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Glossary of terms

Glossary of terms

Terminology abbreviations

Assignment

Attachment

Bankruptcy

Composition

An assignment of earnings is where a consumer gives a lender or a
Government administrator the right to remove some fraction of the
consumer’s income from his salary before the consumer receives it, akin
to Income Tax.

An attachment of earnings is where a lender or a Government
administrator acquires the right to remove some fraction of the
consumer’s income from his salary before he receives it, akin to Income
Tax. Used interchangeably with garnishment of wages. A garnishment or
attachment can also be applied to benefits.

Bankruptcy is a process by which an economic actor reaches a position
where they take all available action to repay their debts as far as
possible, including a process of asset liquidation to use assets to repay as
much debt as possible.

Because of variation of usage within Europe, where in some countries
this process is open to private individual or consumers, and some it is
wholly reserved for traders and businessmen we are going to, in this
study, follow the UK approach, whereby we reserve bankruptcy
exclusively for the process individual consumers can go through to
address their debts. To make a clear distinction we will refer to the
situation where firms, traders and businesses cancel their debts as
insolvency. Where both firms and individuals use the same procedures to
cancel debt for clarification we shall refer to personal bankruptcy and
corporate insolvency.

Because this term is used in some countries for a process which leads to
cancellation of residual debts, after all steps have been taken to pay, and
some countries use it for a process which liquidates assets and attaches
earnings, but does not lead to a discharge, for clarity we shall refer to
‘debt cancellation’ processes for those mechanisms which lead to a
discharge of the remaining debts.

A commonly used name for a type of payment plan. In almost all
jurisdictions in Europe debtors can emerge from / avoid bankruptcy by
entering into a ‘composition’ with his creditors, whereby he agrees to
repay a fraction of his debt and the creditors agree to cancel the rest. As
such it is a negotiated settlement we in this study classify as debt relief.
The key difference between composition and bankruptcy in most
countries is that a composition requires the agreement of the creditors.
Bankruptcy on the other hand entitles debtors to have their debts
cancelled against the wishes of the creditors.
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Corporate Insolvency

Cram-down

Creditor

Credit Provider

Debt

Debtor

Debt Cancellation

Debt Distress

Debt Relief

Debt Re-organisation

The legal process where firms, traders and businesses cancel their debts.
Corporate insolvency is outside the scope of this study. See also
bankruptcy.

A colloquial phrase used to describe a power sometimes given to a court
or administrator to compel dissenting creditors to agree to a payment
plan. Sometimes divided into strong and weak varieties. Weak cram-
down is the imposition of the plan on dissenting creditors, strong is the
immediate imposition of a plan on all creditors without seeking a vote of
creditor.

The party owed a debt by a second party, the debtor.

Another name for creditor.

A debt is an obligation owed by one party (the debtor) to a second party,
the creditor; usually this refers to assets granted by the creditor to the
debtor.

In this study we are going to consider debt as an agreement to lend a
fixed amount of money, called the principal, for a fixed period of time,
with this amount to be repaid by a certain date. In commercial loans
interest, calculated as a percentage of the principal per year, will also
have to be paid by that date, or may be paid periodically in the interval,
such as annually or monthly.

The party owing a debt to a second party, the creditor.

Debt cancellation is a label we have created for all debt solutions which
involve the writing-off of all remaining outstanding debt, as a rule,
whether the creditor wishes to write-off the debt or not. Personal
bankruptcy and corporate insolvency are the two predominant types of
debt cancellation process.

The situation a debtor finds himself in when it has become difficult or
impossible for him to pay the debts he owes, according to the schedule
of payments he agreed in the debt agreement. Also known as over-
indebtedness.

Debt relief is a label we have created for all debt solutions which involve
the writing-off of a portion of any remaining outstanding debt. This
includes processes which either require creditor agreement to write-off
the debt or not.

Debt re-organisation is a label we have created for all debt solutions
which involve attempting to reduce the burden of the debt on the
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Glossary of terms

consumer whilst writing-off none of remaining outstanding debt. This
includes processes which reduce instalments, without changing the
principal debt

Debt Solutions Debt solutions are arrangements which take payments or instalments
which have become unaffordable to the debtor and make them
affordable by either re-organising, reducing or cancelling the value of the
debt. In scope for this study are all debt solutions which address the
situation where the debtor is an individual consumer.

Discharge Bankruptcy in many countries is a time limited process, during which the
debtor’s assets and earnings are extracted from him and used to meet
creditor’s claims as far as possible. In some countries this process
reaches a conclusion either at a fixed point in time after entering
bankruptcy, or when all assets have been liquidated and creditors have
been as fully satisfied as possible. At this point, in these countries the
debtor is then discharged or released from the bankruptcy process and
given a ‘fresh start’ whereby he is allowed to borrow money or start a
new business without any remaining creditors being able to make any
further legitimate claim on him.

Garnishment A garnishment of wages is where a process gives a lender or a
Government administrator the right to remove some fraction of the
consumer’s income from his salary before he receives it, akin to Income
Tax. Used interchangeably with attachment of earnings. A garnishment
or attachment can also be applied to benefits.

Insolvency The legal process where firms, traders and businesses cancel their debts.
Insolvency is outside the scope of this study. See also bankruptcy.

Interest The rate of return for the creditor; the additional moneys the debtor
pays the creditor in return for the loan of the principal.

Mortgage A loan from a creditor to a debtor which is secured on a property.

Natural Person A legal term for an individual consumer, as opposed to a legal person /
legal personality, which could also include firms, businesses, or traders.
Some countries (particularly Italy) also include farmers in the group of
firms and businesses.

Over-indebtedness The situation a debtor finds himself in when it has become difficult or
impossible for him to pay the debts he owes, according to the schedule
of payments he agreed in the debt agreement. Also known as debt
distress.

Payment Plan An agreement between the debtor and the creditor(s) under which some
compromise is reached relating to the amount of principal to be repaid,
how interest is applied to it, and for how long payments will last.
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Personal Bankruptcy

Principal

Repossession

Secured Debt

Unsecured Debt

Writing-off

The process whereby individual consumers can cancel their debts. See
also bankruptcy.

The sum of money lent by the creditor, which the debtor must repay and
on which interest accrues.

The act of taking an asset off the debtor by the creditor in lieu of a debt
where the agreed payments have not been made.

A debt which is contractually guaranteed by an asset which the creditor
can repossess / take off the debtor if the agreed payments are not made.

A debt which is not contractually guaranteed by an asset which the
creditor can repossess / take off the debtor if the agreed payments are
not made.

The process by which any remaining debt is cancelled, so that the debtor
will not be expected, required or asked to pay it again in the future.

Study on means to protect consumers in financial difficulty: Personal bankruptcy, datio in solutum of
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Executive summary

Executive summary

The study’s objectives and methodology

The objective of the study is to identify all formal debt reduction solutions which allow consumers
to return to a financially sustainable path by eliminating some or all of their debts or reduce their
debts significantly, including providing a comprehensive description of:

m the availability and use of personal bankruptcy and datio in solutum solutions of
mortgages as legal solutions to problems of over-indebtedness faced by a number of
consumers in the EU; and,

m the legal framework under which debt collection institutions operate, in particular any
restrictions on debt collection abusive practices. General laws and regulations which
impact on the tools and approaches that debt collection agencies can use (such, as for
example, the right to an unlisted phone number) are outside the scope of this project.

The study details the nature of the solution, the condition the debtor needs to find themselves in
to access the solution, the legal, financial and other consequences of having used a particular debt
solution, and the effectiveness of such solutions in practice and identifies best practice.

Mechanisms to address consumer debts

By the 1970s, Europe had developed an economic model where credit became widely available to
the vast majority of consumers. Whether in the form of mortgages, loans, overdrafts or credit
cards, mass consumer credit became common and remains so to this day. But wherever a large
amount of any activity occurs, there will be some small fraction where something goes wrong, and
in the case of consumer credit, the result is consumer over-indebtedness. European governments
have attempted to deal with this problem, which causes a raft of social problems, by creating debt
adjustment processes for consumers, often springing out of the pre-existing and long-lived
corporate insolvency legislation they already had in place.

In recent years, particularly since the deregulation of credit markets in the 1980s and the following
recession of the early 1990s, European jurisdictions took a more pro-active approach in this area.
The recession following the credit crunch of 2007/8, however, brought this issue once again, into
focus. For example, at the time of writing, the authors can identify six EU members® who have
announced reforms since we started this project, a period of eight months. We have identified
four major trends in the development of debt solutions:

The balance between consumers and lenders

As over-indebtedness has become more common, there has been an increasing recognition that
over-indebtedness caused by a change in the consumer’s state (i.e. becoming unemployed) has led
many countries to move from a position where the law is there to uphold agreed contracts,
towards one where lenders who have lent too much are viewed to be as responsible as consumers

IIn alphabetical order; Austria, Germany, Ireland, Italy, Poland, and Slovakia
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Executive summary

who have borrowed too much, and that the law has to achieve a balance between upholding
contracts and delivering consumer protection. Only a handful of countries still preserve the
concept of pacta sunt servanda® and attach absolute primacy to ensuring the consumer honour
their contractual obligations. This is reflected in the degree of stigmatisation countries deploy in
their systems, and how highly they value the moral hazard* of allowing someone to negate some
or all of their debts without paying. Niemi (2009) and Kilborn in multiple articles, identify three
major schools of approach.

= Nordic model, which were the first to breach this question of whether it was right to
break contractual obligations to relieve over-indebtedness, expose their ‘struggle with
the very notion of offering formal personal bankruptcy relief’ by applying a good faith test
whereby consumers cannot access debt solutions if their behaviour is felt to have been in
bad faith, for example, by taking out large quantities of debt shortly before seeking a debt
solution, or having not made sufficient effort to repay what is owed.

= Germanic model (originally implemented in Germany, Austria and Estonia), in contrast
allows any consumer in, but then manages a payment plan whose substance is shaped by
firm rules, whereby they must honour debts as far as practicable.

= Romance model Finally there is the approach historically (but no longer) taken in France
and the Benelux countries, where voluntary agreements were supported as far as
possible, judges had significant discretion to define the outcome of the process, but with
a general rule that processes were ‘hard’, payment plans long, and discharge conditions
difficult.

The balance between discretion and rules

The Romance school is characterised by judicial discretion to fine-tune the solution according to
the particular circumstances of the case, whilst the Germanic school deployed clear, standardised
rules, so both consumers and lenders have an accurate expectation of what they are getting into
either when they do, or do not agree to a process. There are advantages and disadvantages to
both approaches, but the general direction of travel has been away from complete discretion to no
discretion (absolute rules). Discretion has been found to be time-consuming and expensive, and
often delivered little extra benefit given debtor’s limited resources, low income, and high debts.
Standardisation also meant that consumers had clarity over what would be expected of them,
reducing uncertainty and pressure on consumers going into the process.

Moving from judicially-led to administrative processes
Many countries have moved away from court-based to administrative processes, if only because of

the costs associated with judicially-led processes when many clients are unable to meet these
costs. However there are more substantive issues also.

® The contract must always be honoured.

4 A moral hazard is an event which, by its existence changes the incentives on individuals, and makes people more likely to commit an
action which society views negatively; in this case, if the debt solution is too generous then people may be more likely to risk falling into
over-indebtedness. Debt cancellation is the most obvious example of a process which opens the threat of moral hazard. Obviously for
those countries which do not have debt cancellation, the view is that the moral hazard of annulling all debts and putting the cost of this
onto the creditor is so high that it is not permitted at all. Other countries can impose significant entry criteria.

London Economics
Study on means to protect consumers in financial difficulty: Personal bankruptcy, datio in solutum of
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Executive summary

m  Courts are a forum for ensuring that contracts are compiled with as a form of defending
property rights. Once the intellectual step has been taken that over-indebtedness is at
least partly a problem caused by the lender as well as the consumer, or even in the case
of passive indebtedness, where an inability to pay is in effect equivalent to a ‘act of god’
suffered by the consumer at no fault of his own, such that consumer protection, rather
that maintenance of a contract, becomes the over-riding concern, the need for the case
to move into the judicial forum, as opposed to other administrative systems, falls.

m  As many systems have moved from discretion to rules-based system, the case has
developed from being a dispute resolution process, arbitrating between a lender and a
consumer, to being the simple application of a priori fixed rules the need for judicial
involvement has been felt to be lessened.

m  As such whether debt solutions retains the need for judicial involvement has become a
key question, with some countries moving to only using the courts for appeals against the
administrative body, on the grounds they have not followed the published rules and
processes. For example, Sweden and France, the most advanced countries in this regard
no longer have a role for the judiciary in its debt solutions, aside on appeals of whether
the process / law has been correctly applied.

From long processes to shorter, time constrained processes

During bankruptcy the consumers is required to continue to attempt to make payments to
debtors. Only on discharge can he finally escape his debts and gain a ‘fresh start’. Some countries
make this process short; a period of a small number of years, some longer and some have no
formal discharge point. The longer the period until discharge the longer the process is not actually
debt cancellation, merely debt relief. Many countries have not been willing to leave their
consumers in this position, in part because of Council Regulation (EC) 1346/2000.

European countries each have their own laws relating to consumer over-indebtedness, but, aside
from Denmark, which has an exemption, all the countries studied here are caught by the European
Union Council Regulation on Insolvency Proceedings’, which had the three goals of:

m  Providing legal certainty in matters of cross-border insolvency;

m  Promoting the efficiency of insolvency proceedings, by favouring those solutions that
facilitate their administration and improve the ex ante planning of transactions; and

m Eliminating inequalities amongst EU-based creditors with regard to access to and
participation in such proceedings.

This regulation did not attempt to impose a common system on different European countries, but
instead to ensure that bankruptcy / insolvency proceedings opened in one Member State would
be recognised in all other Member States. It was clearly drafted with corporate insolvency in mind,
and from a creditor’s perspective, but because the issue of who may be a ‘bankruptcy debtor’ is
determined under national law, and because many countries permit both legal persons (i.e. firms)
and natural persons (i.e. consumers) to qualify for their bankruptcy arrangements, this therefore

® Council Regulation (EC) No. 1346/2000 of 29.05.2000 on Insolvency Proceedings, available at:
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2000:160:0001:0018:en:PDF
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means that any European consumer® who meets the qualification criteria (i.e. residency for set
periods etc) of a country which does permit consumer bankruptcy does presently has the ability
and right to access this, effectively making their domestic legislative position irrelevant, as the
regulation outlines that the domestic law of the country where the case is opened (lex fori
concursus) is applicable’, as long as the individual has established a ‘centre of main interest’
(COMI) in the relevant jurisdiction.

As a result a trade in ‘bankruptcy tourism’ has emerged where individuals moves their COMI to a
different EU state to gain access to the bankruptcy legislation in place there. Whilst this may
appear to be an example of the Single Market at work, the key problem with this is that the
consumers participating in this market are often those with the least resources and least ability to
move, whilst only a small handful have the capacity to make such a move, and this is
fundamentally inequitable. The vast majority of those in over-indebtedness do not have vast debts
which overwhelm high incomes, from which they can fund a move prior to declaring bankruptcy,
but rather they are citizens with low or negligible incomes and small debts which they nonetheless
cannot re-pay, and for whom the idea of moving to another country to live and work is utterly
unfeasible. This inequity; one law for the rich and another law for the rest, leaves the current
system of debt solutions across the European Union facing a fundamental crisis of legitimacy.

Debt cancellation best practice

We have identified the following model as best practice in relation to debt cancellation:

m Debt cancellation is not, and should not be, an automatic right, but it should be presumed
that someone applying should have access to it unless a lender can demonstrate objective
evidence of ‘bad faith’ by the borrower. The application process should give lenders a
time-limited opportunity to raise concerns about an applicant’s behaviour, so
administrators can reject applicants whose behaviour has been found wanting.

m The creditor must be protected when the debtor has acted in bad faith, but in return for
this creditors must accept the responsibility where inappropriate lending has helped
cause the problem of over-indebtedness they should bear some of the costs of resolving
this problem. Best practice requires a compromise between the debtor and creditor; the
debtor must pay what he can and the creditor must accept that as the best resolution
they can receive, so it is better for them to cut their losses, stop paying legal fees and
allow a rapid discharge of unpayable debts.

m The use of stigmatising labels should be ended, and the pejorative term ‘bankruptcy’
should be replaced with the more neutral ‘debt adjustment’.

m Debt cancellation should be delivered by an administrative body without recourse to a
judicially-led court-based process except for appeals against the mis-application of the
due process, as exists in Sweden and France, transparently applying clear rules quickly
and efficiently. Creditors and consumers should have the right to appeal to a court on the
grounds of compliance with the process.

m  The debt counsellor who leads the administrative process should:

® Excluding the Danish.

7 As long as these are listed in Annex A (insolvency proceedings) or Annex B (winding-up proceedings) of the Regulation, which,
between them, give a ‘closed-list’ of applicable proceedings.
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o determine the solution applicable to the case, rather than the consumer or the
debtor:

o have the power to attach earnings. There should be transparent rules on exempt
income based on social benefit levels, taking account of the number of children
and/or a partner, and the impact these have on social allowances.

o only have the right to liquidate assets worth over a substantial threshold.

o have the right to impose a ‘cram-down’ on creditors.

o have the power to impose a ‘zero-plan” where there is no chance of the consumer
being able to make payments, with immediate discharge if a consumer cannot
over three years repay either 10% of their total debt or €10,000, whichever is
lower, in line with recent practice in the Netherlands.

m As in Denmark and the UK, discharge should occur one year into a three year payment
plan, aligning discharge at the lowest common denominator whilst still ensuring creditors
have access to excess earnings for three years.

m There are some debts which consumers should not be able to escape. Child / dependent
maintenance payments deserve inclusion in this exemption. Student loans do not merit
exemption from debt cancellation. There is a case that society would benefit most if
unpaid taxes were given a priority in payment plans over private debts.

m At the European level, a first step would be to update the list of procedures in Annex A of
the Insolvency regulation to keep pace with recent legislation.

Datio in Solutum

This section addresses the research questions concerning the legal instrument of datio in solutum
in mortgage loan agreements and legal regimes of the Member States. Datio in solutum is defined
as follows:

‘Some jurisdictions may provide that borrowers who cannot repay their mortgage loans are
released in full from the underlying debt by handing their mortgaged property over to the lender.

In jurisdictions which do not operate such a regime, the borrower has an unlimited responsibility
in relation to their debt, and if there is insufficient collateral in the property must use other
income and/or assets to meet the debt and make full repayment of the mortgage loan.

It is worth stating that we view two potential versions of datio in solutum, as described below:
B Strong datio in solutum: This assumes a hard application of this concept as mandated in

the legislation in the country, defining datio in solutum as part of the enforcement
mechanism of all mortgages.

B Weak datio in solutum: This assumes a non-universal application of datio in solutum as
mandated in law for use with certain types, class or other categorisation of mortgage debt
or debtor.

General findings

It is our assessment, in consultation with recognised experts in the field of comparative European
mortgage market studies, that:
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m There currently exists no European country which has a strong application of datio in
solutum enshrined in legislation, covering all mortgages in that country.

m  Equally, it is our assessment that there exists no country or state in the world which has a
strong application of datio in solutum enshrined in legislation.

m  The only country in the world where we can identify a weak application of datio in
solutum enshrined in legislation is Spain. This is extremely limited in terms of who can
apply to it and the requirements those borrowers must meet before they become eligible
to use this solution. In the USA we have found example of non-recourse mortgages,
where payment in kind of this type is included in the contract and costed in.

m  Most European countries have not considered datio in solutum because they have
developed systems which preclude the need to have a specific solution for residual debt
following enforcement against a mortgage.

We have had strong arguments for and against the concept of datio in solutum presented to us in
our study, both in terms of whether it is right to so fundamentally shift the balance of power from
the lender to the borrower, and in terms of whether it is practicably deliverable as a functional
part of the landscape of financial markets. We can see strong reasons why datio in solutum
appears to present very significant practical problems in terms of delivery and may have large
potential impact on lenders, but we also recognise the evidence that the impact on mortgage
prices from US studies has been less than would have been expected.

Our review has suggested that datio in solutum delivers greater benefits to consumers than no
debt cancellation system, but the best practice debt cancellation model described above and a
model of mortgage forbearance applied by all lenders appear to deliver even greater benefits to
consumers. The best practice debt cancellation approach allows them to address all their debts in
a fair way, not just one (potentially large) debt, as over-indebtedness is often a compound
problem, where the consumer has more than one problematic debt®. Statutory mortgage
forbearance has the merit of preventing enforcement against the property for as long as feasibly
possible, through using different mortgage designs or some form of payment moratorium to
enable the borrower to construct a feasible payment regime which he can honour; it also has the
benefit of preventing the losses borrowers, lenders, and the community often face following
enforcement or repossession.

However, this argument does not preclude two key points:

m Even if the best practice debt cancellation process, or statutory forbearance may provide
better consumer protection, that does not mean that adding datio in solutum to these
practices may not have benefits, merely that each on their own presents greater benefits
that datio in solutum on its own.

m Even if datio in solutum is not best practice in and of itself, that does not mean we do not
have enough evidence from Spain to describe what a best practice datio in solutum would
look like if one felt compel to use this mechanism.

& Whilst it is true that consumers just with problematic mortgage debt are equally supported by datio in solutum, we feel it is important
that consumers with multiple problematic debts also have a route to address their problems.
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Mandatory forbearance and the role of datio in solutum in incentivisation

A model to address mortgage over-indebtedness through a general system of forbearance applied
by all lenders to achieve an appropriate balance of risk between the creditor and the lenders to
facilitate consumers retaining their property would benefit from lenders having incentives to not
move to enforcement too quickly. To incentivise this behaviour in such arrangements, one of the
following models could be put in place to dis-incentivise lenders opting to proceed to
enforcement:

m A best practice datio in solutum, as described below.
m The best practice debt solution model described above.
m Limiting consumer liability on enforcement to the property, excluding other assets.

Best practice in using datio in solutum to reinforce a debt cancellation mechanism

There is a debate to be held over whether, and in what circumstances, datio in solutum may be a
useful addition to a universal debt cancellation system, either as an extra lever or mechanism of
last resort. Countries with well-developed and well-functioning best practice debt cancellation
models are unlikely, in our opinion, to see significant benefits from implementing a datio in
solutum approach, but those countries where this is not the case would, our assessment suggests,
benefit from a strong datio in solutum model as the best way to discharge as much problematic
consumer debt as possible. The underlying necessity of having a functioning process to cancel
debts holds true whether or not a country has implemented a debt cancellation debt solution. In
those cases where they have not, they have not done so because the need does not exist, merely
because some feature of their political economy has prevented the reform being brought into
being.

Below we consider what a best practice datio in solutum model looks like, which may achieve this
aim.

Best practice datio in solutum model

The best design for datio in solutum, taking into account lessons from Spain, which we can identify
has the following characteristics

m  We do not see a case for datio in solutum prior to the commencement of enforcement,
because it should be expected that forbearance should still be being attempted up to this
point as the consumer should still be attempting to meet their commitments. At the point
where the consumer is informed the lender wishes to move to enforcement, being able
to evidence its efforts to agree and deliver a viable re-structuring and the borrower’s
failure to comply with this, all consumers, irrespective of income, should be able to apply
for datio in solutum immediately.

The only eligibility criteria should be:

m Datio in solutum should only apply on the primary residency of the family, the property in
which the household spends the majority of its time. It appears unfair to expect a lender
to shoulder this burden in the case of a second property as the purpose of this protection
should be for use in extremis, when all other efforts have been taken and failed to
preserve the household’s primary accommodation.
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m Similarly, where the consumer has other assets which could be liquidated to help pay-off
the mortgage it appears unfair to ask the lender to shoulder the whole burden. Again, this
process should only be used when all efforts to preserve the household’s primary
accommodation have been taken, and the possession of other assets, particularly other
property appears to indicate the consumer could have taken further steps if he had
wished to address his debt, and if the consumer has chosen to prioritise the protection of
these other assets over the mortgaged property, we cannot see why he should not,
therefore share the risk of making a loss on the property with the lender.

