings. In a prepackaged environment, it may be 
more diffi  cult to solve questions related to directors’ liability for fraud or misman-
agement. It can also be diffi  cult to use avoidance actions for antecedent transactions, 
which may require a proper investigation. The concerns raised by prepackaged in-
solvency procedures have to do with the lack of transparency of the negotiations 
and the fact that small creditors and shareholders can be potentially disadvantaged, 
as there is nobody that represents their interests in the critical phases of the negotia-
tion before the plan is presented to the court together with the formal insolvency 

74. Except for the economic impact of those actions, that may aff ect the distributable proceeds in 
the insolvency proceedings. However, the plan itself may foresee that eff ect. 
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petition. Small creditors and minority shareholders are normally left out of the ne-
gotiation that precedes the opening of the formal proceedings, and they can only 
adhere to the plan that fi nancial creditors have devised and agreed upon. More-
over, if there are doubts about the existence of claims, or about the secured status of 
some claims, a prepackaged insolvency may be ill-suited for handling these inter-
creditor disputes. 

5. Relationships Between Out-of-Court Procedures 
and Formal Insolvency Procedures

103. Relationships between out-of-court procedures and formal insolvency procedures. Proce-
dures are not separate from each other but, rather, they exist in a continuum of dif-
ferent degrees of formality and court intervention. It would be extremely unusual 
that a formal insolvency procedure turns into an informal one, but the opposite 
route is extremely frequent in practice. Therefore, a legal system should foresee the 
situation in which an informal workout is followed by or converted into a formal 
insolvency procedure. This may happen because the parties have intended it (pre-
packaged insolvency procedures), but it may happen also because the creditors that 
have not participated in the workout initiate formal insolvency proceedings. The 
debtor’s negotiation of a workout in good faith should be considered as a potential 
ground for dismissing a creditor’s petition to open formal insolvency proceedings. 
Otherwise, the holdout problem is exacerbated. 

104. Failure of workout. A formal insolvency procedure may also be necessary because 
the workout fails to solve the debtor’s fi nancial diffi  culties. There are situations in 
which a workout may be undesirable and cases in which a workout will not be suc-
cessful. It may well be that the business of the debtor is not viable, or it may happen 
that external circumstances worsen the debtor’s situation to a point in which the 
creditors will be unable to support it. In those cases, the main problem will be the 
treatment that insolvency law will apply to the antecedent workout. The workout, 
as an agreement between the debtor and a number of its creditors, could conceiv-
ably fall within the general defi nitions that the law provides for antecedent transac-
tions that may be subject to avoidance actions. This can be particularly troublesome 
because of the additional security that the debtor may have granted in exchange 
for new money75 or for additional concessions to the creditor group. It is therefore 
extremely important that the creditors and the debtor preserve adequate proof of 
the negotiations and justify the granting of new security with adequate consider-
ation provided by the creditor group. In some systems, there may be special rules 
to exempt workouts from insolvency avoidance actions; if so, the exceptions must 
be carefully drafted to avoid creating a loophole that allows the debtor, for instance, 
to grant preferred status to connected creditors. Another problem that may arise 
refers to the payment in full of some creditors in execution of the workout agree-
ment (for instance, workers and trade creditors). If there is a subsequent insolvency 

75. If the security interest is granted for “old” money, the possibilities that the security interest is 
avoided in a subsequent insolvency procedure are extremely high, if the restructuring has taken 
place within the prescribed period before insolvency is declared. 
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procedure, these payments could potentially be avoided. Finally, the fact that the 
fi nancial creditors may have infl uenced the management of the debtor’s business 
may expose them, in a subsequent insolvency, to liability claims by other credi-
tors. To avoid this liability, fi nancial creditors should not manage the debtor’s busi-
ness and should establish a relationship “at arm’s length” that would eliminate any 
doubt regarding their potential liability for interfering with the management of the 
debtor’s business.

