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® Resolving Insolvency DTF —  Fitted values
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@5 30MOFS 5 Fobo MbssgBHMmMmgdo (La Porta et al., 1997) Lfogermdgb gobsblydo gobgomedgdols 0d
2968L5BOZOI BOJBHMOIOL, GMIJoiE 5J3IbBL 939mgdL Lo3sbmbgdem ocmgdmbs s Bobsblw®
05BMIOL FmOOL 3ogdoMmDBY. 49 J399600sb s0gdMEo bodmdol gsdmygbgdoom s3EMMGdTs ooEA0bIL,
03 sM0d0 0b39LEHMMIOOL 330 (LETIMMEIGOMOZ0 MY SG0JOOLs s 39BMBOL sElMYIEgdOL
bs®olbbo) ofj393Lb dgsMgdom 3300y s 30fM™ 353030l B5BMYBL. 90gag0ds sB396s, MM Jggybols
L5FoOHOEGOMH030 FoMIMIMds 360dzbgermgsbos. 39MdM, Lsdmdsesdm Ladstmerol dJmbyg J3994bgdL
3930 0639LGHM™MGdOL Y39 sBg LMBEHO OEZS WY, FgLsdITOLO®, Y39wsDBY b3 gds© A9B30MIMGdIO
30bBLWEOHO B5BMYO0, LygMmM LsdsMmEol IJmbg J304bgdMsb gt gdom.

X5630305 5 M56s53@MM9dds (Djankov et al., 2008) 88 J39960L dmbsgdgdol asdmygbgdoom dgobijogwrgls
350l sLEOWEgdOL 3OM(390OHIOOL JBIJEH0DMBS. 93BMEMNBTS FoMTMoR0bgl 45sbEOLYIMBIMM
LSPo®BML gHo s 0039 F9dmbgzgzoL BsoBo MmommgmeEo J399bolbmzol s Fgoammggl 3sbvbgdo,
350l SELOYIEGIOL Bo 3OM(390IO (sQLOWWIGDS, 03Z0WIE0S 9B MYMMYIBODIE0s) Fodmoygbgds.
35Lvbgdds  sh3gbs, MMI  MomMJIol 6B MomEIbmdOL  J3946gd0  0ggbgdl  SELMEYDIL,
©0330005305b5 5 MJMMAB0BIG0sL sbgo LFoMTMgdoLmMZ0L. 3sLbgdoL Lsgmdzgu By by s@MOdEs
99ePgmwo  3MMmE9IEIOHgOol ©OM ©s bsMxgdo ©s 3OMEIEMOOL  g539GH0bMds  Mmommgmwo
939960Lm300L. sboeroBo 0ggbgdl J3994b9d0Lbmz0L sTsboliosmgdger g3mbmdngwe s Ls3sbmbdgderm
Toboboomgdegdol dglobgd dmbszgdgdlsg.

59



53369035 ©o50y0bgL, MM LsdMoMmE Yzgws 3OMEIEYGS 1305ME OE EOMLS s batxgol
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5659 Md 5 JoLTs Mbss3EBHMMYdTs (Araujo et al, 2012) d95935L9L dM>BOEr05d0 2005 Fganb FodoMgd o
23930 g00L bogdol Fomdmgdol Mgum®dol d9ga00. MIRMOTSEY dMSHBOEOOL Fo3mEHMYdOL Loddol
§963mgd0L 356mbIdEMdSL M59gbodg bot3zgbo 3Jmbs, 3500 Mol 3090EHMMIOOL LB (339,
03300053001 OOM ©s5 3MHIVOGHMMJOoL IFoMo 453w9bs MYmMEYbobsE00L 36HM(3900MMHYdbY. sbowo
396mbdgdmdol  dobsbo  s0bodbMmo  3GMMdMmYIGOol  sIMBH3MS  0ym.  dGBDBOWOWGmO  ©
305065H0w0M0 Lsfo®dmgdol dmbs3gdgdol 359mygbgdom s3@MMYdds dgoxzoLgl MHgxzMMAOL 9139J@0
153M9OGHM B3BMHYIOL 25630000M9d5Dg. MJRMMTsBEY dMBOE05d0 Lodrom 39gMdm  3MgOoEHOL
395306905 983-Lmsb 9.36% oygm, GRMOIOL 990y 30 0563969090 12.88%-0g 2o0boM.
953006353 36033690365 AoBIM@S 35¢ob LogMmm FMmEwEMds S JMIYE3500560 oo, mwydiss
350l gobsbboMgdol  botxo  7.8-16.8%-000  99030M©s,  dm@geol  L39E30x035:30900L
290035¢0bfobgdom. sbsenma0mMmsa, 30gwo oo §a30M00 WoEIMIGHNMOL Msbsbds, 939G MMO
239005b@OLYYMBIOMBOL 1ol Fo®dmgdol 356mbIIdMds s JMJOOEBHMMJdOL MBWgddo byl
89mdL 50bsbLYdBY Hamol s 5T G0MIPOL Lylbgdol bty qdL 46,