= We see no reason to consider an exemption based on the consumer’s income levels, as
this should have been taken into account already in forbearance/ re-structuring attempts.
Any consumer who has reached enforcement has already demonstrated that their
income is insufficient to maintain the mortgage, so this indicates this consumer is in need
of further support, such as the datio in solutum. Therefore all consumers who reach
enforcement should, except in situations where they make a conscious decision to not
liguidate other assets, be able to receive datio in solutum on their main residency.

Debt Enforcement

In this study we have identified a wide variety of types of enforcement restrictions affecting
everything from the availability of water to the use of social media to communicate debtors. The
common underlying principles which almost all these restrictions clearly reveal are the desire of
legislators to preserve the debtor’s human rights and human dignity, whilst facilitating fair
attempts to enforce the payment of late debts:

m To ensure the consumer and his family has access to a sustainable minimum income
m  Ensuring the consumer and his family have access to accommodation
m  Ensuring compatibility with debt solution processes

m Preventing unfair and non-misleading processes from being used to harass, confuse or
use unfair duress to achieve payments by consumers

m  Ensuring charges fall onto the lender who has commissioned the enforcement activity
m  Ensuring access to utilities

m  Respecting the privacy of debtors

m Preventing violence and harassment that may lead to physical or psychological harm

m Ensuring that vulnerable debtors are treated appropriately and in ways that neither
exploit nor exacerbate their vulnerability

In general terms we have identified the guidance offered in the UK in relation to debt collection by
the OFT’® as best practice. Whilst it does not cover all the areas we address in the report, its
general approach and up-to-date consideration of new areas where restrictions may need to be
applied, such as social networking sites appears a good method of communicating what is
permitted or not. The model of a lead agency or department with responsibility for the
enforcement of debt, requiring that agency to publish and maintain up-to-date comprehensive
guidance on what is permitted, and what best practice looks like offers significant benefits in

° Office of Fair Trading (2011)
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terms of clarity, both for debt collectors and debtors. Equally the model deployed in many
countries where those who engage in debt collection are registered to allow the lead agency to
ensure that those who should be following this guidance are doing so appears best practice.

To ensure the consumer and his family has access to a sustainable minimum income

There are very different approaches in different countries, but it is unclear why, if the debtor is to
have some element of his debts written-off he is deserving of a minimum exempt income, but
when he is not looking for a debt discharge, he should not be. Debt enforcement should therefore
take into account a minimum income which is exempt from enforcement activities. Where
assignment / attaching of earnings or benefits are used there should be clear regulation of what
limits should be applied, particularly in relation to exempt income, but further research should be
undertaken to determine whether these should be used in fewer / more instances. Finally,
payments which are made to maintain the children of a previous relationship are often exempted
from debt cancellation processes, making these unavoidable, and giving consumers no means of
evading this responsibility. This appears to us to be the correct course of action.

Ensuring the consumer and his family have access to accommodation

Eviction and rent arrears are significant areas for the application for restriction on how debts are
enforced. Various countries use different types of protection to ensure that families have sufficient
time to find alternative arrangements, we consider that it is appropriate that countries ensure that
an adequate provision is made in such cases to ensure alternative arrangements can be made, if
only to prevent costs falling onto the state, even if the substantial impact on families that eviction
can have is disregarded. As this therefore is a classic ‘invest to save’ we see little difficulty in
encouraging countries to ensure the outcome of ‘sufficient time’ but recognise that given different
systems the mechanism to deliver this, and indeed how much time each country feels is ‘sufficient’
is a substantive topic for countries to consider if they have not already done so.

Ensuring compatibility with debt solution processes

Creditors accept three year, or longer, payment plans when cancelling debt, so this may be an
interesting lesson for debt enforcement. Any step to prevent debts reaching the point of
unsustainability are ultimately likely to provide better value to both the lender and the debtor, and
should therefore be assessed as best practice. In relation to taxes, fees, and fines, most countries
allow the tax collection office to remit or defer payment, but often exempt these debts from debt
cancellation. Tax collection agencies having the flexibility to make this decision appears valuable.

Preventing unfair and non-misleading processes from being used to harass, confuse or use unfair
duress to achieve payments by consumers

Best practice catches preventing debt collectors from using official looking documentation, from
misrepresenting their authority, preventing the use of wordings which imply the potential to use
further processes which may not be available or which are at the discretion of the court, not using
Latin phrases, or unhelpful legal and technical jargon, and ensuring information is not to be
presented in a way which has the potential to create a false or misleading impression.
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Ensuring charges fall onto the lender who has commissioned the enforcement activity

It appears best practice for the cost of enforcement to be priced into the general cost of loans and
shared amongst all consumers, as at the point of borrowing all consumers who are lent to must
appear to be a ‘fair bet’ and should all be treated equally in terms of facing a share of the cost of
enforcement This also would incentivise to lenders to look to forbearance prior to enforcement.

Ensuring access to utilities

Different European countries have different approaches to this question, for example the UK
permits utilities companies to cut-off non-paying clients, whereas France, for example, ensures a
minimum allowance of water is supplied. This comes down, we think to whether access to water in
this way is a fundamental right, even if they have not paid their bills. This is the principle which
needs to be decided on, although in actuality the true issue may be the amount of these
commodities which are supplied in the basic requirement.

Respecting the privacy of debtors

Best practice in this area is keeping requirements up to date, such as the use of latest social media,
to ensure that requirements not share to information with friends / neighbours / relatives, or to
search for debtors by contacting individuals with the same name are complied with.

Preventing violence and harassment that may lead to physical or psychological harm

All countries have ensured that basic standards are in place. Best practice in this space deals with
potential harm, specifically in relation to stress and mental health rather than physical harm,
which obviously are universally addressed through criminal law. Key here is regulating the debt
collector and their staff, looking at both present and previous records.

Ensuring that vulnerable debtors are treated appropriately and in ways that neither exploit nor
exacerbate their vulnerability

Best practice is regulation over how debt collection agencies address clients who have
demonstrated mental health issues, or who they fear may be demonstrating mental health issues.
In the UK, a procedure has been put in place to allow debt collectors to initiate an assessment to
then form the basis for how they should deal with the client. It is clearly best practice to ensure
that this group is treated sympathetically and with due regard to their state to ensure the process
of debt enforcement does not exacerbate their health issues, which of course from a debt
collection point of view can only be self-defeating in terms of prolonging a state whereby the
likelihood of being paid is lower than standard.

Removal of possessions

Whilst commonly used across Europe, we see two significant issues with using asset liquidation for
debt solutions. The first is, as the price of second-hand households electronics falls whether this
will continue to be cost effective, the second is if asset liquidation is removed from debt
cancellation, as we have identified has already happened in some countries studied, and we have
identified as best practice then should this extra severity be imposed at part of debt enforcement?
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1 The study’s objectives and methodology

1.1 Objectives

To gain a better understanding of the ever-changing picture within the EU, both in terms of practice
and legislation, the Internal Markets Directorate General has commissioned London Economics to
undertake this study.

The objective of the study is to identify all formal debt reduction solutions which allow consumers to
return to a financially sustainable path by eliminating some or all of their debts or reduce their debts
significantly, including providing a comprehensive description of:

m the availability and use of personal bankruptcy and datio in solutum solutions of mortgages
as legal solutions to problems of over-indebtedness faced by a number of consumers in the
EU; and,

m the legal framework under which debt collection institutions operate, in particular any
restrictions on debt collection abusive practices.

The study details the nature of the solution, the condition the debtor needs to find themselves in to
access the solution, the legal, financial and other consequences of having used a particular debt
solution, and the effectiveness of such solutions in practice.

Because, in some countries, alternative solutions to formal bankruptcy exist, we include such
alternatives in the analysis to provide a detailed overview of all the legally foreseen solutions
available to over-indebted consumers. However, we have agreed with the Steering Group to
exclude those methods which involve private, bilateral contract negotiated contracts with no
formalised process.

To provide a robust picture of such solutions in the EU, we will gather available information and data
on their actual use by over-indebted consumers and the problems they encounter in actually
accessing the solution.

Regarding restrictions on abusive debt collection practices, we will focus on any legislation and
regulation which explicitly addresses this point. However, other, more general laws and regulations
which impact on the tools and approaches that debt collection agencies can use (such, as for
example, the right to an unlisted phone number, the prohibition of machine-originated calls outside
certain hours, etc.) are outside the scope of this project.

1.1.1 Specific Questions
The following points and questions have been addressed:
1) Do the legal and regulatory (including self-regulatory) frameworks of Member States provide for
specific regulations on personal bankruptcies, on provisions of datio in solutum applied to mortgage

credit, and on debt collection activities?

a) In case it does, provide the legislative/regulatory reference and summary of the relevant
provisions and indicate the regulatory instrument(s) in which these provisions are set.
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b) In case the legal and regulatory (including self-regulatory) framework of Member States does not
provide specific regulations; indicate the legal/regulatory provisions that are referring to the three
topics, if any. Provide the reference and summary of relevant provisions and indicate the
legal/regulatory instrument(s) in which these provisions are set.

c) In case the three topics are not covered in any way by the regulatory framework, summarise and
describe the general practice in the respective Member States.

2) For each of the selected Member States a short description should be provided of how the legal
framework is applied, through reference to a list of leading case-law and case-studies. Whilst
providing such case-law or case-studies, an assessment of cross-border cases of personal bankruptcy
to which Council Regulation (EC) 1346/2000 have or would have applied should be provided.

3) Evaluate and select the practices that enhance the protection of consumers in financial difficulty
for each area (personal bankruptcy, datio in solutum of mortgages and debt collection). The trade-
offs of such practices with other objectives and constraints should also be analysed.

1.2 Geographical Scope
We have undertaken analysis to meet the objectives in the following EU member states:

m  Austria

= Belgium

m  Czech Republic
m Denmark

m Estonia

m  France

m  Germany

m Greece
= Hungary
m lreland
= ltaly

m  Netherlands

= Poland

= Romania

=  Slovakia

= Spain

= Sweden®

= United Kingdom

% Only in chapter 3.
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1.3 Methodology

Our study has followed a seven stage methodology:

Defining the Question Set

Identifying relevant debt solutions in each Member State
Identifying interview targets in each country
Constructing interview materials

Undertaking Field Work

Analysis and verification of the collected information
Development of conclusions and drafting of final report

This methodology is explained in depth in Annex 1. Respondents to our survey are listed in Annex 2.
The survey instrument is presented in Annex 3.

1.4 Debt solutions

1.4.1 The definition of different debt solutions

In attempting to categorise debt solutions, to allow us to undertake comparisons and develop best
practice, we have looked to map each solution by what it does to the interest and principal of the
loans addressed. In the broadest terms, we see four approaches to interest payments which any
debt solution can take.

The interest terms on the debt remain unchanged (even if the amount paid in each
instalment, extending the duration of the loan and the overall amount paid back);

The interest terms on the debt is reduced;

The interest owed on the debt is frozen so no extra interest accrues on the debt (at least for
a period of time); or,

The interest on the debt is cancelled.

We also see three approaches to the principal which any debt solution can take.

The principal remains unchanged;
The principal is reduced; or,

The principal is cancelled.

Taking these two in combination allows us to create a typology for three families of debt solution,

Debt Re-organisation: The characteristics of the principal and interest terms loan are
retained, but instalments may be reduced, increasing the term and overall cost.

Debt Relief: Either the principal or interest of the debt is reduced, reducing the instalments.

Debt Cancellation: The whole of the principal and any outstanding interest is cancelled
following the liquidation of any available assets.

Sans
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This is presented in the following figure:

Table 1: A typology of debt solutions

Principal unchanged

Principal reduced

Principal cancelled

Interest 1)
unchanged

Interest 2)

reduced

Interest 4)
frozen

Interest
cancelled

Debt Re-organisation: The
existing agreement is
unchanged, but the debtor
either takes out a new debt
on lower interest rates or
releases liquidity from
assets to continue
payments.

Debt Relief: Agreements
which retain the principal
characteristics of the loan,
but reduce the payments by
reducing the interest.

Debt Relief: Agreements
which retain the loans
principal characteristics, but
reduces payments by
freezing the interest.

Debt Relief: Agreements
which retain the principal
characteristics of the loan,
but reduce the payments by
cancelling the interest
owed.

3)

5)

Debt Relief: Agreements
which retain the interest
characteristics of the
loan, but reduce the
payments by reducing
the principal.

Debt Relief: Agreements
which reduce the
principal and interest of
the loan, reducing the
payments.

Debt Relief: Agreements
which reduce the
principal and freezes the
outstanding interest
owed on the loan.

Debt Relief: Agreements
which reduce the
principal characteristics
of the loan and cancel
the interest owed.

6)

Debt Cancellation:
Agreements which retain
the interest
characteristics of the loan,
but reduce the payments
by cancelling the
principal.

Debt Cancellation:
Agreements which cancel
the principal and interest
of the loan, reducing the
payments.

Debt Cancellation:
Agreements which cancels
the principal and freezes
the outstanding interest
owed on the loan.

Debt Cancellation:
Agreements which annul
both the principal and the
interest.

Source: London Economics

As can be seen, four pertinent points emerge from this:

m There are theoretically feasible debt cancellation and relief arrangements which we
consider to be unlikely to ever be seen in actuality, which we have shaded out in grey,
leaving six types of debt solution;

m Debt re-organisation is a single ‘type’ of arrangement;

m Debt cancellation is a single ‘type’ of arrangement; and,

m Debt relief is a broad family which captures many different combinations of treatment of
interest and principal.

We can summarise these as follows as, essentially, all debt solutions systems present two choices:

m  Whether to preserve the existing contractual obligations and find some way of meeting
them, or seek to reform these contractual obligations; and,

m To what degree the preferred approach is taken. This can depend on the level of
indebtedness.

mortgages, and restrictions on debt collection abusive practices
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Table 2: A simplified typology of debt solutions

Contract preserved (principal and interest Contract re-written
on original debt remain unchanged)

Moderate @ Debt Re-Organisation: The existing Debt Relief: Agreements which reduce the
agreement is unchanged, but the debtor instalments by reducing either or both of the
either takes out a new debt on lower principal and the interest.

interest rates or releases liquidity from
assets to continue payments.

Severe Asset Liquidation: The existing agreement Debt Cancellation: Agreements which cancel
is unchanged, but the debtor liquidates all all outstanding principal and interest of the
assets necessary to clear his debts. loan.

Source: London Economics

We will structure our mapping over the next chapter into these headings, bringing together asset
liquidation and debt cancellation, as once severe steps have been decided upon it is usual to see
both these approaches being taken simultaneously. We will also try to identify where processes
straddle more than one type of solution and they form a sequential chain, moving consumers from
one to the next as they fail to escape over-indebtedness through application of each process, or
whether each process stands alone and apart from other solutions in that country. We also see
these steps fitting into a wider dichotomy of how to think about consumer credit and debt:

1.4.2 The debt landscape

The various chapters below each address different questions in slightly different areas of consumer
credit and debt. For clarity, in thinking about this project we have identified the following hierarchy
to describe how a consumer, in a country which has a full spectrum of credit and debt
mechanisms™, would progress from step to step:

m Debt compliance: This describes the state the majority of consumers face; of making the
committed repayments against a loan through to the completion of the contract. This is not
addressed in our study.

m Debt enforcement: This describes the state a consumer finds himself in where he has not
complied with making the committed repayments against a loan through to the completion
of the contract, and where the creditor has had to go to some additional effort to demand /
ensure repayment. This state does not imply that the consumer cannot pay, merely that he
has not paid. This state is considered in 5.

m Debt re-organisation: This describes a state the consumer may find himself in if he finds he
cannot honour his commitments against a loan, but does not feel it necessary to seek to
have at least some fraction of the debt written-off, merely to re-negotiate the terms of the
loan to make it more affordable and allow him to honour the contract, albeit maybe over a
longer time period, or by replacing his present loans with a new loan on cheaper terms. This
is considered in Chapter 3.

m Debt relief: This describes a state the consumer may find himself in if he finds he cannot
honour his commitments against his debts, and feels it necessary to seek to have at least
some fraction of the debt written-off. This is considered in Chapter 3.

™ This is not to imply that a full spectrum of mechanisms is either desirable or necessary; we view this merely as a typology.
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= Debt cancellation: This describes a state the consumer may find himself in if he finds he
cannot honour his commitments against his debts, and feels it necessary to seek to have all
of his debts written-off. This is normally accompanied by a quid pro guo, in terms of either
an asset liquidation, or a payment plan over a period of time, taking his income and
allocating as much of it as possible to his debtor. This is considered in Chapters 3 and 4.

1.5 Datio in solutum

Within the wider landscape of debt solutions, it has to be recognised that the larger the overall level
of debt the more likely it is that a mortgage, a loan to purchase real estate, will form the largest part
of that debt. Debt secured on a property has particular social implications, namely the risk that in
the event that the consumer is unable to pay they may ultimately lose their home.

Whilst there is significant variation in the style of enforcement process different European countries
use, all countries studied share the characteristic that in the end, the property can be sold, via some
mechanism to offer payment in lieu of the consumer meeting his commitments. In this case, there is
the threat, if the sale does not raise enough, that the consumer may both lose their home and still
have residual debt.

This report examines one potential solution to this problem, which is called datio in solutum. This is
the process whereby the property is surrendered by the consumer to the bank in full payment of the
outstanding debt, irrespective of the value raised by the sale.

1.6 Restrictions on debt enforcement

The final part of this report focuses on the legal framework under which debt collection institutions
operate, in particular any restrictions on debt collection abusive practices. Consumers facing debt
problems can find that the mechanisms which can be employed to pursue their debts exacerbate
their situation. Different countries have different conceptions of what is permissible, however, and
this report tries to map the limitations placed on debt collection activity in these countries.
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2 An overview of the development of debt solutions in Europe

"Annual income twenty pounds, annual expenditure nineteen pounds nineteen and six,
result happiness. Annual income twenty pounds, annual expenditure twenty pounds
ought and six, result misery." Mr Micawber — David Copperfield by Charles Dickens.

2.1 Over-indebtedness

By the 1970s, Europe had developed an economic model, alongside other developed nations,
whereby credit became widely available to the vast majority of consumers. Whether in the form of
mortgages, loans, overdrafts or credit cards, mass consumer credit became a mainstay of the
European economy, and has remained so to this day.

But wherever a large amount of any activity occurs, there will be some small fraction where
something goes wrong, and in the case of consumer credit, the end result is consumer over-
indebtedness; the state where the consumer can no longer find a way to service his debts from his
income, normally because his or her income has fallen for some reason. This report outlines how
European governments have attempted to deal with this problem, which by the 1970s was
recognised as causing a raft of social problems, through stress and illness, to creating disincentives
to work. In response to this debate European countries began to create debt adjustment processes
of one form or another for consumers, often springing out of the pre-existing and long-lived
corporate insolvency legislation they already had in place.

In recent years, particularly since the deregulation of credit markets in the 1980s and the following
recession of the early 1990s European jurisdictions took a more pro-active approach in this area. The
recession following the credit crunch of 2007/8, however, brought this issue once again, into focus.

Table 3: Insolvency filings per 10,000 capita 2002, 2008

Country 2002 2008
England and Wales 6 20
Germany 2 12
France 4 11
us 53 38
Canada 38 44
Australia 19 21

Source: Gerhardt M. (2009), Office of Superintendent of Bankruptcy Canada

The movement from the twin objectives of regulating consumer credit and attempting to prevent
over-indebtedness to a position where financial de-regulation has occurred and over-indebtedness is
a common problem has opened a Pandora’s Box which Governments have been forced to react to.
Almost all European Governments have re-balanced policy away from just preventing consumers
becoming over-indebted, to developing or refreshing mechanisms to address over-indebtedness
when it occurs, or at least have actively joined the debate about the level of protection to give to
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consumers as well as creditors. For example, at the time of writing, the authors can identify six EU
members'? who have announced reforms since we started this project, a period of eight months.

As such, the flurry of legislation across the members of the EU make this the most important period
in terms of reform in the area of personal bankruptcy and other debt solutions in the EU since the
abolition of debtor’s prisons™ in the nineteenth century, when modern corporate insolvency
legislation was first laid down, and possibly far longer'. A list of the most substantial reforms we
have been able to identify is given in Annex 4.

Today, consumers in Europe have access to greater numbers of mechanisms to address their debt
problems than ever before, including a greater ability than ever before to have some of their debts
written-off or discharged. However, there is very significant remaining variation within the EU in
terms of the design and availability domestically of debt solutions, with effectively three main
groups:

m Those countries which have implemented a full debt cancellation system, with other
supporting legislation, which is frequently used and presents a real mechanism for
consumers to resolve their problems.

m Those countries which have implemented a full debt cancellation system, but where the
courts are not yet permitting people to reach discharge in the numbers necessary.

m Those countries which have not yet implemented such a debt cancellation system, and
either are currently developing legislation or have not yet reached this stage.

The countries in the first two groups have introduced legislation which fits with its local policy
priorities and its legal system, leaving a confusing array of options before consumers across Europe,
particularly bearing in mind Council Regulation (EC) 1346/2000, which provides consumers in EU
countries (excluding Denmark), the potential to utilise some of the mechanisms in other EU
countries.

There is a substantive debate in the literature as to whether ‘bankruptcy tourism’ or ‘forum
shopping’ is a positive or negative. Following Council Regulation (EC) 1346/2000 consumers have
had some potential to ‘shop around’ for the best legislation venue for them, depending on the
application of the country of main interest (COMI) rule, as the regulation establishes that legal
processes in one country will be recognised in others, even if the legislation the judgement is made
under is inconsistent with domestic legislation. Whether this is viewed as an example of consumer
choice in the internal market, or consumers avoiding their legal responsibilities is a key issue.
Europe collectively needs to reach a decision over whether to:

m  Accept de facto uniformity from forum shopping,
m Legislate to bring uniformity through domestic legal codes, or

m  Reform the regulations which permit forum shopping to restore domestic systems.

Obviously consumers in countries that do not have a debt cancellation mechanism do not just
bankruptcy tourism as an option. They also have a variety of voluntary routes which can be

2y alphabetical order; Austria, Germany, Ireland, Italy, Poland, and Slovakia.
3 Such as Mr Micawber, quoted above, found himself in.

' In an English context, debtor’s prisons only replaced execution in 1542.
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negotiated, although the absence of formal routes fundamentally changes the balance of power in
such negotiations between the consumer and the lender. For example, where a consumer does not
have access to a method to cancel his debts without agreement from the lender he may be unable
to negotiate a sufficiently flexible debt re-organisation or sufficiently extensive debt relief to be able
to avoid the greatest distress. Obviously, introducing individual bankruptcy into those countries
which do not possess this may have significant impacts on the perception of risk run by lenders and
increase their potential to suffer ‘bad debts’, but this needs to take account of the fact that the
formality of the route does not change the debtor’s ability to pay, merely the form in which lenders
end up writing down some or all of unpayable debt. Formalising individual bankruptcy may actually
decrease uncertainty™.

2.2 Changing responses to over-indebtedness

Becoming over-indebted, being unable to meet the requirements to repay a debt which has been
taken out, can be a deeply traumatic experience for consumers. In the past many European
countries did not consider this problem greatly except to apply blame onto the consumer for getting
himself into such a position. In some jurisdictions a difference is explicitly drawn between active and
passive indebtedness™®, where active indebtedness is driven by irrational borrowing by the
consumer, poor financial management, fecklessness or criminality, whereas passive indebtedness
occurs when a consumer moves from a position of being able to meet his obligations, to finding this
is no longer the case because of a change in circumstances imposed on him against his choice,
primarily illness or unemployment.