6. Systemic Cris es and Debt Restructuring: 
Decentralized and Centralized Approaches

105. Systemic crises and debt restructuring. The World Bank Principles state that “In the con-
text of a systemic crisis or where levels of corporate insolvency have reached systemic levels, 
informal rules, and procedures may need to be supplemented by interim framework enhance-
ment measures to address the special needs and circumstances encountered with a view to 
encouraging restructuring. Such measures are typically of an interim nature designed to 
cover the crisis and resolution period, without undermining the conventional procedures 
and systems” (Principle B4.3). Systemic crises can put stress on the whole legal sys-
tem, and especially on the judiciary. In systemic crises, the potential for workouts 
is signifi cantly larger:76 given the excess corporate debt typical of a systemic crisis, 
corporate viability cannot be restored without workouts with creditors, and those 
workouts should be undertaken as case-by-case corporate restructurings under 
non-systemic circumstances. Liquidating companies, or selling companies as a go-
ing concern, may not be realistic, as the market for distressed assets and companies 
could be saturated, in which case a restructuring agreement may be the only pos-
sibility. However, if the debtor requires new fi nancing for its operations, the banks 
may be unable to off er new fi nance because of their own exposure. In fact, corpo-
rate workouts will leave banks with many assets that they are poorly equipped to 
manage and that might be diffi  cult to dispose of during the crisis. Moreover, these 
assets will not earn interest and will impair banks’ reported fi nancial performance. 
For example, excessive debt could require debt-equity conversions or the swap of 
straight debt, at high real interest rates, for longer-term convertible debentures at 
low interest rates. In addition, many companies going through a workout will re-
quire additional long-term debt or equity injections to operate in the future. Banks 
may need to divest themselves of land and buildings acquired as collateral during 
the crisis. In a fi nancing crisis, state entities must provide fi nance, in the form of 
loans or guarantees, to cover the needs of distressed companies. The State may also 
support companies by acquiring equity in them. The current global fi nancial crisis 

76. The Group of 22 stated that “National insolvency regimes provide the standard mechanism and appro-
priate legal and institutional framework for the restructuring and workout of corporate debt, including for-
eign currency-denominated corporate debt. However, even eff ective insolvency regimes can be overwhelmed 
by a general crisis in the corporate sector. A crisis in the corporate sector can be of suffi  cient magnitude to 
threaten the solvency of the fi nancial system in the crisis country. Consequently, there may be occasions 
when the government will need to develop a framework for encouraging negotiations between private debtors 
and their creditors.” The report recommends the establishment of creditor commi  ees, the removal 
of legal and regulatory obstacles to debt restructuring, and mechanisms for exchange rate insur-
ance. (Report of the Working Group on International Financial Crises, 1998, 33). 
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has shown that the State must act where collapse is general. It is also apt to remem-
ber that the State should return to its usual functions when the economic system 
recovers from the systemic crisis. 

106. Demands on the court system. In systemic risk situations, using multiple procedures 
has serious consequences for the insolvency system. First, the court system lacks 
capacity to deal with numerous complex insolvency cases at the same time. Second, 
in this sort of scenario, if the system is based on liquidation or even on the sale of 
businesses as a going concern, the market for distressed assets or for distressed 
businesses can collapse. Third, in systemic crises, even reorganization procedures 
face serious diffi  culties, as lenders are not interested in acting as fi nanciers for reor-
ganizing businesses. A framework of informal workouts is be  er equipped to deal 
with all these diffi  culties, especially if the enabling legislative framework is in place. 
However, a systemic crisis may require special measures.

107. Enhancing the corporate restructuring framework. Because of the breadth, severity and 
complexity of corporate restructuring in the midst of systemic crises, and because 
enforcement and insolvency systems are often not fully eff ective, special guidelines 
for corporate restructurings may be necessary and desirable to preserve asset val-
ues and to induce corporate restructuring. 