35sbolbrybsGmBol Usz356mbdcogdene BstBml Ggxm®dol gs3aagbs bsPs®dmgdol ©sgnobsblgdol
306898%9

53000963 s gMgb3bo (Davydenko & Franks, 2008) Lfogeomdgh 25005b@olwyrbo®mdol Laddol
969mgdol O™l HBHMb3gwYmRowo 3M0GHMMIO0LI©T0 2sblblszqdMEo ITMI0IOIEIdOL
98399AL 3M90GHOL 306:Mdgd0L Jobgz0om. 500 J98Mm0Ygbgl OO dGOEHBIMOL, Log®mabagmols s
39635600l 8563900l  ImMbs3gdgdlL  BOMbzgrymBom 9390w Lgbbgdbg S o9EYObL, ®MI
3M3LOLMOZ9WO Fo3MmBHMIOOL bogdol Fo@dmgdol ©gdIMgdIdo JMJOOGHMMIOL 50dw)Egdl, dmombm3zmb
3930 YBOMb3gwymgs. 93GMOMHJd0 59%H30(3J090, OMI RMbAMO go3mEH®MIdOL bogdol Fomdmgdol
dglobgd 396mbo g39ws®g Bogwgdo dmdbowros 3MgOEHMMIOOLMZOL, dgMdsbmer s 0bawolw®
396mbgdmsb Ggsmgdoom.

39096 s JoLTs MsbssgBHMMYdDs (Ferrando et al , 2015) 9goLfogangls, G5 303¢gbsl sbgbl bsFo®dml
3096 3Mg0GHOL 50900l 5EIBsMMdIBY 3MJLOGMMJOOL ©s:330L Lo 0gMY, bLE3MMNMYdOL MGEdIdOL
LodEogMy, 53900L 2505FY39EBHOL O™ O Bt Jd0. 930M30L 11 J39y6ol Momgdols 50,000 Lofsmdml

146 015009 300b30L bobaboga ob. 3HIMMO s MsbssgBHMMYdo (Armour et al (2015)).
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40%-00 950505 39m9LO LabodsMmem Lol gdol dJmbg J39ybgddo.
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5680900l 356mbLs s 3gHocdgmdsly Im®mol 300306 353806Bg. wod s JoLds MobssgBHMMYdds (Lee
et al, 2011) 19 fierob 356053 mdsdo aamm3z0o 29 43994bol dmbs3gdgdol gsdmygbgdoom @oomgswgl
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59d303900L 53BHMToB Mo 99bsmbBgdol Jgbodwgdermds; s (5) gozm@GH®mgdol Tgbobgd 4sbibogdols
393900900 8999 335639 qd0LmM30L LsdLobmMol gbs®Bbadol Fglisdwrgdemds.