In a world where consumer debt has ballooned over the last thirty years, many countries feel that
contracts cannot be held sacrosanct and that creditors must take a ‘fair’ share of the burden of over-
indebtedness, as over-indebtedness can be seen as being both the fault of the borrower, who has
over-stepped their limits, but also the creditor, who has, ultimately, lent unwisely. The Netherlands,
in 2008, went so far as to introduce new legislation, whereby debtors are freed from their
commitments not because they cannot make contributions, but instead because they could not
make significant contributions, swinging the system, in this case even further towards the
consumer’s benefit and away from the creditors, in so far that going through long, drawn-out and
broadly unproductive processes can be seen as being in the creditor’s interest"’.

It is worth noting the relatively recent debate in the USA about debt cancellation and ‘opportunistic behaviour’ by borrowers in the face
of increased use of consumer credit and the resultant over-indebtedness, the Bankruptcy Abuse Prevention and Consumer Protection Act
(2005) limits full debt cancellation to individuals and households with no real or financial assets and no realistic prospects of future
income. See Fay et al (2002).

16 See Banque de France (1996)

7 A key issue here is whether this shift has affected the creditor’s human rights by violating his right to ownership under Article 1, Protocol
1 of the European Convention of Human Rights. A test case, ECHR Bdck v. Finland , (decision 20/7/2004 - Application Number 37598/97 —
available at http://www.echr.coe.int/echr ) the following general conclusions were reached:

a) The debt-adjustment legislation clearly serves legitimate social and economic policies and is not therefore, ipso facto, an
infringement of Article 1 of protocol 1.

b)  That in the case of bankruptcy the creditor’s claim would have remained legally valid and enforceable at a later stage does not
change the fact that, by entering into an agreement with a debtor, a creditor takes upon himself a risk of financial loss.

c)  The European Court of Human Rights would not exclude the possibility that a court-ordered irrevocable extinction of a debt, as
opposed to the scheduling of payments of a debt over a longer period of time, or the bankruptcy of a private individual, could in
some circumstances result in the placing of an excessive burden on a creditor.
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The increasing awareness of the existence of passive indebtedness and the role debt solutions have
in setting the level of entrepreneurial activity in a society has caused many jurisdictions to
deliberately move from attaching stigma or blame towards trying to identify quick, effective and
minimally disruptive debt solutions, recognising this is better for the consumer, in reducing the
impact on him, better for credit providers, by maximising the amount they ultimately receive whilst
minimising the effort the need to exert to get it'¥, and the macro-economy, by fostering a climate
which encourages entrepreneurial risk taking and incentivises continued effort and productivity from
those who otherwise would find themselves in a debt-trap.

This change in approach is easily understood when placed in context of the research evidence
available on the drivers of over-indebtedness™. We have identified a large number of studies which
have analysed the relationship between bankruptcy laws and their application, particularly in
relation to discharge and entrepreneurial behaviour. The evidence appears clear that where
bankruptcy legislation is perceived as being ‘penal’ this affects risk-taking behaviour by
entrepreneurs and therefore growth. In the current climate this has to be a major consideration
when forming policy implications from this report. In the current economic conditions countries
increasingly need consumers to be active and productive. Excluding people from economic activity is
self-defeating, so many countries are moving from treating bankruptcy as a punitive state towards a
mechanism to re-start the consumer as an active economic agent. This however impacts on the
force with which contracts are upheld.

Del Rio & Young (2005) is a good example of a class of studies which have found that the most
significant relationship with the probability of repayment difficulties is the ratio of debt to income.
That is, the more borrowed relative to income, the greater the chance that payment problems may
emerge. Rinaldi & Sanchez-Arellano (2006) developed this a step further by identifying that whilst
the debt/income ratio is a key driver of payment problems this effect could be cancelled out if
accompanied by an increase in available income. In line with this, Bridges and Disney (2004) identify
low incomes as the main cause of over-indebtedness. The net result of these is a better
understanding that passive indebtedness driven even by small movements in income at low income
levels can quickly become a major problem.

However, research has also cast a light on active indebtedness, and its causes. Three main causes of
non-rational borrowing have emerged:

m  Over-confidence bias; the state of over-optimism consumers can have about their ability to
service a debt, often caused by under-estimating the likelihood of events like illness or
unemployment.

= Availability heuristic; the process of mis-evaluating the probability of negative events such
as illness or unemployment based on personal previous experience as opposed to a
calculated probability of expectations.

m  Hyperbolic discounting; the over-valuing of short-term benefits and costs relative to long-
term costs and benefits (see particularly Meier & Sprenger (2007).

d)  Whether such a burden was placed on the applicant also depends on whether the procedure applied provided him with a fair
possibility of defending his interests as one of some 70 creditors [This last part moves from the general to the specific of the
case.]

' see, for example, Dye (1986)

'® A good summary of this material can be found in Vandone (2007).
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In short, over-estimating your ability to ride out bad events, and under-estimating the likelihood of
these bad things happening exacerbate the risk of passive indebtedness, whereas under-valuing
long-term costs (repayments) is an example of poor financial management, that is active
indebtedness. This study looks at the opportunities open to consumers when they reach either of
these states.

2.2.1 The balance between consumers and lenders

As over-indebtedness has become more common there has been an increasing recognition that
passive over-indebtedness in a major cause of consumer’s problems, which has led many countries
in Europe to consider whether they should move from a position whereby the law is there to uphold
agreed contracts, towards one where lenders who have lent too much are viewed to be as
responsible as consumers who have borrowed too much, and that the law has to achieve a balance
between upholding contracts and delivering consumer protection.

This is reflective of the degree of stigmatisation countries continue to deploy in their systems, and
how highly they value the moral hazard® of allowing someone to negate some or all of their debts
without paying. Niemi (2009) and Kilborn in multiple articles, for example, identifies three major
schools of approach. These three approaches all in their own ways attempt to discourage active
indebtedness and accommodate passive indebtedness:

m  Nordic model: The first to breach this question of whether it was right to break contractual
obligations to relieve over-indebtedness, expose their ‘struggle with the very notion of
offering formal personal bankruptcy relief by applying a good faith test whereby consumers
cannot access debt solutions if their behaviour is felt to have been in bad faith, for example,
by taking out large quantities of debt shortly before seeking a debt solution, or having not
made sufficient effort to repay what is owed.

m  Germanic model: (originally implemented in Germany, Austria and Estonia), in contrast
allows any consumer in, but then manages a payment plan whose substance is shaped by
firm rules, whereby they must honour debts as far as practicable.

= Romance model: Finally there is the approach historically (but no longer) taken in France
and the Benelux countries, where voluntary agreements were supported as far as possible,
judges had significant discretion to define the outcome of the process, but with a general
rule that processes were ‘hard’, payment plans long, and discharge conditions difficult.

2.2.2 The balance between discretion and rules

Over the past twenty years, numerous countries have developed multiple models within these broad
schools, some which are aimed to have each case treated individually, with the Romance school
characterised by judicial discretion to fine-tune the solution according to the particular
circumstances of the case, whilst the Germanic school developed clear, standardised rules, so both

20 A moral hazard is an event which, by its existence changes the incentives on individuals, and makes people more likely to commit an
action which society views negatively; in this case, if the debt solution is too generous then people may be more likely to risk falling into
over-indebtedness. Debt cancellation is the most obvious example of a process which opens the threat of moral hazard. Obviously for
those countries which do not have debt cancellation, the view is that the moral hazard of annulling all debts and putting the cost of this
onto the creditor is so high that it is not permitted at all. Other countries can impose significant entry criteria.
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consumers and lenders have a clear expectation of what they are getting into either when they do,
or do not agree to a process.

There are advantages and disadvantages to both approaches, but the general direction of travel has
been away from complete discretion to no discretion (absolute rules). Discretion has been found to
be time-consuming and expensive, and often delivered little extra benefit given debtor’s limited
resources, low income, and high debts. Standardisation also meant that consumers had clarity over
what would be expected of them, reducing uncertainty and pressure on consumers going into the
process. In addition, Kilborn (2009) taking one example, points out that ‘creditors might have little
preference for greater flexibility themselves. Given the choice between a maximally, out-of-court
negotiation process and a carefully monitored, in court coercive process with standard demands,
Dutch creditors have seemed increasingly eager to choose the latter’.

2.2.3 Moving from judicially-led to administrative processes

A key question is to what degree processes occur outside court. Many countries have moved down
this route, if only because of the costs associated with judicially-led processes when many clients are
unable to meet these costs. However there are more substantive issues also.

m Courts are a forum for ensuring that contracts, once met, or compiled with, as a form of
defending property rights. Once the intellectual step has been taken that over-
indebtedness is at least partly a problem caused by the lender as well as the consumer, or
even in the case of passive indebtedness, where an inability to pay is in effect equivalent to
a ‘act of god’ suffered by the consumer at no fault of his own, such that consumer
protection, rather that maintenance of a contract, becomes the over-riding concern, the
need for the case to move into the judicial forum, as opposed to other administrative
systems, falls. As such which types of debt solution retain the need for judicial involvement
becomes a key question.

m  As many systems have moved from discretion to rules-based system, the case has
developed from being a dispute resolution process, arbitrating between a lender and a
consumer, to being the simple application of a priori fixed rules the need for judicial
involvement has been felt to be lessened. For example, Sweden and France, the most
advanced countries in this regard no longer have a role for the judiciary in its debt
solutions, aside on appeals of whether the process / law has been correctly applied.

2.2.4 From long processes to shorter, time constrained processes

During bankruptcy the consumers is required to continue to attempt to make payments to debtors.
Only on discharge can he finally escape his debts and gain a “fresh start’. Some countries make this
process short; a period of a small number of years, some longer and some have no formal discharge
point. De facto, all regimes have discharge, after which any remaining outstanding debts are cleared;
it is just that for some regimes, this is the point of the consumer’s death. The longer the period until
discharge the longer the process is not actually debt cancellation, merely debt relief. Many countries
have not willing to leave their consumers in this drawn-out purgatory, instead constricting the time
to discharge, along with a realisation of the impact of Council Regulation (EC) 1346/2000 has
through bankruptcy tourism have triggered a wave of reforms which have fundamentally changed
key aspects of many country’s debt solutions. For example, Ireland is in the process of concluding a
process which has cut the discharge period from twelve years to three.
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3 Mechanisms to address consumer debt across Europe

3.1 Debt re-organisation

Debt re-organisation is often the lowest level of entry consumers have into the world of debt
solutions. Many of these involve the types of decisions consumers can take before they need to seek
to break the contract. The predominant ways to do this are:

m Replacing a contract, or set of contracts, which cannot be afforded with a new consolidating
loan which can be afforded.

m  Restructuring the contract, such that the overall terms continue to be met in the long-term,
but with a reduction in instalments in the short term.

m  Reducing debt exposure, particularly on secured loans by selling the secured asset, often a
home and ‘downsizing’, for example into smaller, cheaper accommodation and using any
released capital to reduce the debt burden.

This section will therefore summarise for each country:

m  Any process which consumers can enter into with lenders which does not rewrite the
contract terms in terms of lenders relinquishing on some fraction of the debt, but may
include some restructuring of the debt, for example debt ‘holidays’ whereby payments are
reduced or stopped for a period on the understanding that the payments will be made in
the future after the holiday.

= Any innovative solutions which are being developed in the country to enable the consumer
to replace problematic contracts with something more affordable.

This section deliberately excludes any processes which involve the cancellation of some fraction of
the principal, or which freezes interest payments. These are covered in under debt relief.

Because debt re-organisation is broadly a re-negotiation between two parties, or an attempt by a
consumer to re-arrange his debts in such a way to make them more affordable without needing to
negotiate a change with the lender, there is often little official involvement in this stage, although
many countries require evidence that this type of voluntary arrangement has been attempted
before giving the consumer access to more formal debt solutions.

3.2 Debt relief

We use debt relief to cover any voluntary or regulated solution in which the lender has to make
some accommodation of the consumer’s difficulty paying the debt, either through the cancellation
of some fraction of the principal, or by freezing/reducing interest payments.

These solutions can either be carried out directly between the consumer and the lender(s), or can
take place through an intermediary agent, often offered forward by the state to negotiate a
settlement.

A key issue here is whether the solution has the legal force to mandate acceptance of the
arrangement on all lenders if the majority accept it, or whether if it is rejected by one or more
lenders the consumer is forced to progress to a different solution. A second key issue is the reason
for rejection, particularly in those countries where payment plans reached under a court-based
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system often heavily reflect the terms which had been negotiated in any out of court debt relief
process.

It is worth mentioning that in some countries, at least until very recently, some bankruptcy
arrangements were not debt cancellation mechanisms, but merely forms of debt relief because the
consumer was not discharged from any residual debt upon completing the bankruptcy process. Any
such process will be caught in this section.

3.3 Asset liquidation and debt cancellation

For clarity, we look at asset liquidation and debt cancellation solutions for consumers. Within this,
bankruptcy is a common phrase, but across Europe there is significant divergence as to its precise
definition. There are two dimensions to this divergence:

m  The content of the procedure. Most bankruptcy proceedings include the liguidation of
assets in a final attempt to pay-off the creditors as far as possible. However following this
asset liquidation stage, not all countries then permit the writing-off of any remaining debt,
a debt cancellation, where the consumer is discharged from bankruptcy. This is because in
many countries the original purpose of bankruptcy is not and was never conceived to be a
means of consumer protection, but the absolute enforcement of the creditor’s right to
receive as much payment as they could, leaving the consumer in a persistent state of facing
calls by his creditors against any new assets he is able to create to pay off old debts.

= Eligibility. In the UK bankruptcy is the process by which a private individual or consumer has
their debts cancelled when they have reached a position where they can never pay those
debts off. In the UK, firms, traders and businesses cannot enter bankruptcy; these instead
use insolvency or administration. Many countries allow private individuals and firms /
traders to use systems known as bankruptcy, and some countries, such as for example
Austria use bankruptcy for firms/traders only and require individual consumers to use
different routes. Bankruptcy, therefore, is a route that can either be used only by
individuals, only by firms, or by both.

We exclude routes solely available for firms. Therefore when we assert a country does not have a
formal debt cancellation route for consumers we will not be asserting it does not have a bankruptcy
route or bankruptcy legislation, merely that these do not apply to individual consumers, or that this
legislation does not contain a discharge arrangement leading to a cancellation of outstanding debts.

3.4 Austria

Advisory state-approved debt counselling agencies are recognized by the President of the Higher
Regional Court™ in whose district the debt advice centre is located. These agencies help debtors
with going through debt solution processes and can also represent consumers in personal
bankruptcy in the District Court. State-approved debt counselling is free of charge, although the
agencies themselves receive state subsidy. There are also private for-profit debt regulation centres
that advertise their services. Officially recognised debt advice centres are entitled to use a specific

! préisident jenes Oberlandesgerichts
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debt advice label and receive funding from the provincial government and the public employment
service. In 2011, 54,324 people sought advice from a debt advice centre, a significant rise from
previous years (52,450 in 2010 and 52,613 in 2009)*%. The presence of passive over-indebtedness in
Austria can be discerned from the same research, which shows that the cause of over-indebtedness
in 43% of cases was unemployment or a drop in household income, 18% failed entrepreneurship and
12% divorce / separation, compare to only 21% reporting budgeting problems. Debt Advice Centres
report that 36% of those who seek advice are unemployed, eleven times higher than in the general
population. The average debt has stayed roughly flat over the last three years - €74,473 in 2009,
€73,065 in 2010, and €73,108 in 2011.The Land and the AMS do not obtain any information about
clients of Debt Advice Centres.

Creditors® and debtors can apply for the following proceedings no later than 60 days after the date
of insolvency. Debtors must bring the application to the locally competent District Court (in Vienna
at the competent district court for execution cases).A debtor who cannot pay court fees in advance
must simultaneously submit a detailed list of assets and a payment plan and request the initiation of
the absorption procedure (Abschépfungsverfahren). For all applications and directories are located
at counselling centres and courts. The internet** provides pre-printed forms.

According to Vadone (2009) the following routes are available in Austria, if a good faith test is met
(those found to have caused an irresponsible financial collapse, or to have taken out
disproportionately large debts before the bankruptcy submission are barred):

= Composition: a debtor may apply for composition proceedings to be opened if he is unable
to pay or is over-indebted. Following this the following sub-routes come open:

o Amicable settlement; extra judicial attempt to establish a consensual payment plan
between the debtor and the creditors. This is usually rejected by the creditors even if
the proposed payment plan is favourable to the creditors as creditors prefer to impose
the additional punishment and embarrassment of forcing the debtor to go to court.

o Judicial settlement: This can be resolved either as:

—  Debt cancellation through a payment plan, without any supervision of the debtor
(Zahlungsplan). The creditors and debtor agree on payments, scheduled by
arrangement, to be paid to the creditors for a maximum of seven years, based on
the current and expected future monetary situation of the consumer (at least
equivalent to income over the subsistence level for five years). At the end of this
process any remaining debts are cancelled. These payments are not re-assessed if
the conditions of the debtor change, unless repayments are missed, in which case
the process can be restarted and a new payment plan can be decided upon, with
the consent of the creditors. Consumers often offer repayment plans very
favourable to creditors in order to avoid the Abschépfungsverfahren below,
although creditors must register their interest. This approach requires the consent
of the majority of the creditors. Attachment of earnings can be used and is usually

2 See ASB Schuldenberatungen (2012)

% n law, if the consumer demonstrably threatens or diminishes the creditor’s possibility of receiving satisfaction by delaying application in
filing for bankruptcy, the debtor can be subject to criminal proceedings (Auch Gldubiger kénnen den Konkurs des zahlungsunfdhigen
Schuldners beantragen). The relevant legislation is the Bankruptcy Code (Insolvenzordnung), section 25 Debt settlement proceedings
(Schuldenregulierungsverfahren), as revised in 1995. However, we believe this to be an extremely rare event.

2 http://www.justiz.gv.at/internet/html/default/2c94848525f84a6301298974f4f31578.de.html
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assumed to last for at least five years. The debtor may also make voluntary
payments from the subsistence level of income, if he wishes®. All of the debtor’s
assets are liquidated aside from those viewed as basic requirements, and tools
required to practice the debtor’s trade. Court costs must be met within three
years. Interest payments and other actions brought by debtors are stopped.

—  Debt cancellation with ongoing supervision by a trustee (Abschépfungsverfahren)
A minimum level of income for the next 7 years is determined by the court and any
current or future income in excess of this minimum is paid to the creditors by the
employer of the consumer as an attachment on earnings, via a trustee. The fact
that any potential future employer has to be informed of the insolvency leads
many consumers to offer higher repayment plans in the above Zahlungsplan, than
they would be required to make under the Abschépfungsverfahren, which leaves
consumers with the legal minimum income®. There are then three routes under
this process, dependent on the amount paid, following each of which the
consumer has to make an application for discharge, otherwise the entire original
debt, including interest on the outstanding amount is reinstated:

- If the debtor has paid enough to cover court costs and at least 50% of all
unsecured claims within three years he is discharged with his remaining debts
cancelled, with no discretion for the court to demand more.

- Otherwise if the debtor has paid enough to cover court costs and at least 10% of
all unsecured claims within seven years, the debtor is then automatically
discharged and debt cancelled. In both cases the debtor must ‘exert’ himself to
obtain and hold employment.

- If the debtor has not cleared court costs and at least 10% of the debt in the seven
year income assignment period the court can either discharge the debtor or extend
his income assignment for a further three years. After this extension, 10% of the
debt has to be paid otherwise the entire original debt, including interest on the
original outstanding amount, is reinstated.

The debtor must strive to maximize payments to creditors, and has a duty to earn
as much as possible, so that the creditors get paid back as much of their demand as
possible. Quotas are minimum quotas. Criminal Fines must be paid in full. The
court must at the request of a creditor reject this arrangement under the following
circumstances:

- Evidence of fraud
- of the debtor favouring a creditor

- Evidence the debtor has already gone through this process in the
last 20 years

- Evidence of false / incomplete evidence / statements

- Evidence the debtor has actively taken on excessive debt or
squandered assets in the last 3 years.

The debtor must meet the following conditions to qualify:

» www.privatkonkurs.at

*® The minimum subsistence level is secured by law (execution order) and social support so he can lead his family with a simple but
dignified life, although if this implies he will pay back less than the 10% threshold for debt cancellation it is the up to the debtor to decide
whether to use some of this exempt income to maximize payments to the creditors to allow the discharge of residual debt.
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- He must ensure adequate employment or, if he is unemployed, to
seek a job;

- Any gifts and inheritances must be used to pay off the debt;

- Any change in residence or employer) must be reported to the
Court and the Trustee (including the receipt of sickness benefit,
which represents a garnishee change, because the sickness benefit
is paid from the Health Fund);

- He must provide the court and the trustee upon request
information on employment and property, and not hide any new
acquisitions;

- and

- He must make payments on the debt only to the trustee, to
prevent preferential treatment of certain creditors.

— Debt cancellation through a recovery plan (Sanierunsplan®’) This process is
available to both businesses and private individuals, but it is mostly used by
businesses or very wealthy consumers. This procedure was introduced by
1/7/2010 and replaces the "compulsory settlement In practice, this method
is, however, scarcely taken by individuals to complete. The minimum amount
of debt which must be repaid for both natural and legal persons is 20%.
Individuals who do not run a company can take out a payment period of 2-5
years. The adoption of the plan is requires the majority approval of those
creditors present at a vote of creditors, including the agreement of creditors
owed more than half of the total sum of the demands of those present at the
vote. Interest payments and other actions brought by debtors are stopped.
This model is very rarely used because of these requirements, with the
acceptance rate falling from just 3% in 2000 to 0.5% in 20087,

According to Kilborn (2009) the first stage in judicial settlement is a ‘weak cram-down’ on creditors,
a term which refers to the situation where if a bare majority of creditors agree to a scheme then it
can be imposed on the others. As he goes on:

‘This stage rarely produces a resolution and most cases proceed to the second in-court stage,
involving a strong cram-down by the court of a non-discretionary payment plan® without regard to
creditor voting.’

According to the ASB Schuldnerberatungen GmbH, there were 2,159 amicable settlement processes
in 2009, and 1,753 in 2010. There were 8,788 judicial settlement processes in 2009, of which 66.5%
were payment plans and 32.4% absorption processes, and 8,989 judicial settlement processes in
2010, of which 68.2% were payment plans and 30.1% absorption processes in 2010. Survey
respondents from debt counselling agencies reported that the most common complaint from
consumers about the amicable settlement process was about creditors not being willing to agree to
it.

z Previously known, before 2010, as Zwangsausleich
% Kodek (2012)
» Abschépfungsverfahren
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If creditors refuse a negotiated settlement (Zahlungsplan), then consumers proceed, as they do
under the German regime, into a mandated process (Abschdpfungsverfahren), which unlike schemes
historically seen in predominantly French speaking countries involve no element of judicial
discretion. Following an asset liquidation led by a court appointed interim trustee of the debtor’s
non-exempt property, if any, the trustee then receives non-exempt income from the debtor
according to a uniform national exemption schedule, for a uniform seven years through an
automatic assignment. This means that if the debtor earns more he pays more.

Austria has a system which permits debtors to open proceedings despite having insufficient funds to
meet the cost of court and other fees. To do this, debtors must request a kostenvorschuss or ‘cost
advance’. To have access to this, the debtor needs to have unsuccessfully sought an extra-judicial
arrangement with creditors, and have made a second, in-court compromise offer*’, as well as being
able to meet the standard requirement of being able to repay at least 10% of their debts from their
future income.

Austria therefore has a firmly ‘rules-based’ system with minimal discretion about the application of
rules / requirements. Kilborn (2009) sees it as a clear member of the German school of debt
cancellation, whereby discretion and innovation have traditionally been down-played against the
certainty of clear application of consistent rules.