108. Further special measures. Whether additional special measures for distressed compa-
nies are necessary in a systemic crisis is less clear. Before deciding on the necessity 
of a special regime, for instance a moratorium on debt service or the creation of 
a restructuring agency, governments should ensure that the general environment 
and framework for corporate restructuring described above is in place. 

109. Forbearance as a special supporting measure for workouts. Special measures can include 
regulatory forbearance (where existing supervisory regulations and standards are 
waived for an institution); accounting forbearance (where an institution is exempt-
ed from following standard accounting practice); and tax forbearance, that exempts 
a class of institutions from paying their full taxes. Forbearance may result in lower 
capital adequacy requirements; more lenient tax treatments; tax breaks; loan loss 
reserves and provisioning requirements that are lower than expected losses; and 
lenient accounting standards and practices. It can also aff ect the duty of fi ling for 
insolvency that exists in certain jurisdictions. Forbearance can also be implicit—au-
thorities decide to ignore violations of laws, standards, and regulation by either 
individual banks or the entire banking system.

110. Other special measures include tax incentives for restructuring activities. These tax incen-
tives would relate to the treatment of write-downs as losses for fi scal purposes. Tax 
incentives will have to be carefully designed to avoid loopholes in the regulation, 
and they should be signifi cantly reduced when the economic situation is stabilized.

111. Decentralized and centralized approaches. Workouts can be decentralized through in-
ternal workout units in banks, through separately capitalized banks, or through 
separate asset management companies that are subsidiaries of banks. Further seg-
regation, through separate banks or asset management companies, can clarify the 
bank’s fi nancial situation and avoid skewed incentives and drains on its managerial 
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eff ort. This will be necessary in any case if government provides support. However, 
there are risks involved, including breaking the link between the bank and a corpo-
ration (allowing the bank to have privileged access to corporate information) and 
increasing the time needed to organize an asset management company and transfer 
assets to it. In addition, restructuring often requires new lending, and normally 
only banks have the capacity to lend. The choice between the two approaches is 
complex. The decentralized approach requires a strong enabling framework and 
proper incentives for private agents to undertake restructuring. The centralized ap-
proach requires highly specialized skills and independent government agencies, 
free from political pressure. 

112. Centralized restructuring. Centralized restructuring entails se  ing up a government 
agency, an asset management company, with the full responsibility for acquiring, 
restructuring, and selling of the assets, while a decentralized approach relies on 
banks and other creditors to manage and resolve non-performing assets. In com-
plex systemic crises, centralized restructuring is a viable alternative. In this type 
of restructuring, a State, publicly owned company, acquires distressed companies’ 
shares in, or their whole capital, in order to reorganize them. This approach re-
quires a strong agency, with considerable capital requirements, and with no politi-
cal intervention. Otherwise, the decision on which companies are rescued could be 
based on grounds unrelated to actual economic viability. In general, private sector 
solutions should be adopted where feasible, but centralized restructuring may be 
justifi ed in specifi c circumstances.

113. Lead restructuring agency. Successful operational and fi nancial restructuring of cor-
porations requires proper valuation of distressed assets and the right incentives 
for restructuring. These factors depend on the agent selected to lead the corporate 
restructuring. Possible choices are banks and other fi nancial institutions, govern-
ments and existing or new corporate shareholders (foreign or domestic). The choice 
of a lead restructuring agency will determine not only the depth and sustainability 
of restructuring, but also the medium-term fi nancing and governance structures 
of the corporate sector. In theory, privately managed assets will yield higher re-
turns (or smaller losses) than those managed by government. This is especially so in 
emerging markets, given the historically large role the State has played in allocating 
resources, with mixed success.