390395 @5 oo msbosg@BHmeMgdo (Carcea et al, 2015) 033w9396 go@obObYIMbsG™mdOL Fobotg
15396mbBgdm BsGPRML 9x39JEH0BMBIL ool MHgLEHMWIGHOHODIE00L SEOMIME gBHSBY s Tob
2393Wgbols IgHocdgmdsby. 93BMMJBT> ©osY0bgL, MMI 9RqdGH0B0 2oIbEOLYMBIMHMdOL Fobstg
15396Mmb3gdwMm Bs®BM, MHMBgwog byl MHymdl 350l HILEHOMIGHMOO0DIE00L boddol Fomdmgdol
5QMgM  ©PYgIL  9MmOBMOToM0,  LobodsMmmml  goMmgom  Fms3sM3900L  ybom, BHOL
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(00300000559 dgd0L 5B3969dw 0l Jobgzom) 936 ™M 353806M0L g3 Labgedformgddo.
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393m, 890b650BMbMb  Lofo®mdm dmddgo doBbglol Lsboom. sbswmyom®s@, goam-ob {gzdo 29

Lobgdfogml dmbsigdgdol godmygbgdoom LIME35d s Tolds MobssgBm®mgdds (Smrcka et al, 2014)
©o0y0bal, ®M, o3 WYBOM  Jowowos T3 gho  Lyyew  Imbobgby, oo 98GO
23905boLbsMMBOL Loddol Fomdmgds.
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EXECUTIVE SUMMARY

The Ministry of Justice of Georgia (“MoJ”) has requested the USAID Governing for Growth (G4G)
in Georgia project to perform an assessment of the Georgian insolvency system. The MoJ is
currently considering amending the 2007 Law on Insolvency Proceedings (the “Law”)'%3 and has
formed an internal working group to prepare draft amendments in response to a widespread
recognition that there are problems in its application and to its sparse utilization. The Deputy
Minister of Justice requested G4G support in performing an evaluation of both the Law and the
overall insolvency system to assist the ministry in its drafting efforts and to ensure that the resulting
legislation will be more consistent with emerging “international best practices” for insolvency
regimes. The results of the assessment!>* by the G4G team are set out in the following sections of
this report.

LOW LEVEL OF USE OF INSOLVENCY PROCEEDINGS

It appears that the Law is utilized relatively infrequently as a tool to resolve financial distress in
Georgia.?® It is possible, as we have been told, that the Law’s infrequent use is in part because of
the stigma that still attaches to insolvency. However, another reason may also be because the Law,
and the manner in which it has been interpreted, has not met the needs of either debtors or creditors
in the current economy. As discussed further herein, the Law adversely affects the rights of senior
secured creditors, largely ignores the rights of unsecured creditors, and does not provide a flexible
enough framework for “rehabilitation” to be a useful strategy for either debtors or creditors.
Managers and directors of companies facing financial difficulty might be more inclined to take timely
insolvency action if the legal framework were to provide appropriate incentives to encourage sooner
intervention and better overall practice. In the context of financial distress, the sooner action is
taken, the more options there are to address the problem.

PRINCIPAL FINDINGS
= The report’s most significant findings are summarized below:

The stated purpose of the Law is not expressed in terms which maximize the protection of
creditors’ rights or of the net value of the debtor’'s assets. The stated purpose of the Law,
“...to equally protect the rights of a debtor and of a creditor (creditors),” is unusual in the
emphasis that it gives to the debtor. Insolvency laws are more commonly thought of as
providing a collective mechanism for creditors to maximize the recovery of amounts due to
them when the debtor is unable to generally meet its contractual obligations when they
become due. While reorganization of the debtor's business is generally considered
preferable to the outright sale of the debtor’s assets, reorganization is best viewed as a
strategy to maximize the value of the debtor’s assets for the benefit of its creditors, rather
than an end in itself. Such a change in the orientation of the legislation will require
substantial redrafting.
The lack of clarity in the responsibilities of the Insolvency Office Holder (“IOH”) and the
debtor significantly hinders the maximization of the value of the insolvent debtor’s assets.
It is not clear in the Law that the protection of the net asset value of all of the debtor’s
assets for the benefit of the pre-insolvency creditors is the most basic of the trustee’s
responsibilities.