The Austrian system applies the following impositions on consumers going through these processes:

m The opening of bankruptcy proceedings are published, in the judicial edict
(www.edikte.justiz.gv.at). Direct Employers will be notified by the court, creditors and
account-holding bank. Sometimes bankruptcy openings are printed in newspapers and
other publications.

m All attachable assets go into the bankruptcy estate.

m There is a ban on the debtor disposing of his estate or entering certain contracts without
court approval.

m  Dropping out of a process can result in the consumer being blocked from starting a new
recovery plan (Sanierunsplan) or payment plan (Zahlungsplan) for 10 years, or 20 years for
a absorption process (Abschépfungsverfahren).

m Spouses are not liable for the debts of their automatically wife / her husband. Parents are
not liable for the debts of your children, for children not their parents, unless they have
acted as a guarantor. A guarantor must pay what the debtor cannot pay, including interest
and costs.

m  Postis handled by the trustee for a period of around 3-4 months as the processes are put in
place to activate either a payment or recovery plan. This ends with the decision of the court
that the bankruptcy proceeding is lifted. This is the case when it has come to a decision that
should look like the debt repayment (payment plan, absorption procedures, compulsory
composition). In practice, a bankruptcy procedure takes on average 3 to 4 months.

Survey respondents from two Austrian debt advice services pointed to the negative knock-on effects
of these impositions. As private bankruptcy is often an exclusion criterion for the extension of credit,

* Insolvenzordnung s.183

London Economics
Study on means to protect consumers in financial difficulty: Personal bankruptcy, datio in solutum of
18 mortgages, and restrictions on debt collection abusive practices




3 | Mechanisms to address consumer debt across Europe

it can have the effect of reducing the debtor’s access to loans in the future. According to a survey
respondent from a debt advice agency, private bankruptcy can also exclude people from
employment and they are sometimes confronted with notices of termination. This may derive from
the fact that employees are obligated to tell their employer of their involvement in a judicial private
bankruptcy process. The survey respondent also reported general problems with access to bank
accounts as these can also be terminated as a result of the judicial process.

There was mixed responses in the survey about whether or not debtors that proceed under a judicial
settlement generally understand their choice of process. However, respondents from the debt
counselling agencies stated that the process did generally work for consumers.

According to survey respondents from debt counselling agencies, the most common complaints
from consumers about the judicial settlement process were the minimum payment of 10%, the
garnishing of wages, the obligation to tell your employer and the length of the duration. A key cause
of failure, according to a respondent, is when the minimum payment cannot be reached. In cases
where the consumer breaks the arrangement, debt cancellation does not go ahead and all of the
residual debts plus an interest rate is payable by the debtor. According to the ASB
Schuldnerberatungen GmbH, this situation can be summarised as:

‘Compared to the rest of Europe, Austria comes last, in two respects: on the one hand, as a rule full
bankruptcy discharge is granted only after seven years of repayment, and on the other, a minimum
of 10% of the debt has to be repaid. This means that it is hardly possible for people with low incomes
or people at risk of poverty to get the chance to make a fresh start’.

3.5 Belgium

3.5.1 Debt re-organisation

Respondents noted a number of routes available to consumers prior to moving to a formal debt
solution.

Contact the financial institution to find contractual solutions

Respondents noted if the over-indebted borrower is in temporary difficulties, working their financial
institution as soon as possible to look together for a solution for their problem is advisable. This
solution may take the form of a contractual extension of the credit duration, a temporary
suspension of payment on a contractual basis, etc. Respondents noted that the Mortgage Credit Act
leaves more room for contractual freedom than the Consumer Credit Act (CCA).

However, the CCA also stipulates that, except for variability of the borrowing rate and the cost of
money withdrawal from a cash dispenser, any provision for a change of the terms of the credit
agreement will be considered as non-written. However, article 3, § 2, section 7, of the CCA states
that agreements under which the lender and a consumer who has not met his original obligations
arrange for postponement or redemption lie outside the scope, where

m adefault claim may be avoided thanks to those arrangements, and

m this does not cause the conditions for the consumer to be more unfavourable than those in
the original agreement,. This exception can be applied only once.
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Budget guidance by the Public Centre for Social Welfare

Any person having financial difficulties can call upon the local Public Centre for Social Welfare, which
can provide budget guidance, upon the condition that he or she has sufficient financial means, but is
not successfully managing these. The adviser, will help the person concerned in paying his invoices
and debts by helping re-order his budget so he can manage his expenses. He will help to look for
ways (of saving) aimed at monitoring the budget and will see to it that fixed costs are duly paid. If
necessary, he can negotiate with creditors if some of the debts have reached unsustainable levels.
Budget guidance is free of charges and ends when the person concerned is able to manage his
budget by himself.

Non-judicial debt re-organisation

A lenders’ association respondent replied that borrowers who have financial difficulties should seek
an out of court solution with their lenders as soon as possible. According to this respondent, such a
solution may take the form of a contractual extension of the loan duration or a temporary
suspension of payments on a contractual basis.

Support is available to individuals with financial difficulties from the Public Centre for Social Welfare
(PCSW), which helps borrowers to order their budgets and manage their expenses. If necessary,
PCSW personnel can help negotiate with creditors.

The UPC indicated that lenders are generally satisfied with these processes.
Judicial debt re-organisations

From 1997 to 2009, Belgium’s three major in-court debt solution procedures; judicial
administration, bankruptcy and the composition with creditors®' were governed by the Law of 17
July 1997, with composition with creditors defined as a preliminary step in a bankruptcy proceeding,
during which debtors received some protection from their creditors and were protected from being
forced into bankruptcy, although a composition could ultimately lead to bankruptcy. The bankruptcy
process is governed by the Law of 8 August 1997 as purely a liquidation mechanism. Bankruptcy has
no time limit.

The Business Continuity Act (31 January 2009)* (BCA) replaced elements of the Bankruptcy Act of 17
July 1997 on judicial composition with creditors with new flexible tools to facilitate business
recovery where debtors can choose and switch easily between a range of out-of-court and in-court
options. This process can apply to tradespersons and non-tradespersons.

In enacting the BCA, the Belgian legislature was aware of the existence of foreign legislation enabling
struggling debtors to restructure, especially in light of the very broad interpretation of the concept
of 'centre of main interest' (COMI) under Regulation (EC) No 1346/2000 of 29 May 2000 on
insolvency proceedings.

31 A Composition with Creditors is an agreement among several creditors of a debtor, usually a business. Usually, the agreement involves
paying a lessened amount over a period of time.
*2 | oi relative 3 la continuité des enterprises/Wet betreffende de continuiteit van de ondernemingen
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The BCA provides three main options, two of which are two forms of debt re-organisation and one
form of debt relief. The two debt re-organisation processes are:

m the conclusion of an agreement with two or more creditors with a view to restructuring the
debtor’s liabilities; unlike the other two options mentioned below, such an agreement can
be concluded either in court or out of court; and

m the conclusion of a re-organisation plan, which must be approved by the debtor’s creditors
and the court.

The BCA has been very successful, as evidenced by the fact that between 1 April 2009 and 30
November 2010, more than 1,760 restructuring proceedings were opened in Belgium, which is in
excess of the total number of composition proceedings opened over the course of ten years under
the old legislation.

Suspension of payment

Article 1244 of the Code of civil law provides that the debtor has no possibility of imposing on the
creditor the obligation of receiving a partial reimbursement of the debt, even if the debt can be split
up. Even when provided otherwise, the judge has the possibility, taking into account the situation of
the parties concerned as well as the periods that have already been allotted to the debtor, and using
this competence very cautiously, to allow a moderate postponement of payment and to impose a
suspension of the claims, even when the existence of the debt is proven on the basis of an official
deed that is different from a judgment.

3.5.2 Debt relief
Respondents identified the following methods of debt relief.*
Payment facilities
The Consumer Credit Act holds the following provision :

Artikel 38 — A justice of the peace has the power to grant payment facilities, as decided by him, to a
consumer whose financial situation has deteriorated. If the cost of the credit agreement rises as a
result of this granting of payment facilities, the justice of the peace will determine which part of the
debt will have to be paid by the consumer. The judge has the power to grant a postponement or
rescheduling of the payments that are due when the credit agreement is cancelled, when the
duration is cancelled or when there is a simple case of arrears, even if the creditor applies or calls for
the application of a provision concerning a cancellation of the duration or an explicit defeasance
clause.

Collective debt settlement (collectieve schuldenregeling/ reglement collectif de dettes)
The composition procedure, up to 2009 was governed by the Judicial Code for non-tradespersons.

Since 2009, any natural person residing in Belgium who is not a tradesman can apply for a
composition if he is durably unable to pay his debts and has not manifested his intention to apply for

% see also Kilborn (2006c) and (2009).
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insolvency®. Insolvency in this case means the debtor is unable to repay his debts to his creditor(s).
The BCA aimed to give struggling debtors an opportunity to restructure and recover by temporarily
suspending creditors’ rights.

For non-tradespersons, collective debt settlement (collectieve schuldenregeling/reglement collectif
de dettes) with creditors is governed by the Judicial Code (Article 1675/2, paragraph 1). The request
for CDS must be sent to the Court for the settlement of industrial disputes. No charges are payable
and the request can be made by the person concerned. In order for a person to be eligible for CDS,
they must meet the following conditions:

m the debt must be structural and substantial up to the point that reimbursement within a
reasonable period of time has become impossible;

= merchants cannot rely on collective debt settlement, unlike farmers, craftsmen and those
with a liberal profession; and

m the person concerned must not be liable of any intentional damage caused to his creditors.

Once a CDS is granted the judge appoints a debt mediator and it is forbidden to continue to apply an
interest rate on the debt and any amicable or judicial debt collection must be stopped. Theoretically,
the debt-mediator's fees are chargeable to the debtor and paid in priority to all other debts through
the payment plan. However, in the event that the debtor is totally insolvent or in the event of the
debtor’s partial insolvency, on the mediator’s proposal, if it is considered legitimate by the court, the
mediator’s costs and remuneration may be paid in whole or in part by the Fund for Dealing with
Over-indebtedness™.

Initially the debt mediator will attempt to establish an “amicable debt recovery scheme” (i.e. a debt
reimbursement scheme to be negotiated with the creditors), which may imply a voluntary remission
of part of the debt by some creditors (i.e. there is some degree of debt relief — see next section). The
judge will endorse this scheme if it is accepted by both the person who has made the request and
the creditors.

If the debt mediator fails to establish an amicable debt recovery scheme, the judge may impose a
“legal debt recovery scheme” on the debtor and the creditors, who must follow the decision taken
by the judge. A legal debt recovery scheme takes at most five years (although it can be prolonged)
and since there is no possibility of reimbursing all of the debt within such a short period it is often
the case that part of the debt is remitted.

Provided the equality of creditors is taken into account, the judge may impose a legal debt recovery
scheme consisting of the following measures:

m  suspension or rescheduling of payment, either in terms of the principal, the interest
charged or costs imposed;

m lowering of the interest rate laid down in the contract to the legal interest rate;

3 Section 1675/2(1) Judicial Code, the Act of 17 July 1997 (B.S., 28 October 1997, err., B.S., 4 December 1997)

* This fund was created by virtue of the Act of 5 July 1998 on the collective settlement of debts, amended by the law of 19 April 2002. Its
operating procedures were defined in a Royal Decree of 9 August 2002. It is funded by an annual contribution paid by lending institutions
which have granted mortgages or consumer loans and which is calculated on the basis of arrears in payment recorded in the Centre for
Loans to Private Individuals for each of these institutions on 31 December of the year prior to the year when the subscription is due.
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m suspension of the implications of collateral securities, for the duration of the legal debt
recovery scheme, without the possibility of the substance being affected by this measure,
as well as suspension of the effect of assignment of debts; and

m full or partial remission of interest on overdue payments, compensation and cost.

In 2005% Belgium brought in a major reform of the 1997 settlement. This adding a section to the
provision on amicable settlements specifically focussed at authorising public body creditors to agree
a remission of debt. Previously these bodies had not had the authority to agree settlements
involving any remission of debt owed to the public sector.

If those measures turn out to be insufficient for the debtor’s financial redress (i.e. allowing him to
reimburse his debts as far as possible and making sure that he and his family can lead a suitable life)
the judge may decide, at the debtor’s request, to impose any other kind of partial debt remission
upon the following conditions:

m the debtors assets are liquidated under the supervision of the debt mediator in accordance
with the rules governing judicial execution, and the proceeds divided among the creditors in
accordance with the equality of creditors, subject to the legal priority reasons;

m once the debtor’s assets have been liquidated the balance still to be paid by the debtor will
be subject to a debt recovery scheme, taking into account the equality of creditors.

The debt mediator receives all of the income and ensures the repayment of the debts. The person
who has made the request is entitled to receive an allowance for daily living (i.e. minimum wages
and family allowances) covering the purchase of food, payment of rent, fixed costs, etc. If the debtor
does not comply with agreements made in the CDS framework the settlement can be terminated,
and they will not be eligible for another CDS during the next five years. The UPC indicated that
lenders are generally satisfied with the CDS process.

The BCA and tradespersons

The Business Continuity Act (31 January 2009)*” (BCA) replaced elements of the Bankruptcy Act of 17
July 1997 on judicial composition with creditors with new flexible tools to facilitate business
recovery where debtors can choose and switch easily between a range of out-of-court and in-court
options.

The BCA provides three main options, two of which are two forms of debt re-organisation and one
form of debt relief. The debt relief process is:

m The court-supervised sale of the debtor’s business, or a viable portion thereof, as a going
concern. Two years after the entry into force of the BCA, practice indicates that, in most
cases, debtors prefer to propose a restructuring plan to their creditors but sometimes have
to subsequently adapt their strategy and sell off all or a portion of their business.

% |aw of 15 December 2005 — Gerechtelijk Wetboek/Code judicaire art. 1675/10s. 3 bis.

% Loi relative & la continuité des enterprises/Wet betreffende de continuiteit van de ondernemingen
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3.5.3 Asset Liquidation and Debt Cancellation

Prior to 2009 and the BCA, Belgium was one of the countries whose citizens, as ‘natural persons’,
could not access its debt cancellation / bankruptcy route, as its legal code draws distinction between
tradespeople and non-tradespeople. A tradesman is a person who performs commercial acts for
profit as his principal or secondary occupational activity. Only tradespeople can apply for judicial
administration to use this route to bankruptcy®®. These two processes are sequential; judicial
administration is preliminary to bankruptcy. During judicial administration the debtor is protected
against his creditors and nobody can apply to have him declared bankrupt. ‘Bankruptcy’ in effect, in
Belgium equates to a winding-up process, governed by legislation passed in 1997.

Following a successful composition with creditors, natural persons can then move to having their
remaining debts discharged. Discharge is conditioned not only on the debtor's fulfilling a payment
plan®®, but on the debtor's material situation not "returning to better fortune" before the end of the
plan term. Whilst composition with creditors is therefore classed as a debt relief mechanism, it can
lead to debt cancellation.

It is worth saying that the 1997 legislation was not drafted in terms of permitting a complete
discharge, but only a partial remission of debts. This ‘partial remission’ of debts could be a ‘quasi-
total discharge’ leaving a nominal debt of, say a single Franc (at the time). This raised immediate
guestions, with many courts disagreeing with the Government’s interpretation, often imposing the
minimum required payout for qualification for a discharge. Finally in April 2003,

‘the Belgian constitutional court (the Court of Arbitration) held that limiting relief to those debtors
who could pay a substantial portion of their debt violated the equality provisions of the Belgian
Constitution. The Court held that insufficient income could not justify refusing to construct a plan that
would ultimately discharge all of the debtor's pre-petition debt—despite the language of the law
authorizing only "partial” discharge®. The Court thus essentially read the word "partial” out the law.
It relied instead on the government's insistence in the legislative history about the possibility of
"quasi-total" discharges™’.

Therefore in the law of 15 December 2005, the Belgian legislature brought into place legislation
permitting a full discharge, even for debtors unable to pay anything to creditors®’. As such the
completion of a composition can now lead to a full discharge.

* After the bankruptcy has been closed, the bankrupt is entitled to ‘protection’ if he is a natural person, has no criminal record and has
acted properly. The ‘protection’ is that all his debts are definitively extinguished and natural persons who have stood as guarantors free of
charge for the bankrupt are released from their obligations. The release given to the bankrupt, being a natural person, is also valid for the
spouse if he or she has agreed to be co-debtor (sections 81-82 of the Bankruptcy Act). A bankrupt who is eligible for protection now has
the possibility of engaging in a fresh commercial business and is deemed to be rehabilitated (section 110 of the Bankruptcy Act). A
bankrupt not declared eligible for protection may apply for rehabilitation if he has paid all the sums he has been ordered to pay (section
109(1) of the Bankruptcy Act).

* This is set beforehand, so if the consumer earns more, he gets to keep it.
40 See Order No. 38/2003 (Apr. 3, 2003), available at http://www.arbitrage.be/public/f/2003/2003-038f.pdf

* Kilborn (2006c) p94
*2 Gerechtelijk Wetboek / Code judiciare art. 1675/13 bis
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3.6 Czech Republic
3.6.1 Debt re-organisation
Out of court mechanisms used in the Czech Republic, according to survey repondents are:

m Debt consolidation, a process of using a new loan to bring together existing debts in a
process whereby payments become more manageable.

m  Rescheduling / Restructuring, a process of negotiated forbearance between the debtor and
creditor, whereby lenders agree longer terms but often charge higher APR as a result.
Restructuring is individual with each lender and it does not impact the debtor's relations
with other lenders. The most common complaint about debt restructuring, according to a
survey respondent in the banking industry is that in some cases, at the end of the
restructuring process, the amount of the instalments does not decrease as was expected or
needed by the consumer due to increase of the APR. The opinion of this respondent as well
another respondent from one of the largest Czech banks was that the restructuring process
generally worked as intended for lenders. The respondent from the bank also agreed that
lenders were generally satisfied by each restructuring process.

The court based ‘re-organisation’ process is a debt re-organisation process through which corporate
insolvency can be dealt with. Re-organisation allows firms to gradually meet creditors' claims while
remaining in operation. To make use of this method, firms have to meet a number of legal criteria
and have the agreement of the majority of their creditors. It is not open to consumers and is
therefore out of scope of this study.

The respondent from the Czech bank as well as a respondent from a financial association agreed that
debt consolidation worked as intended for lenders and stated that lenders were generally satisfied
with this process. When asked to rank the various debt solution processes according to how
successful the outcome is for lenders, a bank respondent placed consolidation above restructuring
and both above insolvency. The respondent placed bankruptcy above debt consolidation.

3.6.2 Debt relief

The Czech Republic in its legal system does not have mechanisms which are restricted to a partial
discharge of debt, so we move directly to the next section. As with many Eastern European and
Southern European countries, the Czech Republic had not developed a full debt counselling
provision, and this in part explains the absence of pre-court negotiation requirements in the law,
leading to a focus on a debt cancellation methodology.

3.6.3 Asset Liquidation and Debt Cancellation

The Czech Republic, amongst Eastern European states moved quickly to address personal over-
indebtedness, with the 1991 Bankruptcy and Composition Act®. This was replaced by the 2006
Czech Insolvency Act™, which came live in 2008.%

* Act 328/1991
* Act 182/2006
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There are two court-based debt cancellation approaches exist in the Czech Republic.

m Bankruptcy; and
m Discharging the debt.

Bankruptcy

Bankruptcy® is the most frequent method of dealing with a debtor's insolvency, catching both
entrepreneurs and legal persons, as well as consumers and natural persons. Under bankruptcy
assets are sold and the proceeds divided among creditors based on conditions stipulated by law,
where the claims of certain creditors are given priority).

Bankruptcy is regulated by the Insolvency Act, which stipulates:

m cases in which the debtor becomes insolvent;
= how the debtor settles with creditors;

m individual methods of credit settlement;

m Legal regulations; and

m Exemptions.

You can be declared insolvent if you have creditors whom you are unable to repay. The law specifies
under which circumstances the debtor is considered unable to repay debts. This is often when the
consumer has multiple creditors and when the sum of liabilities exceeds the value of assets. The
process can be started by either a debtor or a creditor.

The act also sets out the procedure where there is a threat of bankruptcy, in other words a situation
where, in view of all the circumstances, there is reason to expect that the debtor will not be able to
service a significant portion of his/her debts duly and on time.

The court may also decide to apply the so-called minor or petty bankruptcy, which is a shortened
and simplified version of bankruptcy in cases where:

m the debtor is a natural person;
m the debtor is not an entrepreneur; and

m the annual turnover of the debtor does not exceed CZK 2 million and the debtor does not
have more than 50 creditors.

Bankruptcy procedure: a step-by-step guide

The insolvency procedure is started through the submission of an insolvency proposal to the
Insolvency Court (relevant Regional Court).

* Richter (2009)
*® See Sedovd (2011), Richter (2009) and http://europa.eu/youreurope/business/exit-strategy/handling-bankruptcy-and-starting-afresh/
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The Insolvency Court will announce the start of the procedure with a public notice which must be
published in the Insolvency Register within 2 hours.

After publication of the notice in the Insolvency Register the creditors are entitled to submit
applications for outstanding debts. The Insolvency Register is a public database (accessible also
electronically) providing information on insolvent parties, the status of insolvency proceedings and
the delivery of court documents. Creditors should regularly monitor the register. Entries in the
Insolvency Register are performed by the Insolvency Court and the Insolvency Court appoints the
insolvency administrator of a list maintained by the Ministry of Justice.

Lastly, it is possible to submit applications for outstanding debts within a time period stated in the
insolvency ruling (the time period may not be shorter than 30 days or longer than 2 months).

An application for outstanding debts may be submitted only on a form which can be obtained on the
Internet.

Creditor bodies may also join the procedure. This involves a creditors' meeting, creditors' committee
or creditors' representative. If more than 50 creditors apply a creditors' committee must be set up.
These bodies have a strong position and may influence the course of the entire procedure. Once the
procedure starts, there is automatic protection for the consumer from other actions by lenders.

A declaration of bankruptcy brings to the insolvency procedure to the stage where the bankruptcy is
resolved through the sale of the bankrupt's assets.

Outstanding debts in return for property of the estate and outstanding debts to property of the
estate at a stipulated level are always reimbursed in the course of an insolvency procedure from the
property of the estate. This involves, for example, the remuneration of the insolvency administrator
and employment-related debts of the debtor's workforce etc.

Secured outstanding debts are met independently of the item against which they are secured.

The bankruptcy includes the conversion of property of the estate to cash by the insolvency
administrator. At the end of the conversion to cash the insolvency administrator issues a final report,
in which he must quantify the amount that has been shared out among the creditors.

After approval of the final report the Insolvency Court at the suggestion of the Insolvency
Administrator approves a distributive resolution, on the basis of which it then proceeds to satisfy
the various creditors.

According to a survey respondent from the banking industry, the bankruptcy process does generally
work for consumers. Survey respondents representing lenders also agreed that this process worded
as intended for lenders and that lenders were generally satisfied by the bankruptcy process.

Discharge of debt (oddluZeni)
This is a novel recovery method of resolving a bankruptcy, which is intended only for natural

persons who are not entrepreneurs. The proposal may be submitted only by the debtor. The court
will allow discharge of the debt only if the debtor meets the following basic conditions:
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m the debtor guarantees to repay at least 30 % of the outstanding debt over a maximum five
year period”’;

m the debtor has an honourable intention (good faith test); and

m the proposal is submitted on the appropriate form.

In addition, the court will reject the petition for permission of debt discharge in the case that the
petition has been previously submitted and a decision has been made. The court will also reject the
petition in the case where the heretofore outcome of the proceedings indicate a frivolous or
negligent attitude of the debtor regarding the obligations of the debt discharge process. The court
will presume a dishonest intent if an insolvency proceeding or another proceeding addressing
insolvency was conducted over the last five years or if the criminal register shows that a criminal
proceeding was conducted and ended in an effective and final conviction for a crime against
property or economic crime in the five years prior to the instigation of the insolvency proceeding.