114. Asset management companies. Under a centralized approach, a single publicly owned 
asset management company (AMC), restructuring agency, or deposit insurance 
agency takes over bad assets from many fi nancial institutions and centralizes 
their management. The advantages of recovery on centrally held fi nancial assets 
are economies of scale, easier securitization of assets and rebuilding confi dence in 
failed banks from which bad loans are clearly removed. To perform the asset resolu-
tion role more eff ectively, the public asset management company can receive super-
administrative powers to seize collateral and take over the management of debtor 
companies. There are risks as well, mainly related to the incentive structure of the 
management of a public asset management company.
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115. Pricing of assets. If a centralized unit is used, it must be set up quickly with a clear 
pricing mechanism for transferring assets. The market value of loans should be rec-
ognized early on—using international principles and ensuring verifi cation by in-
dependent accountants and auditors—and loss provisions made accordingly. Any 
agency must be adequately funded and have the authority and incentives to place 
assets in the private market as quickly as possible. An asset management company 
cannot be used to hide the size of losses and should be audited regularly, with 
third-party validation of asset quality. Finally, it must be established with a clear 
mandate and a short life.77 

116. The Authorities should execute bailout programs only as a last resort. In the context of a 
global systemic crisis, the Authorities may be tempted to supply the funds needed 
to fi nancial institutions in crisis or to large industrial companies through subsidized 
loans or capital injections. These schemes are only justifi ed in the case of market 
failure, where the credit market is unable to sustain even profi table businesses. Oth-
erwise, these plans interfere with free market competition and create moral hazard. 
Firms and creditors may be induced to overinvest or to seek out riskier projects, 
cross-subsidized by the offi  cial sector. Taking ex-ante and ex-post effi  ciencies togeth-
er, there is a clear case for favoring workouts over bailouts in the handling of sol-
vency crises. Bailouts may bring short-run benefi ts, but at the expense of longer-run 
moral hazard costs.

77. A review of country experiences with asset management companies shows a very mixed re-
cord, with more success in industrialized countries than in emerging markets. Much of this dispar-
ity can be a  ributed to the much larger systemic crises in developing countries, which make asset 
management companies not easily replicable. Moreover, capital and other fi nancial markets are 
typically be  er developed in industrialized countries than in emerging markets, allowing faster 
disposal of assets, and qualifi ed personnel are more widely available. 
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S E C T I O N  I V

Conclusion: A Policy Agenda for 
Out-of-Court Debt Restructurings

117. The continuum of the treatment of fi nancial diffi  culty and the variety of techniques. Solu-
tions to fi nancial diffi  culties of debtor do not exist in an isolated or separate form. 
The treatment of insolvency occupies a continuum, and there is overlap in some of 
the techniques used. Moreover, formal and informal elements are not incompatible 
or mutually exclusive. A combination of informal and formal elements can per-
form complementary functions. Policy makers must understand the existence of 
diff erent procedures in the continuum, and the way in which these procedures can 
interact to cover the needs of a particular economic system. It is also essential to un-
derstand that there are diff erences between purely contractual workouts, enhanced 
restructurings, and hybrid procedures. It is possible to use all of these techniques at 
the same time in a legal system, as these are not mutually exclusive, and some may 
be more suitable than others for specifi c sets of circumstances.

118. Viability as an implicit element of restructuring. In any case, the element of viability of 
the business must not be overlooked. An effi  cient system does not restructure all 
debtors, but allows the debtor and the creditors to analyze possible solutions to the 
fi nancial diffi  culties, and take, as soon as possible, the decision that is be  er suited 
for the debtor’s business and for the creditors’ interests. The objective must not be 
to keep companies alive for as much time as possible, because that can be a waste of 
resources and eff orts. Therefore, it is imperative to gather exact information on the 
debtor and to decide quickly on its viability. Restructuring must be eff ective, and 
must therefore take into account the viability of the business and cover the reshap-
ing of the debtor’s business, if necessary, apart from the restructuring of the debt. 
An inadequate or superfi cial restructuring can result in a subsequent formal insol-
vency with abundant legal problems, and with great losses for all parties involved. 