» The National Bureau of Enforcement (“NBE”) in its role as trustee, does not appear to be
organized in such a way as to effectively allow it to protect the intangible assets of an

153 All references herein are to the Law of Georgia on Insolvency Proceedings. Parliament of Georgia, 28th of March 2007, (No:
4522-1S), as amended 11th of December 2014 (No: 2922-IS) unless otherwise indicated.

154 We wish to note the excellent cooperation our team received from the Georgian Ministry of Justice, and its agency, the National

Enforcement Bureau, in particular the NBE’s openness and candor in discussing the many challenges they face in carrying out the
complex requirements under difficult circumstances on a day-to-day basis.

155 See chart in Appendix G, displaying the few case filings in number (approximately 25 — 100 per year) relative to

business registrations (approximately 10,000 — 20,000 per year).

77



insolvent debtor, including accounts receivable. The IOH has an obligation to protect the
value of all intangible assets of the debtor, as well as the real and moveable tangible
assets. Where it lacks the specialized expertise to convert a particular type of asset
(accounts receivable, for example) into cash, the IOH should be able to engage such
experts to assist it.
The Law fails to establish a framework to ensure that people performing IOH roles are
accountable, competent, honest, or have the necessary experience. Protecting the assets
of the debtor for the benefit of the creditors is a complex and difficult role, which requires a
broad understanding of the laws which affect an insolvent business, as well as sufficient
business knowledge to deal with the debtor’s assets effectively.
The lack of rigorous qualifications and experience required by parties who carry out the
duties of an IOH remain unaddressed since the 2009 European Bank for Reconstruction
and Development (“‘EBRD”) survey which previously identified these deficiencies.
The NBE, in carrying out its responsibilities in insolvency cases, should seek specialized
technical training for the staff of its Insolvency Department.
The MoJ should also consider developing a mid-term strategy to convert the Insolvency
Department of the NBE into a regulatory body for the oversight and licensing of private
sector IOHs.156
The use of mandatory auction as the exclusive sales method for assets in bankruptcy
cases is not always the most effective method for realizing the highest net value. Other
suitable mechanisms for disposal of assets in a transparent and appropriate manner should
be included in an amended law, including the power to sell perishable and time-dated
inventory.
The relatively few articles which comprise the Law leave many common situations
unaddressed. This lack of detail in the Law to address specific issues impacts efficient case
resolution and the ultimate realization of asset values. There is often no legal basis
provided to protect the interests of either creditors or the debtor in certain common
situations. For example, the Law does not contain provisions:
*  That require public utilities to continue to provide essential services;
Regarding the rights of the IOH and creditors when there are goods in
transit at the time a proceeding is opened,;
That allows the IOH to effectively recover assets divested by the debtor
immediately before the insolvency proceeding is opened;
That specify whether and under which circumstances the IOH can
temporarily continue some of the operations of the debtor in order to
protect the value of the assets;
That specify under what circumstances the IOH can sell perishable or
time-dated inventory urgently, to protect their value.
The lack of precision in the current Law has also led to its inconsistent application by the
courts in numerous instances.
The grouping of all secured creditors into a single rank of creditors seriously undermines
the principle of “first-in-time” to register collateral, which is a foundational rule generally
used to establish priority of mortgage charges and liens in modern commercial usage
globally. This important principle of determining the priority of mortgages, liens and other
types of security fails to apply once an insolvency proceeding has been opened. Instead,
in certain circumstances, the claims of all secured creditors are “pooled,” together and
treated as though all secured creditors had the same rights irrespective of priority. Besides
lacking fairness, this treatment increases the level of uncertainty and unpredictability for
lenders, which negatively impacts the cost and availability of credit to all borrowers. This
treatment is inconsistent with international best practices.
Ineffective provisions in the Law regarding rehabilitation plans restrict the use of business
rescue as a tool to maximize value. In particular:
The rehabilitation provisions of the Law lack fairness, in that the unsecured
creditors are not entitled to vote on a plan that affects their rights profoundly;

156 Georgia is the only country in the EBRD survey in which the IOH is a government agency; other countries have opted for
solutions in which private sector individuals and sometimes legal entities are appointed to IOH roles, subject to varying degrees
of oversight.