While in bankruptcy, all consumer assets can be sold to repay creditors, although in the case of
assets against which a loan has been secured, this shall only happen if the secured debtor agrees.
Debt discharge can be reached in two ways; either by conversion to cash of underlying assets or by
the fulfilment of a maximum five year payment calendar® through an automatic assignment. This
means that if the debtor earns more he pays more. Following the successful completion of the
chosen approach, on application by the debtor the court will order a discharge of the remaining
debt®. The method of debt discharge is decided on at a meeting of creditors. That means that
creditors are forced to choose between the debtor’s assets (in which case his income is protected),
or his income (in which case his assets are protected). As stated above, whichever method is chosen
must deliver 30% of the outstanding debt®. After the completion of debt discharge the court may
decide that the debtor does not have to pay back the remainder of his/her liabilities. As in the case
of bankruptcy, once the procedure starts, there is automatic protection for the consumer from other
actions by lenders.

In the case of the payment calendar, the debtor must distribute the agreed amount to unsecured
creditors pro rata in the manner stipulated in the court’s decision through the hands of an
insolvency trustee. in case of discharge from debts by way of payments under a payment schedule
insolvency practitioner shall liquidate assets serving as security only if the secured creditor has
requested so. As in the case of liquidation of property in the bankruptcy process, if debt discharge is
agreed by way of converting the debtor’s assets to cash, any property acquired by the debtor after
the approval of debt discharge but during the insolvency proceeding does not belong to the property
of the estate.

The court can, within three years of the discharge reverse the order if it becomes apparent that the
debtor has acted fraudulently, or committed another related crime®". Discharge from debts does not
apply to pecuniary sanctions or other property sanctions imposed on the debtor in a criminal

7 Unless creditors agree to accept less: §415 of the 2006 Czech Insolvency Act. Also note this is not 30% of the present value of the debt
(i.e. taking inflation or any discounting into account), so the true repayment level is always less than 30% of the debt as valued today. The
court can reject applications which fail to meet this criteria, §395(1) of the 2006 Czech Insolvency Act.

* See Viimsalu (2010)
* 8414 of the 2006 Czech Insolvency Act
*® For more information see Richter (2009)

%! §417 of the 2006 Czech Insolvency Act
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proceeding for an intentional crime, or to claims for compensation for damages caused by wilful
misconduct.

This route has proved very popular. Statistics quoted by Viimsalu (2010) show that in 2008, the year
of introduction, 1,700 of all 5,300 insolvency petitions (broadly a third) served were for discharge.
However, it should be noted that creditors generally preferred the five year payment plan to recover
from assets, which is probably broadly reflective of the fact that over-indebted consumers rarely
hold large quantities of assets.

3.7 Denmark
3.7.1 Overview

Free and independent debt advice (counselling)® is offered to citizens with low incomes who have
lost track of their finances and debts, however Denmark does not expect any form of ‘forced
compromise’ (tvangsakkord) , which is viewed to be unsuccessful®®. Outside of the court, the
following mechanisms are available to the over-indebted:

= Reorganisation without notification to the bankruptcy court; and

= Voluntary agreements, depending on consent of both the debtor and the creditors who are
affected.

Cases of notified reorganisation, bankruptcy, composition agreements and debt relief are heard by
the bankruptcy courts, which are connected to the municipal courts. In the Greater Copenhagen
area, however, such cases are handled by the bankruptcy division of the Maritime and Commercial
Court. There are the following court-based debt solutions available in Denmark:

= Bankruptcy
= Notified reorganisation
= Notified composition agreements

m  The bankruptcy legislation also contains rules on any opportunities that a debtor might
have for debt cancellation (Gzeldssanering).

Denmark has an ‘old-style’ traditional bankruptcy mechanism, which liquidated assets, but leaves
the consumer liable for any debts which remain. As such we consider the process called bankruptcy
as a debt re-organisation process.

In 1984 Denmark introduced a debt cancellation mechanism which was the first of its kind on
continental Europe, cancelling debt after a five year payment plan. This consumer debt adjustment
law (Geeldssaneringslov) originally left significant discretion to judges, which led to significant
differences in application in different areas. This was reformed in 2005 to make application more
consistent via moving to a more rules-based approach.

32 Gaeldsradgivning

%% Denmark and Sweden often set the pace in new thinking on consumer debt solutions. In 2007, for example, Sweden joined Denmark in
scrapping this requirement, following long delays and wasted effort, with even many creditors viewing such a process as ‘nearly
meaningless’. See Kilborn (2009b)
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3.7.2 Debt re-organisation

Denmark has the usual range of voluntary debt re-organisation models based on mutual agreement
between creditors and lenders, including reorganisation and voluntary agreements. In addition,
bankruptcy, as an old style bankruptcy legislation which does not cancel debt as merely a method of
re-organising debt through the liquidation of assets.

Bankruptcy

The aim of bankruptcy is to wind up a company or a personal debtor's assets, so that the values can
be distributed among the creditors who have outstanding debts. The bankruptcy procedure is
completed by distributing the resources in the estate to the creditors. A creditor retains his/her
rights against the debtor in respect of the part of the debt that is not paid off.

The Danish Bankruptcy Act™ is based on the following main principles:

m Divestment of the debtor: Control over the estate is taken from the debtor after the
bankruptcy decree has been issued, and is transferred to the creditors/administrators.

m Ban against individual prosecution: Bankruptcy moves from individual prosecution in the
county court to universal prosecution in the bankruptcy/insolvency court so as to be able to
satisfy all creditors' demands equally. Certain dispositions and current creditor proceedings
during the period prior to bankruptcy may be annulled under specific conditions.

m Equality: Debts are shared equally among creditors. However, there are many exceptions
from this in the ‘priority of bankruptcy claims’, i.e. the sequence in which claims against the
bankrupt estate are covered. The priority of bankruptcy claims means all claims in the same
category are treated equally and those in a lower one only receive dividends when the
claims in higher categories have been fully paid off, prioritised in the following sequence:

o 'pre-preferential claims' (for administration costs);

o other 'privileged claims' (secondary pre-preferential claims);
o 'employee privilege';

o 'supplier privilege';

o 'simple claims'; and

o 'subordinated claims'.

Bankruptcy proceedings are initiated when either the creditor or the debtor submits a petition to
the bankruptcy court. These cases are handled by the bankruptcy/insolvency court.

** The unified Bankruptcy Law of 1977 (Konkurslov). The law of 9 May 1984, Galdssaneringslov, augmented this with a new Part IV
(chapters 25-29). The current act is available (in Danish) online at http://www.retsinformation.dk/Forms/R0710.aspx?id=2832. See also
Kilborn (2009b)
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Immediately after the bankruptcy decree has been issued, the bankruptcy or insolvency court
appoints one or more estate trustees. Once bankruptcy has been established, the debtor loses all
control of their assets, which now belong to the bankrupt estate administered by the trustee. The
trustee has to ascertain the worth of all assets and decide how the revenue will be distributed
among the creditors.

If a creditor wants to file a claim, they should notify the trustee within 4 weeks. The invitation to
register claims is announced in the Danish Official Gazette and sent to all known creditors. Upon this,
the trustee produces a list of registered claims (the bankruptcy schedule). They then assess the
registered claims using a "claims test".

Once the value of the estate has been established, outstanding credits have been collected and all
disputes settled, the trustee draws up draft accounts and the draft of the final distribution either at
the same time or once the accounts have been agreed upon. If there are only sufficient funds to
cover estate costs, i.e. for the trustee's fee and costs, administration of the estate will be terminated
using a Section 143 account. Creditors get no dividends in this case.

Where there are surplus assets, the excess is distributed among the creditors following the rules of
the 'priority of claims'. Accounts with appendices and allocations are available at the bankruptcy /
insolvency court for two weeks before the meeting. The bankruptcy / insolvency court confirms the
draft, unless it contains errors or omissions which need to be changed. When the bankruptcy /
insolvency court has confirmed the draft accounts and allocations and the appeals deadline (4
weeks) has expired with no claims being filed, the dividends are paid to the creditors.

If the trustee does not agree with a creditor on the size of the creditor's claim, for instance, the
creditor will be informed prior to the meeting. If agreement cannot be reached, the creditor may
take the case to court. A petition needs to be submitted to the bankruptcy/insolvency court no later
than 4 weeks following the meeting during which the trustee's claim assessment is announced. If the
creditor does not file a petition within a fixed deadline, the trustee's decision will be final.

It is possible to start a new company after bankruptcy. If, however, it is established that the debtor
has committed a criminal offence, they generally forfeit their right to found the company, be the
managing director or sit on the board of directors.

3.7.3 Debt relief

Composition Agreements

A composition agreement must be ratified by the bankruptcy court in order to be valid. A
composition agreement may be based on reducing the debtor's debt by a certain percentage (but
not less than 10%), distributing the company's assets among the creditors or by extending the

deadline for paying the debt. This normally applies only to businesses.

Tax Debts
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Tax legislation in Denmark® makes it possible to grant consumers with only tax debts relief without
using the procedures available under the more generic processes, under a simplified set of
procedures.

3.7.4 Asset Liquidation and Debt Cancellation

Lobbying began for a reform of Danish consumer bankruptcy law in 1972 with articles by Frederik
Bang Olsen®® and H. Andrup® which argued that the ills created in society by the universal
adherence to fulfilling contractual obligations irrespective of the circumstances, both in terms of
health and social costs was illogical when so little of the debt may ever be repaid. By introducing the
concepts of a trade-off between consumer protection and contract law (Bang-Olsen) and that, if it
was to intervene, the state had a role to play in establishing a universal service to address
simultaneously all the consumer’s debts (Andrup) these two men established the basic principles of
the debate in Europe, and subsequently, if almost always implicitly, the form legislation on the
continent® has taken over the last forty years.

It took Denmark twelve years to convert these first steps into legislation. This consumer debt
adjustment law (Gaeldssaneringslov - 1984) added a new Part to the existing 1977 Bankruptcy Act
(Konkurslov). The debt relief process it put in place had the following features, several of which are
quite unusual when compared to those in other European countries>. These are highlighted.

m The process is judicially-led.
m The consumer does not pay a fee, with costs instead covered by the state.

m The consumer did not need to provide evidence of using an out-of-court debt counselling
service or the out-of-court negotiation with lenders before applying for the formal statutory

60

process”.

m The consumer could only enter the process if he was unable, and had no prospect of being
off the full value of his debts in the ‘near future’, which was generally taken as five years. In
practice this was taken to imply debts over 250,000 Danish Crowns for those able to work,
and 100,000 Danish Crowns for the disabled and retired. As such temporarily unemployed
able-bodied debtors are often denied entry.

= Exemptions on income which would be levied to meet the debt, for living expenses had to
be ‘reasonable’, subject to the discretion of the court.

m  The consumer underwent a ‘good faith test’ at the initial hearing based on the written
application and oral responses to questions, to ensure his ‘behaviour and circumstances
speak in favour’ of debt adjustment®, including the following factors:

** Act no. 169/2000 on the Collection of Taxes etc (Lov om opkraevning af skatter og afgifter) §15
*¢ Bang-Olsen (1972)

%7 Andrup (1972)

8 Excluding the UK and Ireland

** See Kilborn (2009b)

 Namely because Denmark did not have a debt counselling service, or a desire to pay for one. Neither did Danish legislators believe that
those seeking this service would have the income to make such efforts cost-effective, preferring to move directly to a formal conclusion.
Denmark continue to not have such a body.

o1 Bankruptcy Act, sections 94, 108, 122 and 126
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o The probability that discharge would restore him to an equilibrium whereby he
would not descend back into debt,

o The debts were sufficiently old enough to demonstrate a long term problem,
o The majority of debts were ‘honest’ (i.e. not fines or penalties),

o Evidence of attempts to manage debts well in the past demonstrating prolonged
efforts to address these debts rather than passivity, and,

o Good conduct in the case, including supplying all documentation.

This was reformed in 2005 to make application more consistent via moving to a more rules-based
approach. The subtle but important change reversed the presumption against giving a debtor
admittance unless he could prove good behaviour, as described above, to a presumption of
admission unless consideration of the factors above ‘suggests decisively against relief, and oddly led
to a fall in admission rates, to below 40% of all petitions in 2009%.

The ‘no prospect of repaying rule’ became a major area where judicial discretion led to significant
variation, but also generally high levels of rejection. For example unemployment for able-bodied
consumers was not assumed to be a permanent state, and led to a general assumption that
unemployment was not sufficient to claim relief. Equally, courts could take into account of
anticipated inheritances®.

Between 2002 and 2004, according to Kilborn (2009b) of an average 4,700 applications a year, the
courts immediately rejected between 55% and 60% every year, caused at least in at by the difficulty
that many consumers faced filling out the forms without the support of a debt counselling service,
leading more than half of those applying back into out-of-court negotiations, without the support of
a debt counselling service.

The process then proceeded to a payment plan, whereby proposed payments to lenders are derived
from the consumer’s income for five years. A neutral trustee (medhjalper) collects necessary
information (list of creditors, their account numbers and the amounts to be paid to them once a
year) and assists the consumer in developing a proposal, which is standardly configured of disposal
monthly income after exemptions for the life of the plan. The sum of this indicates the percentage of
debts which will be paid. If the court is satisfied the consumer can meet the terms of the plan he is
then discharged of the remainder of the debt. This again is unusual, in that the discharge normally
occurs at the end of the plan, either to take account of any unexpected (positive or negative) events,
and to incentivise completion. To be clear, if the debtor earns more, he gets to keep it. In a final
unusual step the consumer is responsible for the plan, although the trustee helps him establish a
devoted bank account, and supplies the bank with the collected information. Around 70% of cases
admitted result in a confirmed plan.

2 Kilborn (2009b)

& Kilborn (2009b) quotes a case of a man with an 85 year old father, who, the creditors claimed could only be expected to, using
Government statistics, on average, to have a life expectancy of 4.7 years, and therefore in the light of this it was ‘unclear’ whether the
consumer could not pay off his debts in 5 years.
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m  Up to 2005 the judiciary had discretion over the level of exempted income and the length of
the plan, although five years was the usual, with few exceptions. Nevertheless, it still led to
significant variation despite the original objective of broadly equal treatment. The reform
bill was voted for unanimously approved on 24th May 2005, and became effective 1st
October 2005% to deliver a system that would be simpler, more uniform, and more
effective. Standardised rules on exempted income were brought into place and indexed. In
2009, the exempt monthly income levels were 5,170 crowns for singles, 8,770 crowns for
couple, with sliding payments for children, from 1,410 crowns (younger children) to 2,600
crowns (older children)®.

m Claims disputed by the consumer are now discharged in full unless the creditor files a suit
within 3 months. This was expected to reduce debt burdens as many lenders may consider
the process too expensive and time-consuming to be worth pursuing.

= Claims which are expected to receive less than 500 crowns® are automatically discharged
as uneconomic to pursue.

m  Pension funds could be accessed for fund to pay lenders if they had made large or irregular
payments in recent years.

However, early evidence has not suggested a large improvement in successfully completed
applications, with completions falling by 2008 to 27.4%. Around 30% of cases failing to progress from
the first ‘application’ hearing to the second ‘plan confirmation’ hearing.

Finally, one complex area of the Danish law was reformed. Because discharge is awarded prior to the
completion of the payment plan, this raises the issue of what to do where and when consumers fail
to meet the payments. In this case lenders could pursue the debt plan debt for up to twenty years,
but could not resurrect the discharged debt unless the consumer has ‘grossly neglected his duties
under the plan, in which case the court can revoke the plan and reinstate the discharged debt’
(Kilborn 2009b). The original law had restricted revoking or modifying plans by requiring changes
were in the consumer’s interest (i.e. only reduced the costs), and limited in scale, (so for example,
missed payments would lead to a lengthening of the plan, not the increase in monthly instalments.

3.8 Estonia

3.8.1 Debt re-organisation and debt relief

As with many Eastern European and Southern European countries, Estonia had not developed a debt
counselling provision, and this in part explains the absence of pre-court negotiation requirements in
the law, leading to a focus on a debt cancellation methodology.

3.8.2 Debt cancellation

Estonia carried legislation in January 2003 which has been in force since January 2004%’. Chapter XI
of the Bankruptcy Act (Pankrotiseadus) regulates debt cancellation through discharge. There is no

® Law no. 365. L10, Forslag til om aendring af konkursloven og konkursskatteloven (Revision af reglerne om gaeldssanering), available at
http://folketinget.dk/samling/20042/lovforslag/110/index.htm

 With a 7.4 crowns = €1 exchange rate (a typical value in the spring of 2012), the exempt monthly income levels for singles converts to
€698; for couples, €1,185; and the child scale from €190 to €351.

% €67.
¢ See http://europa.eu/youreurope/business/exit-strategy/handling-bankruptcy-and-starting-afresh/
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automatic discharge available, instead consumers must go through a bankruptcy process, five years
after which a court can decide to issue a discharge®.

Through the bankruptcy procedure a debtor who is a natural person is given an opportunity to be
released from his or her obligations. Bankruptcy is the insolvency of a debtor declared by a court
judgment®. The debtor or a creditor can file a bankruptcy petition with a court. The objective of
the bankruptcy procedure is to satisfy the claims of the creditors out of the assets of the debtor.
The creditors receive money proportionally to the amount of their claim. As in Germany, the debtor,
in an effort to incentivise him, receives a ‘motivation rebate” at the end of each year of between 10
and 25% of the income transferred by the debtor to the trustee during the preceding year is
refunded to the debtor’. As in Germany again, this is collected through an automatic assignment.
This means that if the debtor earns more he pays more.

The hearing of bankruptcy matters is within the competence of county courts. The court will decide
the initiation of the bankruptcy procedure within 10 days from filing the bankruptcy petition. The
bankruptcy procedure is carried out by the court and the trustee in bankruptcy. Upon declaration of
bankruptcy, the debtor’s right to manage and dispose of the bankruptcy estate transfers to the
trustee in bankruptcy to satisfy the claims of creditors.

The notices related to the bankruptcy procedure shall be published in the official publication
"Ametlikud Teadaanded".

Individuals having experienced bankruptcy are permitted to start a new business, but during
proceedings the court may order that they must not act as an undertaking, a member of a
management body of a legal person, the liquidator of a legal person or a procurator until the end of
the proceedings. Information on the persons, who have received a prohibition on business, shall be
published in the Commercial Register. Individuals cannot seek another debt discharge within 10
years of the first, but are not prevented from being eligible for a second discharge after this’".

However, in April 2010, a new law on personal bankruptcy (for natural persons) began its progress
through the Estonian Parliament. The legislation proposed a separate court procedure in which
individuals could apply for several debt adjustment procedures, which the aim of the court finding a
balance between the rights and needs of both the lender and the borrower, with the aim of
preventing individuals being required to end up in bankruptcy. The procedure is similar to that used
for corporate debtors, based on the principles for restructuring in the Reorganisation Act (2008)"?,
but taking into account the different types of debtors. The Law of Obligations and Debt
Restructuring and Debt Protection Act”® came into force on 17 November 2010. The purpose of this
Act is to facilitate the restructuring of the debts of consumers experiencing solvency problems in
order to help the consumer overcome solvency problems and avoid bankruptcy proceedings. The
regulator of this act is the Estonian Ministry of Justice.

* §175 (1) Bankruptcy Act 2003

* http:/ / europa.eu/ youreurope/business/ exit-strategy/ handling-bankruptcy-and-starting-afresh / estonia/index_en.htm
7 §173 (4) Bankruptcy Act 2003

7 8171 (2) 3) Bankruptcy Act 2003

72 Saneerimisseadus. 4™ December 2008 — RT | 2008, 53, 296; 20102, 2, 3 (in Estonian)

3 http:/ /www just.ee/10020
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According to a representative of an advisory service invited to participate in the survey, indebted
consumers are reluctant to admit the problem and usually do not ask for help until problems arise.
The representative said that often the parents of the debtor deal with the problem once they start
getting notification from debt collectors. He also pointed out that although many students study this
area from the point of view of jurisdiction, none study how to actually avoid these problems in the
first place.

Another respondent from a consumer agency pointed out that neither governmental nor non-
governmental consumer protection organisations were involved in solving the problems of
consumers with loans. The ability of these organisations is only to counsel consumers. She said that
the documents of indebted consumers are forwarded to the court by the consumer. Either these are
processed immediately or the court bailiff initiates the appropriate procedure. She said that
although the government has started to show interest in consumer debt, it is difficult to establish to
what extent the problem has been acknowledged.

3.9 France
3.9.1 Debt re-organisation

According to survey respondents from a consumer organisation, there are two substantive debt re-
organisation methods available to French consumers.

The first is to request for deadline extensions or postponements from the creditor. This procedure is
entirely voluntary and a negotiated process with the creditor, which means the most common
consumer complaint is that creditors can refuse to cancel the debt and that it occurs too rarely.
Depending on the outcome, this process can actually improve the debtor’s credit rating by stopping
missed payments. Lenders do not generally voluntarily write-off debt, although partial write-offs are
sometimes made, particularly where the lender’s actions have been called into question.

The second is to request for a debt moratorium from a magistrate for a maximum of two years.
There is potential to not pay interest in this period. This procedure does not aim to free the debtor
from his debt, but allows him more time to find a more stable financial situation before repaying his
debt. It can have positive implications in terms of credit ratings, as it ceases any missed payments by
the debtor and creates breathing space for the debtor to, for example, find employment, and find a
means to sustain payments, although the debtor is under no obligation to do so unless he wishes to.
There are few consumer complaints about this process, except where it is argued that the
moratorium is too short. One consumer organisation noted its objectives, providing respite are
limited, but respected that was the intention. The relevant legislation is Loi no91-650 du 9 juillet
1991 — art. 83 JORF 14 juillet 1991 en vigueur le ler aolt 1992 and Ordonnance no2006-346 du 23
mars 2006 — art. 38 JORF24 mars 2006

3.9.2 Debt relief, asset liquidation and debt cancellation.
France has a corporate bankruptcy solution (faillite’) not open to natural persons. For traders,

farmers and small businesses, and all legal persons (with the exception of associations of co-owners
of a building) the faillite proceedings are initiated when the debtor is in a situation of ‘cessation of

” Law on restructuring and judicial liquidation of companies (1985)
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payments’, defined as when it is impossible for him to meet current liabilities with available assets.
Natural persons (consumers) engaged in an independent profession are not eligible for these
proceedings’.

In terms of consumer bankruptcy, France has tested many of the key issues in designing debt
solution systems and provides valuable lessons, having moved fully across the spectrum of possible
designs. France’s system between 1989 and 1999 came to be seen as an exemplar of the discretion-
based ‘Romance school’ systems of debt cancellation’® where decision-makers were given the
freedom to define exactly how repayment attempts would be made, how much would be paid back,
over how long, and how much of their income they would be allow to retain (exempt income). In
1989, a formal mechanism for the private re-negotiation of distressed debts was introduced, giving a
prolonged period for the repayment of debt and debt relief, although the latter was only available
under stringent conditions, unlike the bankruptcy law which was open to businesses and merchants
and wrote-off all unpaid pre-bankruptcy debt. This has undergone repeated reforms which have
moved the French system away from a ‘Romance’ approach including judicial involvement, towards
the application of clear rules, and away from compromise solutions between lenders and borrowers
to imposed ones, as originally used in more ‘Germanic’ countries. This movement has resulted in a
system which is administratively led, rules-based, with clarity for both lenders and debtors, and
which in the author’s opinion is, alongside Sweden’s probably the nearest to being best practice in
Europe.

From 1989 to 1999 discretion was applied differently in different localities, depending on whether
the relevant commissions and courts took the approach that the maximum possible level of
repayments could be made, which led them to impose very tough settlements, whilst others
compiled with the statutory income exemption levels as an informal baseline, as suggested by the
Government (Kilborn 2009). This led to a revolving door whereby a plan would be worked out then
the debtor would return to court for more relief, as the courts at this time could not impose a
discharge.