119. Reforming the enabling framework. Generally, countries should reform their laws in 
order to create an adequate enabling framework for out-of-court restructuring. Di-
agnosis is of utmost importance in deciding the reforms in a particular legal system. 
The range of legislation needing review is extremely broad and requires in-depth 
knowledge of the legal system and the relationships among its diff erent parts. No 
ma  er how developed a jurisdiction is or how well prepared the judges are the 
court system may become easily overwhelmed in the event of a general economic 
crisis. Therefore, a revision of all aspects connected to debt restructurings may give 
insight on the issues that need to be addressed in order to create an environment 
that is more conducive to workouts. 
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120. Elements of the enabling framework. The elements of an enabling framework are main-
ly the following:

■ General aspects of the law of contract (general good faith requirements, rules for 
modifi cation of debts);

■ General regime for the enforcement of claims (secured and unsecured debt: indi-
vidual and insolvency actions);

■ General features of insolvency law (avoidance actions, liability of directors, duty 
of the debtor to fi le for insolvency, etc.); 

■ Financial disclosure obligations;

■ Insolvency rules on avoidance actions of antecedent transactions;

■ Availability of hybrid securities;

■ Corporate governance issues (powers of the general meeting; directors’ liability); 

■ Rules for suppression of pre-emption rights;

■ Foreign investing rules, restrictions on the ownership of shares; restrictions on 
the ownership of real estate;

■ Restrictions on the types of assets that fi nancial institutions may possess (restric-
tions on the ownership of real estate by fi nancial institutions, or restrictions in 
the ownership of shares or convertible debt); 

■ Securities regulation (need for unanimity or reinforced majorities for public debt 
restructuring, need for prospectus for new securities, disclosure of information, 
concept of related parties, concept of control and compulsory takeover bids);

■ Tax law;

■ Special regulations applicable to the debtor’s business;

■ Rules for mergers and acquisitions (specifi cally, opposition to mergers by credi-
tors, and treatment of workers in corporate restructurings);

■ Competition law rules and exemptions;

■ Ease of access to eff ective individual enforcement and to eff ective involuntary 
insolvency proceedings;

■ Existence of reorganization procedures with debtor in possession;

■ Existence of modern arbitration and mediation procedures;

■ Risk management practices and regulations;

■ Accounting and auditing rules (treatment of non-performing loans, treatment of 
subordinated loans as capital, etc.);

■ Rules on classifi cation of loans by banks and fi nancial institutions.

121. Regulation of informal workouts. Regarding the regulation of workouts, it is impor-
tant to establish clear rules, or court-developed principles, on the cooperation duties 
that creditors have, which derive from a general principle of good faith. Creditors 
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should disclose their position, creditors should refrain from trading in their debts 
once they have engaged in a negotiation and should cooperate positively in order to 
reach an agreement satisfactory to all parties. It is important to introduce some rules 
that can improve signifi cantly the workout environment, for instance a legal rule 
or a court doctrine that establishes the conditions for negotiation in good faith by 
creditors, even where there is no contractual relationship (pre-contractual obliga-
tion). Managers should have the duty to negotiate a workout before the company is 
insolvent. In fact, legal duties can help overcome free rider eff ects. A duty to negoti-
ate and to cooperate should become eff ective the moment any of the stakeholders 
initiates a workout negotiation.78

122. The aggregation problem and the holdout problem. Naturally, there are forces that will 
work against reaching an agreement. The diff ering positions of creditors create an 
aggregation problem, which could be solved, at least partially, by excluding certain 
creditors from the eff ects of the workout (e.g., workers, trade creditors). Another 
important problem is the existence of holdout creditors that threaten the success 
of the workout. There are a number of ways to address the holdout problem. The 
widespread use of social norms, the signing of contracts by all fi nancial players, the 
statutory introduction of majorities for workouts, or the use of prepackaged bank-
ruptcy procedures can all help avoid the holdout problem.