The rehabilitation provisions of the Law require full settlement of the claims of all
creditors. This in sharp contrast to the more usual requirement that a plan may
propose less than full recovery, subject to creditor agreement expressed by vote,
with the typical safeguard that the plan should provide at least as great a recovery
by all ranks of creditors as they would realize from the outright sale of the debtor’s
assets. The Law should be amended to allow rehabilitation plans to offer less than
full settlement of the claims of each rank of creditors, subject to the requirement
that no class of creditors is worse off under a plan than they would be if the debtor’s
assets were sold.
The large number of ranks of creditors, the claims of which must be satisfied before any
distribution can be made to the next rank, means that the lower ranks of creditors are likely
to have to wait a considerable period before they receive any amounts due to them. Where
there is a structure with many ranks of creditors, the most junior creditors may well prefer
to a smaller but much earlier recovery which will result if the assets of the debtor are sold.
Such a tiered structure of many ranks of creditors is less likely to have the support of junior
unsecured creditors than a structure with fewer ranks. The number of ranks should be
reduced, and in particular, provisions allowing for the satisfaction of small “administrative
convenience” claims be added.
= The claims of the government (typically unpaid taxes) should be treated as a general
unsecured claim, as laws that grant the state a superior priority in a bankruptcy distribution
have fallen out of favor in modern international practice. Granting a high-priority status to
state claims only creates a strong disincentive for this highly-privileged creditor to ever vote
in favor of a rehabilitation plan, instead preferring a bankruptcy distribution where the state
will immediately be paid in full. Conversely, this same scenario also creates a strong
incentive for the more junior and unsecured creditors to opt for rehabilitation solely to avoid
the state immediately taking all in a bankruptcy distribution thereby leaving little remaining
for them.

PROPOSED AMENDMENTS

After the conclusion of the fieldwork for this assessment, the team received a set of proposed
amendments to the Law from the MoJ on 22 May, 2015. While some of the proposed amendments
address certain concerns raised in this report, such as an all-creditor vote on a rehabilitation plan,
the proposed amendments generally do not address all the issues identified. Certain fundamental
issues remain unaddressed, including: the purpose of the Law, the preservation of the relative
ranking secured creditors, as well as the lack of clarity regarding the basic primary functions of the
NBE in its role as trustee. While the proposed amendments are a welcome improvement, we
believe considerably more will need to be done to fully address the fundamental issues raised in
this report.

EARLY DISMEMBERMENT OF THE DEBTOR

The data provided by the NBE on the open insolvency proceedings (included as Appendix C)
suggest that in many proceedings the banks have been successful in having the debtor transfer its
real assets to the banks’ names before the opening of an insolvency proceeding. This has the effect
of dismembering the debtor’s “going concern value” and making the prospects of a successful
rehabilitation plan remote. If so, this should be addressed by new amendments containing
provisions covering preferential transfers. Because the information from the NBE was made
available after our fieldwork ended, the team was not able to fully examine whether the banks
recovered more than amounts due to them when the debtor’s real assets were transferred to bank
ownership.

NEED FOR A SUBSTANTIALLY NEW LAW

Based upon our current review, we find that the current insolvency system in Georgia, regulated
by the 2007 Law on Insolvency Proceedings,® possesses significant legal and economic
weaknesses. Stronger policies underlying the legislation that governs the insolvency system are
needed to create a more effective environment for the resolution of financial failure in Georgia.
Addressing these and other issues raised in the main body of the report are likely to require a major
redrafting or an altogether new law if it is to achieve close consistency with emerging norms of
international best practice® for national insolvency systems.
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