In 1999, this discretionary system was reformed as the Government removed the option of awarding
less that the statutory income exemption level, moving the French system more towards a rules-
based approach, however some discretion was still allowed as exempt income was treated as only
part of the resources necessary to meet expenses’’. This reform also made more aggressive relief
available, with moratorium on debt servicing payments on all debts for up to two years’®, after
which if debts could not be satisfied, the court could grant a discharge, after three years, in

75 |n principle, a debtor who has gone through faillite and had emerged a natural person is given full capacity and can start a new

business following the judgment closing the winding-up. However, it is a different matter if the court decides to impose on him a
prohibition to manage or a personal bankruptcy measure (lasting five years at least, with no maximum) because he has committed
management errors or has performed acts, listed in law, which are damaging to creditors (for instance, having continued with a business
in deficit, misappropriated the assets, used ruinous means to obtain funds, paid a creditor after cessation of payments or failed to keep
accounts), that is engaged in active over-indebtedness. In this case, or if a creditor proves fraud in relation to him (for instance the fact
that the debtor did not inform the liquidator of the existence of a claim) then the debt cancellation may not be complete, leaving residual
debts for the debtor to service.

78 See Kilborn (2005), Kilborn (2009) and Kilborn (2010b), for example.
"7 Code de la consummation Art L.331-2 (2007)
”® Three years before 2003
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‘extraordinary’ measures (being insolvent even after up to three years deferral of all debts) except
for non-dischargeable debts, such as child support obligations and criminal fines. Surveys later
identified that a quarter of debtors were in this position, yet few debtors were receiving this
discharge, the legislature took renewed effort. The 2004 legislation” allowed commissions to
recommend that a debtor was in an ‘irremediably compromised’ financial situation and should be
allowed access to a personal recovery programme (rétablissement personnel) which offered a full
and immediate discharge without a rehabilitation plan, but a liquidation of assets. In 2010* this was
further simplified, by removing the asset liquidation where no assets were available, which offered a
full and completely unconditional discharge. This process has been heavily used and appears
successful.

Natural persons (consumers) with non-professional debts® therefore go through the following
process:

A submission is made to an administrative board® or commission, which assess it against eligibility
criteria. The commission is a hybrid — part debt counsellor and part administrative tribunal. The
criteria are a demonstration of good faith and the manifest impossibility of paying all the debts, due
to the scale of the debts. The administrative board then draws up a statement of debts, after having
obtained representations from the creditors. Prosecutions, and payments by the debtor are
automatically suspended as soon as the board decided that the consumer can have the benefit of
the procedure, until the commission or, where necessary, a judge, has reached a conclusion.

The board has to determine whether there is a viable prospect of the debtor recovering their
financial viability. If it is believed there is, the board proposes a composition with creditors, including
measures that postpone, re-schedule or grant remission of the debt. This composition is effectively a
debt relief and a debt cancellation mechanism. From 1 November 2010%, the commission has the
power to impose this plan on creditors who do not agree through non-judicial ‘cram-down’. As such,
if creditors do not accept the debt management plan, the administrative board can impose it,
without judicial confirmation®* unless the plan cancels some debt. The judge decides in any appeals
against these recommendations. This process has been effective. The rate of success in getting
creditors to accept the voluntary plan may have fallen from 70% of all cases in 2000 to 55% in 2008
and 2009, but such a level of success, as noted by Kilborn (2010b) is a positive.

Each case is reviewed individually. Whilst there is no automatic cancellation of all the consumer’s
debts, and most of the time the consumer must continue re-imbursing at least some of his debts,
the debt can in some instances be entirely cancelled. For example, if, in addition to good faith, the
person can prove that his situation is irremediably compromised®, in other words that it is
impossible for him to implement the measures mentioned above, the commission may apply to the

" See, for example, Freshfields Bruckhaus Deringer (2006)

8 See Fraisse & Frouté (2012), Kilborn (2012) and Blazy, Chopard, Langlais & Ziane (2012)

# Including debts arising from a company guarantee, provided that the guarantee is not a director’s guarantee
8 Run out of the Banque de France

% Loi Neiertz (loi n°89-1010 du décembre 1989) and Loi Lagarde du 1% juillet 2010

# Which had been a feature of the system up to this point.

& As Kilborn (2009) notes, in recent years the commissions and courts have ‘adopted an arguably overbroad interpretation of the key
password of insolvent and they have found an increasing portion of debtors irremediably compromised and routed them to immediate and
full discharge.”
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court for the opening of personal recovery proceedings: the creditors are listed and the assets are
evaluated. The judge can order the winding-up of the debtor’s personal wealth, or since November
2010 the commission can recommend personal recovery proceedings without liquidation of assets in
the case where the debtor possesses only household assets that are exempt, or no market value or
where the value would be ‘manifestly disproportionate ‘ to the costs of sale. In such cases the
commission recommends immediate closure of the case and discharge®®.

Since 1st November 2010, the over-indebtedness commission has a three month delay to decide the
admissibility and orientation of the over-indebtedness file. The debt’s execution is automatically
suspended once the over-indebtedness file is received (and can be as soon as the file is submitted if
the commission considers there is a special emergency). The commission, or in the case of urgency
the debtor can request the judge to pronounce a suspension of any expulsion procedures from
housing.

In normal cases, with asset liquidation, a liquidator is appointed to distribute the income from the
assets among the creditors. If it is not possible to meet the debts of all the creditors, he declares the
proceedings closed due to insufficient assets, which results in the erasing of the debtor’s non-
professional debts, with the exception of child support payments, criminal fines or debts paid by
guarantor®’. This is effectively debt cancellation. The debtor is prohibited from administering and
disposing of any assets until the proceedings are closed. Full debt cancellation is most likely where
passive over-indebtedness is the cause of the problem, or where the debtor is old. The commission
can secure an attachment of earnings against the consumer for the duration of any payment plan.

Finally, in relation to taxes, fees and fines to be paid to a public body, in France tax offices retains the
power to extend payment periods or cancel debts. Even if a debt cancellation commission proposes
debt cancellation, the tax office has to agree to this for tax debts. For other state debts (TV license
fees, criminal fines and social security), the commission also has no power to impose payment plans,
such as instalments, although it can propose these debts be cancelled. It has been proposed that tax
debt be included in consumer bankruptcy arrangements.

This process allows the consumer to re-establish his credit rating by resolving his over-indebtedness,
although the consumer is listed for a maximum of five years on the FICP register. This reduces his
access to credit as credit institutions have (under the Lagarde law) been required to check the FICP
before extending new credit, although the law does not prohibit the extension of credit to a listed
person. Around 3% of debtors do not respect their plan and around 10% of debtors appear to have
subscribed to new credit, despite their over-indebtedness plan®.

If the debtor does not comply with the terms laid down by the over-indebtedness commission, the
commission can then apply a less favourable treatment. There are some instances of consumers
attempting to submit fraudulent files, but it is felt these are generally easily spotted and few such
cases are accepted.

There are few complaints from consumers about this process, because it is perceived as quick and
relatively painless. However, according to UPC-Que-Choisir, around 40% of files submitted to the

# Code de la consummation arts. 330-1(1), 332-5
¥ The creditors can always sue in relation to the debtor’s guarantees.

# page3, Banque de France (2012)
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over-indebtedness commission are from people who have already known over-indebtedness,
including those who have gone through the process before, which suggests that the support
available to consumers after they have gone through this process is insufficient and that a greater
level of aftercare is required to maximise the benefits of the process.

According to Fraisse & Frouté (2012) sixty percent of households are ordered to repay part of their
debt. Over a two year horizon, they re-default at an eleven percent rate and reimburse twenty
percent of their initial outstanding debt. Banque du France data gives information on the causes of
indebtedness, as below or in Banque de France (2011b).

Table 4: Reasons for over-indebtedness/over-indebtedness commissions - France

Reason 2001 2004 2007 2007(PRP)
Too much credit 19.4% 14.6% 13.6% 5.4%
Poor Management 7.7% 6.4% 6% 2.4%
Housing costs 3.1% 1.2% 1.2% 0.9%
Excess charges 2.2% 1.4% 1.3% 1%
Unemployment/Job loss 26.5% 30.8% 31.8% 32%
Separation/Divorce 15.5% 14.7% 14.7% 14.5%
Accident/Iliness 9.1% 10.8% 11.3% 18.8%
Lowered resources 6.9% 6.2% 6.2% 7.3%
Death 2.5% 2.4% 2.5% 3.6%
Other 7.1% 11.5% 11.4% 14.1%
Total 100% 100% 100% 100%

Source: Banque de France, quoted in Ramsay (2011)
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Table 5: French debt solution usage

Not irredeemably
Process initiation compromised Irredeemably compromised
Procedures
Recommendation closed (debt
by Commission Personal cancellation
Dossiers Dossier Agreed approved by Recovery following failure
received accepted | Plans judge Plans of PRP)
2003 165,493 144,310 93,012 26,615 20,221
2004 188,176 153,175 94,415 31,927 22,034 20,506
2005 182,330 155,892 97,391 29,514 22,187 19,859
2006 184,866 157,876 95,853 29,991 27,504 19,296
2007 182,855 154,878 84,343 29,836 30,745 19,387
2008 188,485 160,024 87,673 37,668 34,919 18,944
2009 216,396 182,638 95,426 35,515 42,704 20,106
2010 218,102 182,007 86,419 37,386 43,098 18,733
2011 232,493 202,900 73,945 48,797 58,196

Note: Columns three through seven not mutually exclusive
Source: 2003-2009 Blazy et al (2012), from the Banque de France. 2010-2011, Banque de France (http://www.banque-
france.fr/uploads/tx_bdfgrandesdates/Statistiques_Surendettement_2011_01.pdf)

3.9.3 Potential for new legislation.

The Lagarde Law intended, in the view of a consumer organisation respondent to ‘sanitise’ the

distribution of ‘consumption’ credit, and in particular ‘revolving’ credit. Consumption credit accounts

for around 50% of consumer’s debts® and appears in most over-indebtedness files. In addition,

there are on average four revolving credits in each over-indebtedness file®®. However, less than a
year after its complete application, credit institutions do not appear to be respecting the spirit of the
law and making use of certain gaps in the law to continue to give credit to consumers without their
being aware of it, for example through the use of ‘confused’ cards, such as fidelity cards and
revolving credit cards. There is therefore, ongoing reflection on two potential reforms:

Reforming consumer credit laws more generally, in particularly revolving credit. Consumer
organisation respondents are in favour of this.

Creating a register of the debts of individuals. Consumer organisation respondents are not

in favour of this.

¥ UFC-Que Choisir response.

* UFC-Que Choisir response.
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3.10 Germany

3.10.1 Causes of over-indebtedness

As with other European countries, research in Germany confirms that over-indebtedness is mainly
driven by factors outside the consumer’s control, leading to passive indebtedness.

Table 6: Reasons for over-indebtedness (Multiple responses) — Germany

Reason Percentage
Unemployment 42%
Lack of financial overview 37%
Divorce/separation 36%
Business failure 22%
Too much consumption 21%
Lack of experience with banks 20%
Family problems 20%
Decrease of income 19%
Lack of experience with money 18%
Low income 18%
Psychological problems 15%
Co-liability 12%
Surety 12%
Own sickness 10%
Others 21%

Source: Backert, Brock, Lechner, Maischatz (2009) in Niemi, Ramsay and Whitford (2009)
3.10.2 Debt re-organisation, debt relief, asset liquidation and debt cancellation

1994 saw a new personal bankruptcy law, Insolvenzordnung vom 5 Oktober 1994°", agreed by the
legislature in an effort to ‘offer debtors a perspective for their futures, an incentive to remain
productive rather than capitulating to a lifetime of [welfare dependency] and essentially involuntary
servitude for their creditors’®. It did not come into immediate effect, as it was expected time was
need to prepare the court system for a potential influx of work. A five year delay to 1999 was put in
place until the Act finally came fully into force. This law requires multi-year payment plans as a
requirement for an eventual entitlement to discharge of any residual debt after completion of the
plan. The process aims to achieve the best possible, equal satisfaction of the creditors, but it is also
intended to allow natural persons a financial fresh start.

This legislation replaced three pre-existing insolvency mechanisms®.

! German Insolvency Regulations (Insolvenzordnung — InsO) See Kilborn (2004), Remmet (2007), Backert, Brock, Lechner & Maischatz
(2009), Kilborn (2009), Perakis (2010), and Lechner (2011)

%2 Kilborn (2009). See also Kilborn (2004)

% Germany provides a nice example of how bankruptcy legislation evolves. This is described in more depth in Annex 9
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m The Konkursordnung® which came into force in 1879
m The Vergleichsordnung™ of 1935
m The East German Gesamtvollstreckungsordnung

In a work which ultimately aims to describe best practice, it is worth reflecting on why neither of
these mechanisms were viewed as being successful, and the lessons this implies for those countries
which still use similar practices.

Both were court-based, and both were open, in a technical sense, to consumers, albeit not
particularly designed with consumers in mind, but were, in practical terms, essentially unavailable or
ineffective. Debt cancellation could theoretically occur in both processes, but only with the express
permission and condescension of the vast majority of lenders; 75% of claims in monetary terms and
a majority of the absolute number of debtors under the Konkursordnung, and 75%-80% of claims in
monetary terms, a majority of the absolute number of debtors, and repayment of at least 35% under
the Vergleichsordnung. These constraints effectively locked consumers out of these procedures,
even if they could have afforded the high costs, including administration and courts fees which the
debtor was expected to shoulder under the Konkursordnung. This rule alone led to 75% of all cases,
persons and businesses being denied access under the ‘sufficient assets’ requirement.

Finally the Konkursordnung gave, as is standard in the ‘classical’ bankruptcy model, no release or
fresh start, as at the conclusion of the process, if any debtors had not received full recompense they
were provided with a writ of execution which gave them the power to seize any asset or savings the
debtor could acquire for up to thirty years, a situation described in the German Bundestag as a
‘modern debtor’s prison.””® This was exacerbated by the ‘narrow range of consumer property[that]
remains outside the grasp of creditors seeking to execute judgements” as defined by the Code of
Civil Procedure®, which outlined that only ‘clothing, underwear, bedding [and] household and
kitchen utensils’ were exempt ‘to the extent that they are required for the debtor’s modest lifestyle
and domestic activity, appropriate to his or her occupational activity and indebtedness’, as well as
tools of the trade, although other ‘basics’, such as a refrigerator, washing machine, furniture, radio,
and black-and-white television® came to be included in the exempt categorisation. German law also
allows the free contractual assignment of future wages as security on a debt, even before financial
trouble emerges, but this is balanced by a regime which imposes limitations on the amount which
can be garnished in this fashion, ensuring there is an exempt income designed to be sufficient for
the debtor to live off of. In the early 1990s, calculations'® suggest a childless couple in 1992 would
have been entitled to an exempt income of about 33,000DM / $16,500, recognising this relied on
several simplifying assumptions and the complex nature of the rules for calculating this sum at that
time, not a substantial amount.

* Literally ‘Forced Auction Act’

% Literally ‘Agreement Act’

% Deutsche Bundestag; Stenographischer Bereicht, 94. Sitzung 7770-1, 7775, (June 3 1992). Available at http://www.parlamentsspiegel.de
%7 Kilborn (2004)

% Zivilprozessordnung Art 811(1), 95) (2003). See also section 5.8

% Colour TV counting as a luxury

1% kilborn (2004)
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The 1994 legislation

The bill imposed ‘strict prerequisites’ on debtors before they could be judged worthy of a discharge.
These came in the following forms:

m  Firstly, debtors have to attempt to reach an out-of-court agreement with all creditors™.

= Secondly, if that had failed the debtor had to file a petition'® to open an insolvency case,
including making a second offer, including a payment plan to the creditors'®. This can be
imposed by the court on a dissenting minority of creditors if the majority, including a
majority of the monetary value of all debts were agreed’®. This could deliver, in our
terminology an outcome which is either a debt relief or debt cancellation.

m Thirdly, if a majority of creditors would not agree to the plan, the debtor would enter an

asset liquidation process to extract value from assets to improve the offer'®.

m Fourthly, the creditor would enter a six year'® payment plan during which ‘best efforts’
would be taken to find and retain employment, and all non-exempt income would be
handed over to a trustee for distribution, along with the output from the asset liquidation
and 50% of any inheritances received in the period, for distribution to creditors.'”” This
results in a debt cancellation.

To deliver the out-of-court agreement, debtors have the support of a ‘suitable person’ determined
by the German states (Lédnder), and most commonly choose lawyers and state-sponsored debt
counsellors, with the majority of cases handled by the latter and, although there has been
experience of long waiting lists, there was significant levels of success, with success rates up to
around 45% in some states in some years'®, in terms of plan development and agreement, although

of course this does not imply that the debtor was ultimately able to deliver the plan'®.

The in-court payment plan has additional requirements. This is because the court can impose the
plan on a minority of dissenting creditors. Specifically the plan needs to offer each creditor an
appropriate share of the estate relative to the size of their debt relative to those held by other
creditors, and dissenting creditors must not receive less than they would receive if the case
proceeded through liquidation and the payment plan. Because this process was so unsuccessful it
rapidly lost support, until in 2001 it became optional, with the option exercised by the court''°. By

101 §305(1)(1) InsO

2 Including: the certificate of the suitable person who has been assisting him, a settlement plan, records of his assets and incomes,

records of his creditors and his debts to them. The settlement plan contains all provisions required for the appropriate settlement of the
debt. The courts can at this point accept a ‘zero-plan’. This is where a consumer has no assets or income, and will be unable to meet their
debts. If accepted by the courts this implies that either after the creditors have agreed the second offer, or after the payment plan leading
to discharge that the debtor can be free of all their debts, even if they have paid nothing to their creditors.

1% §§305-9 InsO
1% | the jargon a ‘weak’ cram-down. §309 InsO

1% £§311-14 InsO

1% The payment plan starts when the debtor transfers his assets to the trustee. This payment plan was legally a seven year period,

although the time the arrangements are put in place this normally led to a slightly less than seven year payment plan. This was shortened
in 20012/2 to a six year duration, leading to a payment plan of between five and six years.

197 £§286-303 InsO. §295 particularly addresses the inheritance issue

1% For example, North-Rhine Westphalia achieved 44% in 2001. Kilborn (2004)

1% plans which offer more to debtors are easier to agree and harder to deliver, leading to a trade-off.

1198306(1) InsO
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2003 it was clear that most courts opt-out as a minimal number of these were undertaken from that
point on.

If the previous steps have not proved successful (in terms of reaching agreement, not necessarily in
terms of the debtor being able to deliver against the agreement), then the case proceeds to
insolvency and discharge. The court appoints a trustee to liquidate the estate’' and manage the
distribution of payments to creditors. After this, a payment plan is laid down. Originally designed to
be six years long, shortened to six in 2001 and currently under debate in the legislation proposed in
2013, the trustee takes all income over and above the exempt income level as an attachment of
earnings, for distribution to creditors. As employment income over and above a set ‘minimum
subsistence level’ is included through an automatic assignment, this means that if the debtor earns
more he pays more. However, as in Estonia, the debtor, in an effort to incentivise him, receives a
‘motivation rebate’. At the end of four years the trustee has to refund 10 % of the income
transferred by the debtor to the trustee during the preceding year to the debtor, 15 % after five
years''?. This ‘carrot’ is matched by a ‘stick, which is that the debtor must show ‘good behaviour’ by
holding or actively seeking and not refusing any suitable employment™>, including employment
outside one’s profession. The end result of a successful completion of a payment plan is a discharge
of the remaining debt. Creditors can, however apply to the court to deny the discharge if the debtor
has not sought or held down reasonable employment™*. Creditor can also request a denial of

discharge of the debtor is found guilty of a bankruptcy crime®.

In 2001/2 new legislation made a small number of significant reforms to the personal bankruptcy
system:

m Income exemption levels increased by 50%, leading to around 80% of debtors no longer
being required to make payments as their income falls below the threshold™'.

m The duration of payment plans was shortened from seven to six years.

m The restriction on entering court proceedings unless court fees could be paid was mitigated,
with deferral of payment of the fees introduced.

Usage of this system has increased rapidly since the reforms were implemented, as is shown in the
table below.

" Like the Konkursordnung, the case under the Insolvenzordnung gave the court the power to dismiss the petition if the assets were not

going to release sufficient resources to cover the court costs. Until 2001, when reforms were put in place to reduce these costs, As Kilborn
2004 notes, this meant that nearly 90% of all insolvency cases did not proceed due to this requirement.

12 § 292 InsO -Von den Betrdgen, die er durch die Abtretung erlangt, und den sonstigen Leistungen hat er an den Schuldner nach Ablauf

von vier Jahren seit der Aufhebung des Insolvenzverfahrens zehn vom Hundert und,”” nach Ablauf von fiinf Jahren seit der Aufhebung
fiinfzehn vom Hundert abzufiihren.

113 §295(1)(1) InsO
114 8296 InsO
15290 InsO

% An example of how Germany has worked to strike this balance can be seen in how the legislature reacted to complaints that the

income exemptions to which consumers were subject too left them too little income. As such in 2002 these were increased for the vast
majority by 50%, an bi-annual indexing was introduced. This led to around 80% of debtors no longer having sufficient income available to
cede any to creditors.
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Table 7: Number of private bankruptcy cases, 1999-2011 — Germany

Year Number of Filers
1999 1,634
2000 6,886
2001 9,070
2002 19,857
2003 32,131
2004 47,230
2005 68,898
2006 96,586
2007 105,238
2008 95,730
2009 98,776

Source: Lechner. G., in Consumer bankruptcy in Europe: Different paths for debtors and creditors (2011)

3.10.3 Proposed legislation

On 18th July 2012, the German Federal Government (based on a draft law originally written by the
German Federal Ministry of Justice) announced a new revision to consumer bankruptcy law,
including the following:

= Shortening the duration of the discharge procedure (Restschuldbefreiungsverfahren) from
the current six years to three years. To access this, debtors would need to settle within the
first three years of the process at least 25% of creditors' claims and legal costs. An early
discharge will also be possible after five years if at least the legal costs have been paid,
otherwise it will remain at the current time of six years

= Ability to undertake insolvency plan procedures In the future, consumers will also be able
to undertake insolvency plan proceedings, giving every debtor during the bankruptcy
proceedings the possibility of a flexible debt relief agreement with her/his creditors. This
includes the removal of priority creditors satisfaction (§ 114 Insolvency Act).

m Transformation of the out-of-court settlement process The proposal seeks to improve the
efficiency of the out of court settlement process. In future, no more out-of-court settlement
attempts should be made when this is obviously hopeless. The intention is to maximise the
impact of the limited resources of the debtor and bankruptcy counselling centres.

m  Strengthening of creditor rights It is proposed that creditors can submit a case for refusing
an application for discharge either during the hearing and shall at any time in writing. Such
a request must be available no later than the closing date.

= Protection of member of housing co-operatives, while ensuring that debtors cannot
protect their assets from bankruptcy by transferring them into a co-operative.

The proposed extension of the grounds of refusal (conviction of the applicant for a property or asset
offense) is no longer included in the government’s draft bill. Likewise, the proposal to incorporate a
discharge of residual debt has been dropped. Consumer groups had previously strongly criticised
these. The remaining suggestions have also been heavily criticised by consumer groups since they
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were published, so in the following section we provide substantive comments about the main areas
of contention:

Shortening the duration of the discharge procedure

In the view of consumer organisation respondents, a reform of the length of proceedings in German
insolvency law is urgently required, as the existing procedure’s duration of six years has been
pointed out to be long by European standards. Conversely, The German federation of debt collection
agencies (BDIU) and the German Confederation of Skilled Crafts (ZDH) have voiced concerns that the
reduction of the discharge procedure from six to three years will damage creditors and will lead to
abuse by debtors.