123. Enhanced and hybrid workout procedures. An insolvency system may work effi  ciently 
with just an enabling environment for purely informal workouts and eff ective for-
mal insolvency procedures. However, it may be possible to further reinforce the 
treatment of fi nancial diffi  culties if the country develops an enhanced restructuring 
approach, a hybrid procedure, or both. The decision on which procedure to use to 
strengthen informal workouts depends on the features of the legal and business 
culture in the relevant jurisdictions. In any case, the goals and results should be 
transparently formulated. Time can also be a factor in the decision to use a certain 
approach. In this regard, enhanced restructurings are easier to implement than hy-
brid procedures, which require changes in the insolvency law. 

124. Policy options in the defi nition of enhanced restructuring procedures. Diff erent policy 
choices should be defi ned to introduce a system of reinforced out-of-court restruc-
turing regimes. When creating an enhanced restructuring approach, the following 
questions need addressing:

■ The degree of formality required for workouts. It would be possible to simply 
encourage the adoption of best practices such as those embodied in the London 
Approach or in the INSOL Principles. The level of formality increases when the 
State, or the fi nancial regulator, requires the fi nancial institutions operating in 
a given market to sign a commitment to negotiate among them and with the 
debtor according to similar principles. Another, supplementary, step consists of 
persuading the fi nancial institutions, beforehand, to commit to majority resolu-

78. This means that there is no fi xed point in time for the duties to arise, and that the informational 
advantage that the debtor or a main creditor has obtained needs to be used for the benefi t of all the 
participants.
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tion of workouts. This would be tantamount to accepting an arbitration clause. 
The level of formality increases even more when there are statutory rules that de-
termine the majorities required to bind the minorities in out-of-court workouts.

■ The degree of public intervention. It is necessary to defi ne whether private par-
ticipants will make decisions to restructure or if there will be public intervention 
in decision-making.79 

■ The creation of a forum for negotiation, depending on the decision of using me-
diation and arbitration mechanisms. Institutions could be forced to participate, 
and there could even be penalties for lack of compliance with the program (pen-
alties for failure to meet specifi c deadlines, for instance). 

■ The program’s rigidity or fl exibility. This also depends on the acceptance of 
norms and the legal and business culture of the jurisdiction.

■ The degree of voluntariness of the restructuring program. This can vary, going 
from purely voluntary social norms, to persuasion to sign agreements in order to 
behave according to best practices, to agreements to be bound by majority deci-
sions, to statutory provisions that force institutions to accept majority decisions 
in workouts. 

■ The system’s predictability, quickness, and workability. If all those features are 
present, the workout procedure will enhance the stability of the fi nancial system 
and will also alleviate the problems of the productive economy.

125. Hybrid procedures. A hybrid procedure may be a be  er solution than a norms-based 
restructuring in jurisdictions where the legal and business culture is resistant to the 
concept of social norms, especially in connection with insolvency. 

The questions to be considered when devising a hybrid procedure are the follow-
ing, depending on the shortcomings of the system that the hybrid procedure can 
address:

■ If it is a holdout problem, the best solution is a prepackaged plan;

■ If the problem is associated with diffi  culties in workout negotiations, it is pos-
sible to create a procedure with a court-appointed mediator;

■ If creditors act too aggressively, the solution is to provide for an automatic stay 
granted by the court, for a short period, to allow the negotiation to proceed;

■ Depending on the institutional framework of the country, it may be possible to 
use organisms other than the courts, such as a government agency or other ad-
ministrative authorities. 

126. Systemic crises and restructuring. Systemic crises may require special rules for work-
outs. Several regulatory solutions may alleviate the problems due to systemic cri-

79. The involvement of governments, especially in countries with weak institutional frameworks, 
can create more problems than it solves.
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ses, and eventually it may be necessary to use a centralized, instead of a decentral-
ized, approach to workouts. Centralized approaches and government intervention 
in systemic crises deserve special and separate a  ention, especially in the context of 
the global fi nancial crisis, and may be justifi ed by the threat of market failure. 
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