The government bill provides'"” for four options on the length of the discharge period:

m If all costs and all creditors are paid in full the bankruptcy court may decide for an
immediate ending of the proceedings.

= The discharge period can be shortened to three years™® if within this period the debtor has
met at least 25% of the claims in addition to all of the legal costs.

m In the case where the debtor only pays the costs of the proceedings, a discharge after five
years is possible.

m Otherwise, the debtor is subject to the ordinary period of six years before discharge.

The objective of installing a minimum satisfaction ratio (25% repayment in return for early
discharge) is to achieve a reasonable balance between the interests of the debtor through a quicker
discharge and the interests of the creditors in achieving the fullest possible fulfilment of their claims.
However, as one consumer association respondent noted, from the government bill it is possible to
deduce that no valid data on the percentage of satisfaction currently being delivered by debtors are
available. However, if on average only 10% of all creditors' claims are actually satisfied over the six
year period, consumer associations argue it is unclear how substantial numbers of borrowers are
supposed to achieve 25% over only a three year period in the future. The logic of this position is
given in the federal government’s rationale for this reform, which assumes that the prospect of a
shortening of the proceedings can motivate the debtor to make additional efforts beyond any
imposed obligations. The debtor could, as contained in the draft justification’s reasoning, for
instance:

e use exempt income and assets to make additional payments,

e accept a/ an additional part-time job to increase his non-exempt income,

e take aloan from relatives™”.

e In this context, the government stated clearly who is mainly expected to benefit from this
short-cut: “In particular, the coalition agreement paid particular attention to failed self-

employed workers / entrepreneurs when considering a shortening of the duration of the

"in § 300 InsO-RegE

118 .
Following the release of covenant.

ue Although one has to question the legality of a bankrupt taking on more borrowing during the period of his bankruptcy, unless these

‘family loans’ have some quasi or in-formal nature. One also has to question what incentive a family may have to support a member in this
way, who has demonstrated problematic finances.
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remaining debt procedure, as these are often in the position to repay part of their debt within
a relative short time period through their new occupation.

In the eyes of consumer organisations it is unfortunate, the government’s proposal envisages a
shortening of the process only in the case of the fulfilment of a minimum satisfaction rate, a model
which is not used in many other European states. To justify the minimum satisfaction ratio set, the
government's draft refers to similar systems in Lithuania and Austria. However, it is not mentioned
that in Austria the minimum quota of 10% is subject to heavy criticism*®, or that Lithuania does not
foresee a minimum rate™. The Czech Republic currently requires a minimum return of 30%*.

However, in the view of one consumer organisation respondent, this beneficial re-balancing of
interests is unlikely to occur because the logic behind the change fails to recognise a common
problem identified in many countries, that a failure to repay is not because the debtor chooses not
to re-pay, but because he has no resources to enable him to re-pay. Indeed the current legislation
requires, over the six year period, all of the debtor's non-exempt income and assets, by law, are
used to satisfy the creditor’s demands. Thus the reform is likely to leave a large group of consumers
and lenders in the to an uncertain period of between three and six years of potential payment,
despite the fact that a priori, based on an assessment of the consumer’s ability to pay, utilising an
assessment of their income and assets, an earlier decision could have been reached which is unlikely
to give lenders a significantly lower return than they could expect under the current reform
proposal. As such, as a consumer organisation respondent notes, it is clear that a three year
discharge is not available to those on very low incomes, or who have entered over-indebtedness
because of an inability to work (e.g. sickness and other recipients of certain social benefits), leaving
many consumers in a position of completing bankruptcy after five to six years, when it is clear from
day one that it is unlikely they will be able to contribute effectively in this period. This appears to
add unnecessary costs onto lenders and courts, and unnecessary stress onto consumers.

Returning to the idea of encouraging the debtor to make further contributions from their exempt
income or assets to repay their debtors, as mentioned above, this appears to the authors to be one
of the most interesting and potentially perverse elements of the reforms. Leaving aside whether
from a social context this is justifiable, which one consumer association respondent indicated it felt
it was not, looking at this in terms of the lessons about effective debt solutions we have identified in
many countries, one of the clearest best practices we have identified is the benefits to consumers
and lenders of clear, transparent and enforced rules. Germany led the way in learning this lesson,
and many countries have replicated this in their legislation. To therefore find Germany reverting to
permitting / encouraging ambiguity about exactly how rigorously the rules are to be enforced,
appears in some ways to be a bizarrely retrograde step towards a discretionary model of practice
which has been widely refuted and abandoned across most European countries which have put in
place a formal consumer bankruptcy solution.

Finally, in the view of one consumer organisation respondent the Federal Government is also
overlooking the fact that many debtors already voluntarily undertake efforts above what is required
of them to successfully complete bankruptcy proceedings, thus the change may deliver little in the
way of additional payments.

120 ASB Schuldenberatungen (2012). See also section 3.4

ASB Schuldenberatungen (2012).
Kilborn (2010b)
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Attempting to design the process to incentivise good behaviour such as seeking (additional)
employment has to be seen as facet of good policy-making. The rebuke that if a lack of employment
is the root cause of the problem then encouraging people to seek employment is insufficient is
correct, but does not mean that the attempt is not worth making. However, as one consumer
association notes, if the stigma of being involved in insolvency proceedings inhibits the consumer’s
ability to find employment than incentivisation in the process may not be enough.

One consumer association respondent advocates a general shortening of the discharge procedure
for all borrowers to four years to allow debtors to clear debts within the foreseeable future and take
part in social life on equal terms.

Transformation of the out-of-court settlement process and strengthening creditor rights

One objective of the reforms is to attempt to strengthen the out-of-court settlement procedure.
Based on the amendments, a consumer association respondent argues the opposite seems to be the
case. The main reasons given are:

m The funding of public debt counselling looks likely to be reduced, weakening the
institutions’ ability to undertake the work establishing viable out-of-court settlements

m The abolition of the cram-down (Zustimmungsersetzungsverfahrens) process'®, still
provided in the draft bill, weakens out-of-court settlements. In the future, the lack of
consent from only a few creditors is enough to prevent out-of court settlement. Thus, the
number of bankruptcy cases proceeding to the courts will continue to increase. This is a
clear example of new legislation in one country failing to recognise best practice in other
countries, where this type of cram-down activity has significantly reinforced the capacity of
out-of-court settlements to be reached. Consumer organisations in Germany have
strenuously argued that the Zustimmungsersetzungsverfahren must urgently be reinstated
in the bill.

A significant step is the recommendation to permit the abandonment of out-of-court settlements if
they are ‘obviously hopeless’*’; when the creditors would receive less than 5 percent or the debtor
has more than 20 creditors in total, and in practice the efforts of debt counselling to reach an out-of-
court settlement in hopeless cases will no longer be rewarded under the government draft bill. As
one consumer association respondent notes ‘debtors may have to undergo insolvency proceedings
even if there would have been a chance for an extrajudicial settlement and thereby a lengthy debt

relief procedure could be prevented.’

They also point out that Article 10 of the government’s draft bill provides for further amendments to
the funding of counselling services. The change'® provides that the remuneration (to be set at 60
euros) for counselling services shall be fulfilled if a certificate attesting the hopelessness of the case
to be settled outside of a court is provided. Further remuneration of counselling services in cases
where a court settlement is obviously hopeless, is thus to be eliminated. The argument submitted by
the consumer association respondent is that debt counselling services do not have less work

'3 The Zustimmungsersetzung: A creditors refusal to accept the settlement plan can be substituted with an approval if more than half of

all creditors with more than half of the outstanding claims agree to the settlement plan. The creditor who refused the plan has to
receive a fair share of the repayments and cannot be made worse off than if the consumer went into insolvency.

2 The amendment of §305 InsO-RegE provides the definition given above

1% To the des Gebiihrentatbestands provision 2502 in the RVG
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processing cases which cannot be resolved out-of-court than in cases where an out-of-court
settlement is achieved.

Insolvency Code § 305-RegE explicitly states that the finding of apparent hopelessness for the
settlement of the case through an out-of-court settlement can only be based on personal
consultation and thorough examination of the income and assets of the debtor. In the draft
justification, the following is laid down: "This certificate of previous analysis of the financial
circumstances of the debtor has substantial importance for the quality of the certificate. A mere
issuance of a certificate without this thorough preparatory work would be worthless for all parties
involved. It requires a thorough examination and discussion of the debtor’s circumstances to support
the request to open insolvency proceedings and create legally sound documents. Finally,
comprehensive and expert advice by an appropriate person or agency is best suited to avoid the
unwanted revolving doors effect. "

This requires significant time and effort to be expended by the debt counselling service, including on
searches for possible further creditors, organising and filing the documents and the time-consuming
submission of all required documents and debtor data for opening legal proceedings. This includes
the personal advice as well as a thorough analysis of the causes of indebtedness and budget
planning, in order to avoid future liabilities and thus to prevent the “revolving door effect". It is
argued this is undeliverable for €60, and as such the workload would be shifted to the courts. This in
turn will make court proceedings more expensive. This suggests this proposal may benefit for
review. Consumer association respondent’s have argued for its removal.

The ministerial draft included not only the elimination of the traditional court debt settlement plan
proceedings but also that the debtor could apply to the court for a cram-down if a creditor did not
respond to the debt settlement plan or rejected it (§ 305a Inso-RefE). In place of a debt settlement
plan, a court approved cram-down was envisioned. The present governmental draft, however, does
not provide for a cram-down, either in or out of court. This means an important tool for supporting
and strengthening out of court agreements through measures available to the insolvency court itself,
has been dropped, which in the view of consumer associations would permit a minority of creditors
to frustrate out-of-court settlements. Around 20% of cases are currently settled out-of-court, but
under the new legislation if only a few creditors refuse an out of court settlement, it will be
considered a failure even if many agree. The elimination of the cram-down process will result in a
massive increase in insolvency proceedings. Instead of relieving the courts there will be an increasing
burden on bankruptcy courts. Consumer associations argue there is an urgent need to resurrect the
cram-down procedures to strengthen out-of-court settlements.

In the view of consumer association respondents, additional regulations are necessary to strengthen
the out-of court settlement process, including that creditors should be refused permission to initiate
enforcement proceedings against the debtor whilst out of court settlement negotiations are in
progress. This causes the negotiations to be much more difficult and not infrequently the success of
an out-of-court settlement is thwarted.

Equally, in the view of consumer association respondents, it is urgently required to extend the
effects of out of court settlements to unknown creditors. Particularly in cases with a long debt
history, or after moving or after a divorce, papers may have been lost, that could have otherwise led
to identify further creditors. In this case the insolvency procedure is the only way to clear all debt. In
order for the out-of-court settlement to also apply to any unknown creditors, it must be ensured
that the agreement will also be made known to potential unknown creditors (e.g. by public notice).
Within a certain cut-off period, the demands of these creditors could still be taken into account.
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Finally, in the view of consumer association respondents, the importance of debt counselling to the
whole insolvency process needs to be better recognised. Debt advice is assighed a new task with the
power of representation extended to opened proceedings (§ 305 para 4-InsO RegE) but without
receiving any corresponding compensation for this. Through exercising the power of representation
the debt advice thus becomes part of the bankruptcy proceedings and must be adequately
compensated, similar to the (preliminary) liquidator. Consumer association respondents therefore
propose an appropriate remuneration policy for debt advice providers in the bankruptcy
proceedings which could be included in the Bankruptcy Legal Compensation Regulation.

3.11 Greece

3.11.1 Debt re-organisation and debt relief

According to Ekpizo, a consumers’ association, other than the three stage'”® bankruptcy process
described in section 3.11.2, there are two processes consumers can use to address over-
indebtedness:

1) Seek an “individual amicable settlement”.

2) Debt counselling (governed by Law 3869/2010) by consumers' associations, Hellenic
Consumers' Ombudsman and the Bank & Investment Ombudsman, with out of court
settlement.

Ekpizo indicated that:

m Both processes relate to both secured and unsecured debt.

m Both the consumer and the lender can apply for the consumer to start the process of
seeking an individual amicable settlement, whereas only the consumer can apply to start
debt counselling.

m Neither process has any implications for the credit rating of the consumer (but, in practice
the debtor cannot obtain new loans), the consumer’s employment, or the consumer’s civic
rights.

According to the Hellenic Banking Association (HBA), in view of the current financial circumstances in
Greece, since 2008 HBA members have concluded a significant number of voluntary agreements
with their customers with the intension of making the repayment of outstanding loans considerably
easier for the consumer. However, according to Ekpizo, consumers generally understand their choice
of process, but neither process generally works for consumers, not because of customer
intransigency, but rather because of the unrealistic proposals of lenders, which are felt to not cater
sufficiently take into account the debtor’s needs and capacity to pay, including other financial
commitments, with some plans containing interest rates of 20-22% for credit cards and 12-16% for
consumer loans.

126 . . . . P . .
One out-of-court amicable agreement, an in-court amicable agreement, and then a judicially imposed solution.
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3.11.2 Asset Liquidation and Debt Cancellation

Up to 2010, in Greece, there were four mechanisms for court-based corporate insolvency and
personal bankruptcy:

= bankruptcy,
= special liquidation only for companies,
m temporary administration, management and administration by the creditors, and

m placing the company into receivership so that a compromise can be reached with its
creditors.

Both individuals and companies can be declared bankrupt, but only companies can be placed in
special liquidation, temporary administration by the creditors or receivership. We shall therefore
only consider bankruptcy.

In 2010 a consumer debt adjustment law (Law 3869/3.8.2010) was put in place in response to
credit expansion to Greek households which had become a material problem. Credit to
households'® had expanded from €24bn in 2001 to €117bn in 2008, and consumer credit rising from
€2bn in 2003 to €35bn in 2008, with loan and credit card debt reaching 15.1% of GDP, the highest in
the Eurozone. Mouzouraki also argues that ‘misleading advertising, poor competition, lack of
transparency, and all kind of profit driven and improvident credit expansion by unskilled and
scrupulous personnel’.

According HBA, it is “standard practise” for Greek credit institutions to offer cancellation of debts
arising from credit agreements “for reasons of social solidarity on a case-by-case basis” (e.g. severe
health issues or chronic unemployment), although whether such settlements succeed is questioned
with consumer organisations voicing strong concerns that having ‘examined the settlements, they
are doomed to failure.

The law was shaped in light of the experience of other European countries, specifically the German
laws, but also added some new ideas, particularly the exemption from asset liquidation of the
debtor’'s home. In 2011 the Greek Government also drafted some further minor, technical
amendments, although these were not passed into law.

In order to be declared bankrupt, the individual**® must demonstrate he has become permanently
insolvent for reasons other than fraud, although there is no minimum debt level to gain entrance to
the system, or minimum amount of debt which must be repaid to earn a discharge. Under the
existing legislation he also had to go through a three stage process (as noted by Ekpizo, a consumers'
association, in their survey response):

m  Out-of-court negotiation with debtors,

m Court-based settlement

127

See Perakis (2010) Mouzouraki (2012a) and Mouzouraki (2012b)

% Mouzouraki (2012a)

129 . . .
Both consumers and professionals can apply. Traders are exempted and can make use of corporate insolvency mechanisms . However,

former traders who have closed their businesses at a time when they were not insolvent can also apply.
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m Court-based ‘debt adjustment’ procedure.
Out-of-court mechanism

The law as originally passed in 2010 includes a preliminary stage before debtors can have access to
the courts. This stage consists of negotiations with creditors in a fairly classic ‘composition with
creditors’ style arrangement. As usual the aim of two stages was to resolve as many cases as possible
out of court, with court used as a lever to aid debtors encourage creditors to a speedy out-of-court
resolution. As usual this optimal outcome failed to materialise.

As part of this compulsory step, creditors are informed of the overall financial position of the debtor,
and given the opportunity of agreeing a payment plan without needing to go to court, saving time
and expense. The law provides two opportunities to reach a compromise payment plan. The first
occurs via the Consumer Ombudsman (free) or a consumer association (low cost) or an attorney at
law. The quality of this service depends on the level of expertise in the organisation. This process
requires unanimous approval of the proposed payment plan by creditors to proceed. Very few plans
were agreed in this way.

Access to the courts and a discharge is not permitted unless the debtor can demonstrate to the
court’s satisfaction that he has gone through this process.

Court-based settlement

The first stage of the in-court process is to again attempt to find an amicable settlement. Within two
months of filing a petition, one last attempt at a compromise solution had to be made. In his petition
the debtor presents a payment plan, on which creditors have two months to offer comments. If they
do not offer comments there is an automatic presumption of agreement. If comments are received,
the debtor has fifteen days to reply. Creditors then have twenty days to comment on the revised
plan. If creditors with claims exceeding 50% of the total sum of claims consent, the court cram-down
on the other creditors.

Court-based ‘debt adjustment’ procedure.

If an amicable agreement cannot be reached then the judge decides on the settlement. The process
is based around two court judgements, the first which establishes asset liquidation, for which a
trustee may be appointed, and a payment plan™’, and a second which grants a discharge of debt if
the payment plan has been adhered to.

It is worth noting that, unlike in many other countries, entering this process in Greece does not
prohibit other enforcement proceedings automatically. The debtor must request the court to
suspend other proceedings via an intermediate rapid procedure.

The law as originally proposed and implemented had the consumer submitting a petition to the
court, which had to be heard within six months to be valid and continue.

B0 The payment plan can contain zero payments if the debtor is unemployed, or suffers from a severe health condition, or if his income

falls below the exempt income level. However, in this case the court has to check every five months whether he has attained a level of
income from which payments could be made.
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Payment plans are set to consume all income over a set level to maintain a socially acceptable
standard of living. Following this, as part of the second judgement, he received a discharge of the
remaining debt not accounted for via the payment plan, however because of the mandatory
payment plan this was couched in terms of ‘debt adjustment’ rather than consumer bankruptcy.
Finally, the payment plan is set in advance, so if the debtor earns more he keeps it. The court also
has discretion over the level of exempted income.**

As noted above, this process exempts the main residence of the debtor, in light of the evidence from
other countries that debtors could be discouraged from seeking discharge in jurisdictions whereby
their properties, as part of their estate, could be liquidated to pay their debts (this is confirmed by
Ekpizo who noted in their survey response that not all consumer assets can be sold to repay
lenders). The conditions on this exemption are that:

m only one property can be exempted,
m other properties must be liquidated,
m the value of the preserved property must be less that €300,000 and,

m the debtor is obliged to pay a payment plan over up to 20 years, on a mortgage-loan type
interest rate, up to the value of 85% of the property.

One piece of relevant case law was identified by Ekpizo in their survey response, namely the
161/2012 Kavala County Court decision which cancelled all debts, with no obligation to pay up to
85% of the commercial value of the main residence.

As the present economic crisis in Greece has led to falling house prices, mortgages are often higher
than the value of the property. This provision provides to the debtors the possibility not to abandon
the mortgage, as in most cases the mortgage will be the vast majority of outstanding debts.

Decisions may be appealed, but the decision and any enforcement action are not halted by this, so
the debtor can gain at least respite where necessary.

A failure to have declared all assets can be punished by the court, either through penal sanction or
the annulment of the discharge. Honesty is required throughout the process, and any significant
change in circumstances must be revealed. The unemployed must seek employment. Any default of
more than four months in the payment plan results in cancellation of the process. Creditors are
allowed to confirm the debtor’s income through accessing tax records and the employer.

Ekpizo also reported that the process has no “official” implications for the credit rating of the
consumer, although a debtor’s data are preserved for 3 years after discharge, and that consumers
generally understand their choice of process and it has no implications for their employment or civic
rights. In addition, according to Ekpizo, the process does generally work for consumers, although
consumer groups have recently lobbied for reform.

The result of this was that 12,000 extra judicial payment plans were submitted to creditors by
October 2011, with 7,800 petitions subsequently submitted to courts in 2011, with anticipated
guantities for 2012 being in the region of 12,000. This number is higher than anticipated, not least

131

See Article 8(2)

132 According to data from the General Secretariat for Consumer Issues, referred to by Mouzouraki (2012).
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because there were temporary provisions governing the first year of operation which prevented
auctions for claims of credit institutions against debtor’s property of up to €200,000. This suggests
there may be another step-change following December 2012 when this provision sunsets.

More than 3,000 judgements have been made by courts, with a 60% acceptance of the debtor’s
petition. Most rejections (which at around 40% appear substantial) are posited by Mouzouraki to be
caused by ‘bedding-in’ issues, such as errors in the petition (e.g. traders applying to the wrong
process), or lawyers and judges getting up to speed with the new arrangements. The key issue
identified from the consumer’s perspective is that the income exempted from the payment plan, on
which the consumer has to live for the life of the plan, is felt to be low, with the judiciary taking a
hard line about continuing to maximise the honouring of the debts. With minimum salaries falling
from €720 to €520 this has also impacted. Ekpizo note in their survey response that the most
common complaints from consumers about the process are “court fees and expenses, distant
hearings, [and] severe court decisions with high instalments”.

This process has been basically abortive, with Mouzouraki noting that only 15 cases were resolved in
this way of the 12,500 recorded in consumer association data. Lenders fail to take this opportunity,
often, according to Mouzouraki, by failing to engage with the debtor and his circumstances, with
comments issued in a ‘pre-formulated, standardised way, with no reference to the data of the
specific debtor....either mak[ing] reference to their general policy or... ask[ing] for documents
regarding the personal and financial situation of the debtor.’ It is therefore no surprise that the 2011
amendments to the Greek law proposed abolishing the compulsory nature of the out-of-court
procedures, leaving these to be entirely optional to the debtor.

Proposed amendments

According to Ekpizo, draft amendments were to be introduced to Greek parliament before the
elections of 6 May 2012, but were withdrawn. The amendments included (among other things): a)
the increase of the payment period to 5 years, which would count from the notification of the
application to lenders; b) the increase of the term of the mortgage payment to 35 years; and c) the
out of court procedure would become optional.

The main reasons for the introduction of this legislation (according to Ekpizo) were, respectively: a)
the very distant day of trial (up to 5 years in some courts); b) high instalments for mortgage
payments over a 20 year term; and c) almost none of the out of court procedures were successful.

The impact of these amendments would have been so that when a case proceeded to the first
hearing at the Court of Peace in the district of the debtor’s relevance'®’, a judgement would be
made, and following the first judgement, providing that the debtor serviced their debts for a period
of 48 months, to a schedule defined by the court, based on their income and the amount of the
debt, the debtor could earn a discharge of a significant part of their debts. Debts to any institution or
individual could be discharged, but those owed to Government through unpaid taxes, fees, and state
insurance premiums would not have been.

The major difficulty to be addressed was that payment plans were activated as part of the second
judgement, but the courts were unable to handle the weight of submission, with some local courts

% No judicial costs are charged to the debtor, whatever the result of the proceedings, although there is no provision for free legal advice,

or free debt advice, therefore the costs can be considerable, including court administration costs.
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scheduling first hearings through to 2015, with examples out to 2020 reported by a consumer
organisation, up to eight years after submission. Therefore in 2012, the Greek Government proposed
that the payment plan period of 48 months would run from the date of petition, requiring debtors to
propose their own payment plan up to the date of the first hearing.

The amendment also proposed that, in instances where the hearing, when finally held, required a
higher level of contribution than the consumer had inflicted on himself, the difference would be
made up within one year of the conclusion of the payment plan, on a very low interest rate,
extending the discharge period under these conditions to five years. If a court hearing is not
arranged within five years, then the consumer wins an automatic discharge as long as they have
honoured the payment plan they put in place. However, in all circumstances, Greek law is clear that
discharge can only be received once in a lifetime, and discharge also exempts taxes and fees owed to

federal and local governments™*.

The draft amendments also allowed the exceptional application of a three year discharge for
consumers whom the court note to suffer from personal and financial circumstances which prevent
him making any further payments in the future.

The draft amendments proposed in 2012 also proposed extending the term of this payment plan to
35 years.

3.12 Hungary

Whilst Hungary did not, in 2010, have personal bankruptcy legislation, putting it in a similar position
to Spain and Romania, there have been active discussions about the introduction of such legislation.
A proposal was submitted in February 2009 which suggested procedures individuals could use to try
and settle issues of over-indebtedness with creditors. The proposal contained two mechanisms.
According to Viimsalu (2010), these were:

m A regulated process that aims to establish a compromise between the debtor and his
creditors — in such a procedure, the supervision of the debtor’s financial decisions is secured;
and

m A procedure (also aimed at securing a compromise between the debtor and the creditor)
initiated by the request of the debtor or creditor but that does not assume an agreement
with the other party.

3.13 Ireland

3.13.1 Debt re-organisation

As with most countries, Ireland has a number of voluntary debt re-organisation processes, such as
loan consolidation, down-sizing (releasing equity in property, or merely to reduce the amount
borrowed) or forbearance (interest holidays, loan duration extensions, moving to interest only
mortgages).

B4 Kilborn (2010b)
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Free debt counselling is provided by the state-funded Money Advice and Budgeting Service (MABS)
who negotiate affordable repayments and in some cases partial write-downs or write offs with
creditors. According to Free Legal Advice Centres (FLAC), despite the voluntary nature of the
negotiations, MABS advisors do manage to achieve many voluntary repayment arrangements and
the process does generally work for consumers, although it has “become more and more difficult”.
On the other hand, the Central Bank of Ireland (CBol) reported that the process does not generally
work for consumers or lenders. FLAC also notes that the voluntary nature of the negotiations leaves
it open to any individual creditor to sue if it is not happy with the pro rata payment offer being
made.

Views are divided over whether consumers generally understand the debt counselling process, with
MABS National Development Limited and the Financial Services Ombudsman Bureau (FSOB)
reporting that consumers do understand the process, and FLAC and the CBol reporting that they do
not.

According to FLAC, being in negotiations to repay debt in affordable instalments may adversely
affect a consumer’s credit rating, although the CBol reported that it will only be shown on the credit
register in so far as debt payments are restructured. In theory there should be no implications for
the consumer’s employment, although both FLAC and the CBol reported that in practice in some
professions — e.g. finance — the existence of unmanageable debt may have an impact on continuing
employment (although this is of course subject to the protection of employment laws™’).In the
summer of 2011 the Government’s Economic Management Council tasked an Inter-Departmental
Group (IDG) to consider further action to ‘alleviate the increasing problem of mortgage arrears and
to report back to it by the end of September’. This report™*® made several recommendations of which
the most important, in the context of this study, was that:

‘...existing forbearance arrangements will not always be appropriate and the Group is looking to the
industry to extend the range of alternative solutions. In this regard, the Group recommends that
specific proposals be developed by the mortgage lenders, including trade-down mortgages, split
mortgages and sale by agreement. Importantly it will not be the case that the distressed mortgage
holder will be entitled to a particular solution and all solutions carry consequences’.

The study noted in relation to mortgage debts that there are three fundamental issues:

m  ‘Affordability: Changes in people’s ability to meet their monthly mortgage obligation due to
changes in things such as employment, salaries, tax, is the key driver of mortgage arrears.

m  Negative Equity: Negative equity has not of itself given rise to mortgage arrears. However it
does influence the scale of loss that the mortgage holder and the bank face and, as a result,
the potential solution.

m  Future prospects: While the scale of the problem can be estimated for each mortgagee now,
the bigger difficulty is in determining how their income, interest costs, [and] house value will
fare in the future. Age, and how many future years of earning capacity an individual has, is
also a very important consideration’.

135 L . . ) . - . . .
If an individual is an undischarged bankrupt there is a prohibition on acting in certain professions e.g. solicitor

3¢ Available at http://www.finance.gov.ie/viewdoc.asp?fn=/documents/Publications/Reports/2011/mortgagearr2.pdf

London Economics
Study on means to protect consumers in financial difficulty: Personal bankruptcy, datio in solutum
sa f mortgages, and restrictions on debt collection abusive practices 57

London £conomics


http://www.finance.gov.ie/viewdoc.asp?fn=/documents/Publications/Reports/2011/mortgagearr2.pdf

3 | Mechanisms to address consumer debt across Europe

The key new proposals of this report are addressed in section 4.12.2. The following outlines the
existing mechanism identified.

Voluntary forbearance continues to offer useful solutions where, in the long-term the creditor can
see some potential to ultimately be paid. As the IDG correctly implicitly note, situations where it is
unlikely the debtor has enough future years of earning capacity, or where negative equity is of such
a size that were the debtor to defer the resultant unpaid debt post-repossession would be
substantial then forbearance looks dangerously like a one-way bet with no benefits.

The Deferred Interest Scheme (DIS) was recently introduced as an advance form of ‘forbearance’,
and for our purposes counts as a form of debt re-organisation. Under the DIS interest payments are
‘deferred’ or delayed, although they are still in existence. The IDG understood that ‘lenders
representing appropriately 70% of the mortgage market have indicated that they will offer a DIS,
[but as] the scheme was only recently introduced it is too early to assess its effectiveness’.

3.13.2 Debt relief

In Ireland, prior to a bankruptcy case being brought before the case, the debtor can submit a
‘petition for arrangement’ to the Court for protection from bankruptcy proceedings so that he can
put an offer of composition to his creditors. If the offer is accepted by three-fifths in number and
value of his creditors and approved by the Court then it is binding on all his creditors. If the offer is
not accepted or not approved by the Court then the Court itself may adjudicate the debtor
bankrupt.

Ireland has also introduced a direct form of debt relief for certain mortgage holders in difficulty. The
mortgage interest supplement (MIS) can be applied for by debtors, and effectively subsidises
debtors by contributing to mortgage interest payments. The latest estimates®®’ are that over 18,700
households are receiving payments, which raises questions about how long support should be
available for, whether long-term MIS is just a bank subsidy, and whether it in effects is a ‘welfare
trap’ as those moving into employment become ineligible.

Finally the IDG proposed ‘sale by agreement’ which is essentially a voluntary form of some degree of
datio in solutum where, in a position where it is in the interest of both the debtor and creditor to sell
the property and reach a ‘reasonable and appropriate agreement regarding the shortfall taking
account of the borrower’s circumstance, [where] such agreement should be more economically
advantageous than formal bankruptcy for all parties’.

3.13.3 Asset Liquidation and Debt Cancellation

Bankruptcy is a law for the benefit and the relief of creditors and their debtors, in cases in which the
latter are unable or unwilling to pay their debts. Bankruptcy law applies only to debtors who are
individuals. It is contained in the Bankruptcy Act, 19882, To be adjudicated bankrupt the debtor
must have committed an “act of bankruptcy”**°, of which the most commonly cited are:

37 Referenced by the Inter-Departmental Working Group.

3 Some reforms were introduced in Part 7 of the Civil Law (Miscellaneous Provisions) Act 2011. Further reforms are currently being

introduced.
3 Defined in Section 7 subsection (1) of the 1988 Act.
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m “if execution against him has been levied by the seizure of his goods under an order of any
court or if a return of no goods has been made by the sheriff or county registrar whether by
endorsement on the order or otherwise”**

= a ‘bankruptcy summons’**! has been issued which demands payment of the sum due within
14 days in default of which the debtor will have committed an act of Bankruptcy.

Formal Insolvency Proceedings proceed on receipt of a Petition'*? grounded on Affidavit**®, from
either the debtor or a creditor, if the following conditions*** are met:

= Commission of an Act of Bankruptcy as set out in Section 7 (1) of the Bankruptcy Act, 1988
m The Debt must be a liquidated amount and not less that €1,900

m There are conditions as to domicile/residence within the State (Section 11 of the Act)

m The Petition must be served personally on the debtor.

If the debtor is adjudicated Bankrupt notice of Adjudication must be published in the Iris Ofigiuil
(The Official Gazette), A national daily newspaper and, where applicable, a local daily newspaper.

When someone is adjudicated bankrupt their property is transferred'® to the Official Assignee in
bankruptcy™*®. The Official Assignee deals, subject to the approval of the Court (Section 61 (7)), with
all practical aspects of the day-to-day running of the bankruptcy - such as disposing of the bankrupt’s
assets and certifying to the Court who the creditors are. Among other duties, the debtor is
required™ to disclose all property*®® to the court; to deliver up to the Official Assignee all property
in his/her custody or control, including all books and papers relating to his/her estate. According to
FLAC, if the bankrupt fails to co-operate their property vests in the Office of the Official Assignee,
and there are also certain criminal offences prescribed under the legislation for non-cooperation.

Claims are dealt with in order, with payment made pro-rata within each category:

= The costs of the bankruptcy rank in priority to all claims™*.

10 section 7(1) (f).
"1 section 7 (1) (g).

2 Which must issue within three months of the commission of the act of Bankruptcy.

* The Petition, Affidavit and all other forms required in Bankruptcy proceedings can be found in appendix O of the Rules of the Superior

Courts Statutory Instrument no. 79 of 1989.
144 section 16 of the Act sets out a procedure whereby a Bankrupt may “show cause” against the validity of the Adjudication Order.

Showing cause basically consists of asserting to the satisfaction of the Court that one or more of the required conditions above have not
been met. If a Bankrupt succeeds in showing cause then the Court is required to annul the Bankruptcy. If the Bankrupt fails in an
application to show cause there is a right of appeal to the Supreme Court

%5 Section 44 (1) of the Act

8 The powers, duties and functions of the Official Assignee are set out in part Il of the Bankruptcy Act, 1988.
147 section 123 of the Bankruptcy Act, 1988 sets out 16 separate offences commissable by a Bankrupt all of which fall under the broad

heading of failure to co-operate with the Court in the administration of the Bankrupt’s estate.
148 ““property” includes money, goods, things in action, land and every description of property, whether real or personal and whether

situate in the State or elsewhere; also obligations, easements, and every description of estate, interest, and profit, present or future,
vested or contingent, arising out of or incident to property as above defined” - Section 3 of the Bankruptcy Act, 1988.

19 Section 80 of the Act.
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m Preferential Claims including rates, taxes and social insurance contributions*°.

= Non Preferential Claims.

An undischarged bankrupt suffers certain statutory disabilities such as being prohibited from being a
Company Director or in any way concerned with the management of a company***; being prohibited
from being a member of Parliament or of a local authority.

According to FLAC, an adjudication of bankruptcy prevents the bankrupt from accessing any more
than €650 in credit without disclosing the fact of bankruptcy. Any person adjudicated bankrupt is
listed on a register and, even when discharged, the register continues to disclose the fact of the
person’s former state of bankruptcy.

Implications for employment (FLAC): If an individual is an undischarged bankrupt there is a
prohibition on acting in certain professions, such as a solicitor. However, the Bankruptcy legislation
has been very rarely used and is even rarer for people working under contracts of employment.

Implications for civic rights (FLAC): In practice a registered bankrupt should inform the Official
Assignee if s/he intends to travel abroad. The Official Assignee on behalf of the High Court may
appropriate salary or even pension for the benefit of creditors.

To be discharged from Bankruptcy the debtor must meet one of the following conditions:

m (i) Discharge after payment of debts in full: This is where the bankrupt's creditors are paid
in full. If the High Court so allows, interest may also be payable. Normally, interest is only

paid where surplus funds are available®>.

m (ii) Discharge with the creditors' consent: This is where all of the bankrupt's unsecured

creditors consent to the discharge™>.

m (iii) Discharge after making composition with the creditors: This is where unsecured
creditors agree to accept payment of a certain percentage of their debt in settlement of the
full amount. This must be supported by at least sixty per cent in number and value of those
creditors who vote at a sitting of the High Court for this to be accepted. The bankrupt must
provide the Official Assignee with sufficient funds to make this settlement and pay his/her
unsecured creditors. This is called an Offer of Composition.

m (iv) Discharge after paying fifty cent in the Euro: This is where all of the bankrupt's property
has been fully sold or disposed of and his/her creditors have received fifty cent in the Euro

on their debts™*.

m (v) Discharge after five years: This is where the bankruptcy has lasted for five years and all
of the bankrupt's property has been fully sold or disposed of. The court must be satisfied
that the bankrupt has disclosed any property acquired since his/her bankruptcy and that it

would be reasonable and proper to discharge the debtor from bankruptcy™>.

0 section 81 of the Act

st Companies Act, 1963 Section 183
2 section 85 (3)(a)(i)

133 section 85 (3) (a) (ii)

34 Section 85 (4) (a)

1% section 85 (4) (b)
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m (vi) Automatic discharge after twelve years: Discharge is automatic on the twelfth
anniversary of the order of adjudication. Unrealised assets will also revest in debtor on that
anniversary or on such date thereafter when all costs, court fees, expenses and preferential
debts of bankruptcy are paid™®.

Part 7 of the Civil Law (Miscellaneous Provisions) Act 2011 made substantive amendments to the
Bankruptcy Act 1988 including:

m  Bankruptcy will be automatically discharged after 12 years (it is estimated that this has
terminated more than 300 legacy bankruptcies);

m  The minimum period before a bankrupt can seek a discharge from bankruptcy, where the
debts have not been paid in full, is decreased from 12 years to 5 years;

m It provides for a petition be presented where a person ordinarily resided in the state or
carried on business in the state in the period of three years prior to the date of its
presentation (rather than the current period of one year);

m It allows the Revenue Commissioners to furnish information to the Official Assignee or a
trustee in bankruptcy; and

m It increases the period of time before adjudication in which dispositions may be deemed
fraudulent or may be set aside to one year.

However, Irish bankruptcy law continued to be the subject of sustained criticism both regarding the
complexity of the process and the minimum length of time (12 years, until amended in 2011) taken
to purge bankruptcy where all of the debts of the bankrupt have not been discharged.

Both the CBol and FLAC reported that consumers do not understand the bankruptcy process, and
the process does not generally work for consumers (neither does it work for lenders, according to
the CBol). FLAC argue that Ireland’s bankruptcy legislation “is seldom used in consumer debt cases
because of its cost, ineffectiveness and outdated procedures”. In response to our survey FLAC wrote
that the existing bankruptcy legislation:

“..is an entirely inappropriate mechanism to deal with the chronic over-indebtedness of so
many consumers and small business people in Ireland. Proper debt settlement legislation has
been desperately needed for some time. It is perhaps ironic that the imperative to introduce
this legislation stems from a commitment given to the troika in return for the financial
bailout, rather than any domestic initiative”.

Following the bursting of the Irish property bubble, commentators have noted the appearance of
bankruptcy tourism - Irish debtors move to other jurisdictions to use more lenient bankruptcy laws.
The most prominent cases of alleged ‘bankruptcy tourism’ are those of David Drumm, former chief
executive of Anglo Irish Bank, and property developer John Fleming. Fleming, who had personally
guaranteed much of the €1 billion debt of Tivway and associated companies in Ireland, was
discharged from bankruptcy in the UK on 10 November 2011, the first anniversary of the date on
which he was declared bankrupt there. Former government minister Ilvan Yates, who described the
Irish bankruptcy regime as ‘purgatory’, publically announced that he was contemplating moving to
the UK to use its bankruptcy regime.

136 Section 85 (4) (c)
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Unsurprisingly, given the criticism it receives, consumer groups have recently lobbied for reform of
the bankruptcy law.

On 24 January 2012, therefore, the Department of Justice and Equality published the Draft General
Scheme of a new personal insolvency bill™®’. The proposed bill would, among other things, reduce
the minimum period of bankruptcy to discharge to 3 years and introduce three different non-judicial
mechanisms to deal with debt. The bill was published on 29 June 2012 and is due to be implemented
by the end of 2012 (according to the survey response from MABS National Development Limited).
The three routes are:

m A Debt Relief Certificate to allow for the full write-off of qualifying unsecured debt up to
€20,000, after a three year supervision period — which would be an alternative form of debt
cancellation;

m a Debt Settlement Arrangement (DSA) for the agreed settlement of unsecured debt of
€20,001 and over — a debt relief mechanism;

m a Personal Insolvency Arrangement (PIA) for the agreed settlement of secured debt of
between €20,001 and £3m and unlimited unsecured debt — a debt relief mechanism.

Both the DSA and the PIA processes rely on agreement by creditors, which experience in other
countries strongly suggests will not be forthcoming, unless the offer is so generous that it is almost
certain to fail. France, for example changed its system precisely because debtors were being forced
into unworkable plans whilst in the UK IVAs fail in around a third of cases, and in the US, the
comparable Chapter 13 provisions to the PIA fail in around two-thirds of cases. Without a strong
‘threat’ of quick and unconditional discharge, many creditors have exhibited in the past their
willingness to ‘kick the can down the road’**® and delay a conclusion, and even in the case of quick
and unconditional discharge being available, many creditors prefer to force the debtor into court to
‘punish’ them. As such, it is to be anticipated that Ireland may be forced to re-legislate again
relatively soon, if this law in this form is past, as it breaches several of the best practices identified
below.

3.14 ltaly

3.14.1 Debt re-organisation and debt relief

In their survey response Conciliatore Bancario Finanziario (CBF), a consumer complaints institution,
named two processes consumers can use to address over-indebtedness:

= The law for the repression of usury (Act 7 March 1996, n.108)"° introduced a cap on

interest rates on lending beyond which the same would be deemed usurious. Any clause
setting usurious rates is void and no interests are due in the presence of usurious rates (and
the sums already paid must be paid back by the lender)™®. The penalties for breaking the

7 see http://www.justice.ie/en/JELR/Pages/PR12000198
8 Kilborn (2012).

9 Available, in Italian at http://www.bancaditalia.it/vigilanza/contrasto_usura/Normativa/L108-1996

0 A fund for the prevention of usury especially dedicated to households was also established (not explicitly mentioned by the

stakeholder). In order to access the fund consumers need to meet the following criteria: they need to be in a state of over-indebtedness;
the various debts must have been contracted for serious reasons and for non-commercial purposes; the total amount of the debt needs
not to exceed €26,000 (excluding the house mortgage); consumer need to be able to repay the loan given by the fund.
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law originally included six years in jail and fines of up to 30m lire. Interest rates were
deemed to be usurious when they are more than 50% higher than the average over the
previous three months, although this caused problems for fixed rate mortgages set in the
early 1990s as interest rates fell in the early 2000s*®. To address this, in terms of assessing
whether the rate on a loan is usurious or not, it is now necessary to refer to the time when
the interest is promised or agreed, regardless of the time of payment, as defined by Law 28
February 2001, n.21'® The CBF reported that consumers do generally understand their
choice of this process, and it does work for them. However, an implication of this process is
that the consumer has no access to further bank credit (the CBF stated that there are no
impacts on the consumer’s employment or civic rights), and there are concerns that this law
failed to impact on ‘loan-sharks’ effectively. Law Decree No.70, 13" May 2011, to
encourage ‘the development and growth of the economy’*®® amended the usury legislation
to change the method for calculating the interest rate thresholds, increasing the thresholds
before an interest rate is judged to be usurious for mortgages and to a degree other loans,
although it was argued'® that this new calculation still failed to take into account
consumer’s risk profiles or the nature of the financing. The change was implemented to
protect lenders and facilitate loans in the face of low interest rates which were anticipated
to change upwards, which may be preventing lending to consumers.

m Debt counselling associations, which consumers do generally understand, and do work for
consumers.

3.14.2 Asset Liquidation and Debt Cancellation

The Italian Government initiated a process of change in its corporate insolvency arrangements in
2005 with the Act of May 14, 2005, and the Government decrees of January 9, 2006 and September
12, 2007. The legislation has been in complete force since January 1, 2008'%. Before this legislation
dated back to 1942, and had been identified as breaching European legislation'®’. Whilst the 2005,
2006, and 2007 legislation contained a number of substantive reforms, they still did not contain the
creation of a mechanism for the cancellation of consumer debt. Fallimento continued to be a

corporate insolvency procedure restricted to commercial enterprises, exempting farmers™®.

161 On November 18" 2000, the country's highest court of appeal ruled that the fixed rate of interest attached to a bank mortgage
contracted in 1993 was usurious. When, in September 2000, the Treasury Ministry announced average rates for house mortgages of 6.6%,
the usury rate for such loans was automatically set at 9.9%, a rate far below the going rates in the early 1990s, and hence below the rates
on fixed-rate mortgages entered into (legally) at that time. The appeal court's decision upset the banks, with the ABI, the Italian banking
association, complains of sloppy legislation and a perverse legal system. One consumers' group reckoned at the time that around 1.5m
mortgages are illegal. See http://www.economist.com/node/432022.

162 Available, in Italian at http:/ /www.bancaditalia.it/ vigilanza/contrasto_usura/ Normativa/1-2001-24.pdf

183 Clifford Chance (2011)

184 Clifford Chance (2011)

185 Other amendments came into force in 2012 through the Government Act 22 giugno 2012, n.83, but these do not refer to natural

persons bankruptcy.

1% Albeit with the introduction of ‘extraordinary administration in 1979 in the Prodi Act, which was itself reformed in 1999.

Including Article 87 of the European Community Treaty on state aid.
To quote Justice Panzani — “Among commercial law experts nobody understands the reason for this exemption. In Italy there has always
been a policy of farmer sustenance, and Parliament did not change this traditional exemption.” (Panzani 2009 — p317).
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Therefore, in Italy, until 2012 corporate entities and private persons who were commercial
entrepreneurs but not corporate entities could become bankrupt through the corporate insolvency
process.

In their survey responses, a sectoral expert at the the Tribunale di Torino (TdT), and the Bank of ltaly
named a significant reform which increased the availability of debt cancellation to a wider pool of
individuals. The Law 27 January 2012, n.3 ‘Regulation on usury and extortion, as well as on the
composition of over-indebtedness crises’*®® sets out new rules for the over-indebtedness crisis of
small and medium enterprises but does not cover consumer debts. Essentially private persons who
are not commercial entrepreneurs can now use this mechanism, which required the approval of at
least 70% of the creditors, and any lender that does not agree to the plan would have to be fully
reimbursed,. This process relates to both secured and unsecured debts and writes off some of the
debt (potentially up to 100% of the debt although the law doesn’t state a maximum percentage).
Finally, the Law 27 January 2012, n.3 has been amended by article 18 of law decree 18 October 2012
n. 179. This now determines that only 60% of the creditors need to give approval, reducing this from
70%.

In March 2012 a government bill proposed to extend the effects of the law to consumer. This bill has
not yet been passed into law yet, so the following describes the system which could be
implemented.

Under the proposal the process requires the approval of at least 70% of the creditors, according to
the Central Bank. The respondent at the Bank of Italy also pointed out that there is no fixed length of
the procedure as it requires the separate and consequential agreement of the lenders and the Court.
The respondent said that this process would take a few months but less than a year.

The process would be started by the consumer, who would goes through a public sector
intermediary. It would involve negotiation with the lenders regarding the terms of the loan. It
prevents lenders from seizing the consumer’s assets (they are not at risk of losing their home), and
there would be automatic protection for the consumer from other actions by lenders during the
course of the process. However, the respondent from the Bank of Italy pointed out that any lender
that does not agree to the plan would have to be fully reimbursed and that the process doesn’t
have any impact on the right of creditors regarding any jointly liable debtor.

In order to leave the process the consumer would need to fulfil the agreement reached with
creditors and approved by a judge. According to the TdT, if the consumer broke the arrangement the
agreement could be revoked and they would have to completely pay all their creditors.

It should be noted that the debtor “must not be an entrepreneur subject to the bankruptcy
proceeding and must not have asked to be admitted to the over-indebtedness proceeding in the last
three years”. There is no relevant case law at present.

According to the TdT, if consumers cannot cancel their debts any creditor may ask for foreclosure
and generally can ask the Court to seize debtor’s goods, except the few that cannot be seized as part
of the home’s furniture. These goods can then be sold through an auction. The “insolvency collective
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Legge 27 gennaio 2012, n. 3 Disposizioni in materia di usura e di estorsione, nonché di composizione delle crisi da sovraindebitamento.
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